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FINAL SEQoIENT OF SEC MARKET STUDY REPOltT FILED 

The Securities and Exchange Commission today filed with Congress the third and final segment
f the Report of the Special Study of Securities Markets on the adequacy of investor protection in 
he securities marke,s. The four chapters submitted today, which are summarized in Special Market 
e1ease Nos. 35-38,! are as follows: 

Chapter X Security Credit 

Chapter Xl Open-End Investment Companies
(Mutual Funds) 

Chapter XII The Regulatory Pattern 

Chapter XIII The Market Break of May 1962 

In transmitting the four chapters of the Report to Congress, Chairaaan William L.- Cary stated 
n behalf of the Commission: 

Sir: 

I have the honor to transmit the final installment of the Report

of the Special Study of Securities Markets containing Chapters X through

XIII. This Report is transmitted pursuant to Section 19(d) of the Securities

Exchange Act of 1934, Public Law 87-196.


I. 

As directed by the Congress, the whole Report is a broad study

of the securities markets and a commentary on the adequacy of investor pro

tection in those markets. As we indicated in our first letter of transmittal,

the Report demonstrates that, although serious problems do exist and

additional controls and improvements are much needed, the regulatory pattern

of the securities acts does not require dramatic reconstruction. In important

respects this pattern has been effective, efficient, and adaptable; it has

advanced and guarded investor participation in our economic growth. The

functions of this Report and of any changes proposed are to strengthen the

mechanisms facilitating the free flow of capital into the markets and to

raise the standards of investor protection, thus preserving and enhancing the

level of investor confidence.


!I Copies of these four chapters, as well as of Chapters V, VI, VII and VIII submitted on 
uly 17, 1963 (Release Nos. 28, 29, 30 and 31). will not be available for public distribution until 

they have been printed by the Government Printing Office (a further announcement will be made when 
they become available). Printed copies of the first four chapters of the Report are now available 
~or purchase from the Superintendent of Documents. Government Printing Office. Washington, D. C., as 
Part 1 of House Docu.ent No. 95 ($2.25 per copy). and Chapter IX as Part 3 ($.50). 

http:Publlc.tl...
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II. 

The Chapters here submitted deal with diverse subjects, including
the adequacy of the structures and practices of the self-regulatory agencies,
security credit regulation, mutual fund selling practice~and events sur
rounding the market break of May 1962. As in the case of prior sections of 
the Report, the Special Study was given freedom to analyze and point out 
problems as they appeared to it; in this respect the judgments, analyses and 
recommendations in the Report are those of the Special Study and not the 
Commission. We strongly endorse the general soundness of these Chapters as 
a basis for discussion with the industry, for rule making, and for legislative
proposals. Without public notice and comment, we may not speak definitively 
on those questions involving substantive changes in our rules or the rules of 
the self-regulatory agencies. In any case, we believe the responsible course 
of action calls for discussions with the securities industry before final 
decisions are made. 

Rather than taking up the Chapters in order, we shall first focus

on Chapter XII--which analyzes the role of the self-regulatory institutions

and their relation to the Commission.


A. 

In Section 19(d) of the Securities Exchange Act, the authorizing
resolution for the Special Study, the Congress emphasized an examination 
of the adequacy of the rules of the self-regulatory agencies. The whole 
Report is a comment on this theme. Chapter II evaluates the rules of the 
NASD and of the principal exchanges relating to qualifications and Chapter III 
those governing selling practices and investment advice. Chapters VI and VII 
examine the rules and procedures of the self-regulatory agencies with respect
to trading practices in the exchanges and over-the-counter market. Chapter
XII, transmitted today, analyzes the organization and self-regulatory
operation of those agencies, with primary emphasis on the New York Stock 
Exchange and the National Association of Securities Dealers, Inc., and their 
relationship to the Commission and each other. 

wa agree with the Report that lithe basic statutory design of sub
stantial reliance on industry self-regulation appears to have stood the 
test of time and to have worked effectively in most areas." This conclusion 
obviously does not minimize in any way the need promptly to remedy the 
disclosed inadequacies, a need more critical as increased reliance is placed
on the self-regulatory agencies--which this Report and the Commission 
contemplate. 

1. 

The New York Stock Exchange occupies an unrivalled position as 
a self-regulatory institution because of its importance as a market and 
because of the dominant position of its membership in the securities business. 
we believe it important to point out, first, that the Study quite properly
devoted particular attention to problem areas and, secondly, that, although
there are defects in the functioning of the Exchange market which should be 
corrected, the Exchange has worked diligently, and on the whole successfully,
to maintain a fair and honest market. The Report points out the strong
performance of the Exchange in many areas, including qualifications and net 
capital. Its disclosure, and related, requirements, some antedating the 
enactment of the Federal securities laws, represent a major contribution 
to investor protection and, in some respects, have gone beyond anything the 
Commission could do. In certain areas, judged by the Exchange's own standards 
of accomplishment, performance has been less satisfactory. For example,
controls over branch office operations and investment advisory and selling
practices require strengthening; the Exchange itself has recognized this 
in its initiation of new programs. The Report discloses a failure of 
regulation over odd-lot dealers, and raises serious questions about floor-
trading. The Special Study's examination of the Exchange's specialist
system reveals no widespread abuses or patterns of illegality. On the other 
hand, there are subtle and complex problems di1cussed in the Report which 
call for examination and review by the Exchange and the Comudssion with a 
view to strengthening the system and raising the quality of operation of 
some segments to that of the most effective and most efficient. 
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MOreover, disciplinary action does not appear to have been as 
forceful as circumstances have warranted. With regard to the organization 
of the Exchange, the Report points to a need for a reallocation of voting 
power among members and allied members in order to give firms dealing with 
the public more responsibility in the government of the Exchange. 

The importance of the New York Stock Exchange as a self-regulatory
institution and as a market makes it imperative that it bring Lts entire 
level of performance up to its demonstrated capabilities. The recom
mendations in Chapter XII-B of the Report and elsewhere are designed, as 
the Report states, "to point toward an even stronger future role" for the 
Exchange. With limited reservations in two instances which are footnoted 
below, we agree with these recommendations.* 

2. 

Early in 1962 the Division of Trading and Exchanges of the Commission, 
i~ conjunction with the Special Study of Securities Markets, issued a 
report concerning the American Stock Exchange. This report pointed out 
serious problems in regard to the operations of that Exchange and practices
occurring on its floor. The American Stock Exchange, together with 
selected representatives from the securities industry, and in consultation 
with the Commission, has since engaged in a substantial reorganization
of its management, constitution and operations. As the Report concluded 
in subchapter XII-C: "In contrast to the prior breakdown of self-
regulation described in the staff report, the accomplishment of this reform 
appears to be an excellent demonstration of the effectiveness of self-
regulation under responsible Exchange leadership and active Commission 
oversight." It is apparent that the American Stock Exchange has now 
instituted a responsible regulatory syst~m as a basis for meeting its 
obligations under the Exchange Act. including problems it shares with the NYSE. 

The Special Study made a more limited examination of the regional 
exchanges, with primary emphasis on the Midwest and Pacific Coast Stock 
Exchanges--the major regional exchanges. we agree with the recommendations 
with respect to these exchanges in subchapters XII-D, E, and F of the Report. 

*	 As to the recommendations in Item 2, we favor steps looking towards a 
more representative distribution of voting power among regular and 
allied members. We will explore further the need for altering the 
composition of the governing bodies of the Exchange. With respect to 
Item 7. the obligation of the Exchange, of which it is not unmindful,
to avoid exaggerations and misunderstandings in its advertisements is 
clear. Whether any further restrictions should be placed on the 
Exchange's public relations activities is not so clear. The Commission 
has encouraged the Exchange to undertake the supervision of the 
advertising of its member firms, including advertising of an institutional 
character, some of which is the work product of the Exchange's own staff. 
The Commission is not now prepared to dispense with the advantages of 
the present system without further examination of the problem. 

3. 

The primary responsibility of the National Association of 
Securities Dealers, Inc., is to regulate the conduct of its members in 
the over-the-counter market. Because the over-the-counter market is 
scattered throughout the country, includes all varieties of securities, 
and is open to all persons, the NASD's job is a difficult one. Its role 
will become more important, since many recommendations in the Report call 
for increased activity on the part of the NASD in both policy making and 
enforcement. 

The work of the NASD is in large measure performed by its members 
who volunteer their time and effort to the job of self-regulation. The 
NASD has established important standards of business conduct, including 
restrictions against unconscionable underwriting compensation and rules 
dealing with "free-riding". It has assisted in the general enforcement 
efforts against over-reaching and abuses in the over-the-counter market. 
However, there are many key areas in need of improvement in the over-the
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counter market, in terms of new standards, as well as atreagtbeaed ..~focce
ment programs. In this context, certain organizational characteristic_,
including the emphasis on rr~mber participation and the heavy demaa4e on 
the Board of Governors ~ecessLtate significant rethinking and re4irectlOD. 
More effective regulatton ~equi~es a larger 5taf~ direction in Which 
the NASD has been mo~ing during the last fe~ years··with increased 
responsibility and a reallocatl.on of wo:-k arro113mctr.berparticipants 1n 
the government of the NASD. The participants would then have more 
opportunity to consider general policy a~d the NASD could better carry
its formidable workload. 

We agree witn all of the recomme,dp.tions of the Report in subchapter
XIl-G which are designed to strengthen che organization of the NASD and 
make its operations more effective. 

4 

The fundamental issue of the r~lat:onship between the commiesion 
and the self-regulatory agencies requires special comment. The Report
states in chapter XII-I that "regulation in the area of securities 
should, in short, be a cooperative effort, with the government fostering
maximum self-regulatory responsibility, overseeing its exercise, and 
standing ready to regulate directly where and as circumstances may require."
We subscribe to this statement of policy and generally agree with the 
specific recommendations in Chapter XII-I. The obligations of the self-
regulatory agencies should be increased, through both their adoption of 
rules in many areas and their assumption of new enforcement dutie$-
including certain duties now borne by the Commission. 

The failure of the self-regulatory agencies to operate at 
maximum capacity and '.rithfull regard for the public interest in certain 
areas is in part attributable to the Commission's own failure to provide
the necessary continuing guidance and oversight. We are certain that 
the present statutory pattern permits more effective and more pervasive
self-regulation than has yet been achieved. Undoubtedly this will 
require a reorientation of our present procedures in the directions 
suggested by the Report's recommendations. For example, under Section 19(b) 
of the Exchange Act, we h~ve a duty to review exchange rules to determine 
whether they are consistent with the protection of investors. we should 
place more emphasis on newly adopted rules than is now the case. Thus. 
our present arrangefuents with regard to the exchanges' notification to U6 

of rule changes prior to their adoption might be revamped along the lines 
of the procedures worked out with the New York Stock Exchange respecting
changes in the mininn~ commission rate schedule. With respect to the 
NASD, our authority to alter or amend their rules is -uore limited than in 
the case of the exchanges. We have, however, direct powers over practices
in the over"the-counter market, in many respect unexercised, which can be 
utilized. Until these have been fully exercised and found wanting, we 
shall not ask Congress for legislation. In any even4up to this time 
needed improvements have been secured after conferences and discussions 
with the NASD. 

We shall examine with the exchanges the need for further procedural
safeguards for those affected by exchange actions--a problem that has 
taken on new significance because of the recent Supreme Cour~ case of 
Silver v. New York Stock Exchange. In addition, as suggested by both 
subchapters XII-I and XII-J, we will confer with the self-regulatory
agencies to determin~ methods by which enforcement and in8pec~ion responei
bilities can be better allocated between the Commission and the self-
regulatory agencies and among those agencies themselves. 

One sector of the self-regulatory scheme will require joint
analysis with the exchanges of the need for legislation. In the Silver 
case the Supreme Court teld that the termination, at the order of the 
New York Stock Exchange, of wice service from its members to a non-membec. 
without any hearing aff~rded the non-member, involved a violation of the 
antitrust laws. 

We believe it essential that the Silver decision should in no 
way be construed to inhib~t vigcrous performance by the exchanges of thet~ 
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self-regulatory responsibilities. we are confident that the Supreme Court 
intended no such result: indeed the Court emphasized "the federally
mandated duty of self-policing by exchanges." Steps can and must be taken 
to avoid any possible problems. These could include appropriate procedural
changes by the exchanges and careful analysis of the need for some form of 
review of exchange actions by the Commission. If review procedures are 
thougPt necessary, legislation may be required. 

Our firm conviction is that self-regulation, an essential ingredient
in investor protection, must continue in a strong, forward movement. 
Accordingly, we have written to the New York Stock Exchange advising of 
our concern and shall undertake to resolve with it any problems presented
by the Silver case. 

B. 

In Chapter X, the Report has examined security credit regula
tion as a factor in the securities markets. This regulation, of course,
has broader aims: it is an instrument for credit control in the~onomy.
As such, it is the primary concern of the Board of Governors of the Federal 
Reserve System. Accordingly, as the Special Study has pointed out, recom
mendations in this area including legislative proposals relate essentially
to matters within the jurisdiction of the Board of Governors. The 
Commission believes that all the recommendations of the Study have merit. 
but, recognizing the paramount authority of the Board, will not initiate 
any action. We shall work closely with the Board towards the resolution 
of the problems raised. 

The staff of the Special S~udy received generous assistance and 
cooperation from the staff of the Board of Governors who reviewed Chapter X 
from a technical point of view and who also prepared all of the appendices.
Of course, none of the Reserve personnel, nor the Board, is in any way 
responsible for the final views expressed in the Chapter. 

C. 

Chapter XI of the Study deals with selected aspects of open-end
investment companies, so-called "mutual funds," including selling practices,
contractual plans, insider trading in portfolio securities and portfolio-
brokerage reciprocal business patterns. It must be emphasized that this 
Chapter should in no way be construed as a reflection upon the investment 
merits of mutual fund shares, upon the investment company as an important
vehicle for investment, or upon any particular company. Furthermore, it 
should also be emphasized that the questions raised with respect to 
contractual plans do not, and should not, affect present holders of these 
plans. As the Study has stated, its analysis should not be taken by any 
planholder as a reason for redeeming any plan certificates. Early redemption
of a plan almost invariably results in loss to the planholder. The problems
analyzed by the Report are in no way related to the merits of the under
lying investments or to shares bought outright. The recommendations are 
focused solely on future contractual plans as distinguished from plans
already entered into. 

Contractual plans involve the purchase of mutual funds on an 
installment basis, with a substantial portion of the sales load--up
to fifty percent--taken out in the first year. Their sponsors justify
this deduction on the ground that it provides a necessary stimulant to 
saving. The Report has raised serious questions about contractual plans,
basically revolving around the first year sales load deduction. As 
Chapter XI-B recommends, steps should be taken to deal with the problems
disclosed. Discussions will commence with the industry immediately; but 
definitive action, whether legislation or otherwise, will await the 
completion of our general structural study of mutual funds. 
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In Chapter XI the Report also analyzes mutual fund selling

practices, reciprocal business activities, and potential conflicts of

interest related to insider trading in fund portfolio securities. With

the limitations footnoted below, we agree with the accompanying

recommendations.*


As the Congress is aware, on August 27, 1962 the Commission 
transmitted to the Congress "A Study of Mutual Funds", representing a 
fact-finding survey of certain aspects and practices of open-end invest
ment companies. This Study was prepared by the Wharton School of Finance 
and Commerce of the University of Pennsylvania. At the same time, the 
Commission requested its Division of Corporate Regulation to undertake 
a detailed analysis of the Wharton School Study and conduct its own 
examination into structural problems of mutual funds. That examination 
should be submitted to the Commission some time late this year or early
in 1964. Meanwhile, Chapter XI of the Report represents an important
contribution to the overall picture. 

D. 

Chapter XIII of the Report deals with the events surrounding the 
severe market break of May 1962. This Chapter was specifically promised 
at a Congressional hearing. The Report draws upon data collected by the 
New York Stock Exchange and also its study of May 28, 29 and 31. The Report
presents additional data with respect to transactions by institutions, foreian 
investors, and members and also an analysis of transactions in selected 
stocks. 

As pointed out in subchapter XIII-E, neither the Report of the 
Study nor that of the New York Stock Exchange was able to isolate and 
identify the causes of the market events of May 28, 29 and 31. Moreover,
contrary to some speculation at the time that the events might be the result 
of some conspiracy, neither of these Reports presents any evidence that the 
break was deliberately precipitated by any group or resulted from manipulation 
or illegal conduct in the functioning of the market. 

The Study--after noting the extreme nature of any action by the 
Commission suspending trading under Section 19(a)(4)--recommends that the 
Commission and the industry should make a jOint study of possible measures 
which might be taken by the Exchange "to assure minimum disruption of the 
fair and orderly functioning of the securities markets ••• " We interpret
this to mean measures to improve the efficiency and effectiveness of the 
operations of market mechanisms during periods of severe market stress. 

The Exchange, of course, has at its disposal a number of measures 
to deal with unusual conditions in the market place and invokes these 
from time to time on a security-by-security basis as, for example, the 
controls exercised over "openings" and the temporary suspension of trading
in particular securities. 

The Special Study was not able to address itself to the manner in 
which these measures were or might have been employed with particular
reference to the events of May 28-31. The material pUblished by the Stock 
Exchange likewise does not deal with this specific question. 

The various recommendations made elsewhere in the Report, in part 
upon the basis of data relating to the market break, with respect to such 
matters as short selling, the capital position of specialists, floor trading
and odd-lot transactions, should improve the ability of the mechanism to function 
more effectively in normal periods as well as in times of stress. It seems 
clear that, in the course of our consideration of these matters with the 
Exchange, events leading up to and during the market break must inevitably 

*	 With respect to Item 2, subchapter XI-B we shall examine various ..,.
by which our prospectus requirements for mutual- fund. can be further 
refined. Finally, with respect to the recOllllll!ndation subchapterof 
XI-D, we believe that each registered investment company should adopt. 
and take appropriate steps to enforce, a written policy QOneera1aa 
insider trading along the lines suggested in this recoamendati~ .• 
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join the considerable array of complex and, to some degree, technical factors 
which must be weighed in reaching decisions. We agree that it would be 
desirable for the Exchange to review the data accumulated in the course of 
the two studies, with particular reference to whether the procedures avail
able to it were employed always as fully or as effectively as they might 
or should have been and whether sound policy would suggest some changes,
and whether it is feasible or necessary to obtain additional trading infor
mation. The results of this review could thus be available to assist both 
the Exchange and the Commission in seeking solutions to some of the problems
described in the Report. Certainly, it would seem that the performance of 
some specialists during the market break was not considered satisfactory by
the Exchange itself; moreover, it is not clear why the machinery for handling 
some odd-lot orders should have failed as it apparently did. These and 
similar matters deserve the particular attention of the Exchange and of the 
Commission in the exercise of its oversight. It should be kept in mind 
that the role of the Commission, and that of the Exchange, does not 
extend to "managing" price movements or purposefully affecting prices. 

III. 

This transmittal completes the Report of the Special Study of 
Securities Markets. The Report is clearly the most thorough examination 
of the securities markets since the early 1930s. Size alone is but a 
poor measure of its importance and achievement. The Report would have 
high usefulness if only for its orderly presentation of basic facts about 
the markets. More importantly it offers a foundation for regulatory and 
industry actions for a long period to come. 

Implementation of the Report can be prompt in many cases. 
Fundamental recocmendations of the Special Study have already been incorpor
ated in the Commission's legislative proposals, embodied in S. 1642, as 
amended, H.R. 6789 and H.R. 6793. S. 1642, as amended, has passed the 
Senate and, together with H.R. 6789 and 6793, is now pending before the 
House of Representatives. It is our judgment that these bills represent
essential amendments to the securities laws. By providing for more reliable 
and extensive disclosure as to companies traded in the over-the-counter 
market and by raising qualification standards for those dealing in over-
the-counter securities, enactment of the bills will have a pervasive impact 
on the raising of standards in the securities markets and will serve as a 
base to achieve many of the improvements suggested by the Study. At the 
same time, as we noted in connection with the transmission of Chapters V 
through VIII, the legislative program stands by itself; thus consideration 
of the bills can appropriately proceed independently of the discussion and 
resolution of the questions raised in the chapters here transmitted. 

Finally, we do not plan to submit any further legislative proposals
to the Congress this session. We may at a later session recommend 
legislation relating to quotations bureaus and to review of exchange
actions--the latter only if it is found necessary after further analysis
of the Silver case. Furthermore, we shall work with the Federal Reserve 
Board in any program respecting security credit regulation which they believe 
should be submitted to Congress. 

In addition to our legislative proposals, substantial benefits 
have resulted si.nce the institution of the Study. Some of these are 
suumarized in stlbchapters XII-B and XII-G. Many more will result as the 
Report is carefully and selectively implemented. We will work expeditiously
and in conjunction with the securities industry on the numerous recommendations 
requiring rule making on our part and on the part of the industry agencies.
Certain areas, such as the impact of automation on the securities industry, 
are clearly long-range in nature and require continuing and elaborate analysis
before decisions can be reached. 

IV. 

In measuring others, we must measure ourselves. As we said in 
our first letter of transmittal, while the Report focuses upon the 
shortcomings in the industry and in the self-regulatory agencies, in 
certain respects it is an express or implied criticism of the Commission 
as an institution. For example, on the exchange side, the failure to 
regulate odd-lot activities and, on the over-the-counter side, the lack 
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of more specific standards and of more effective enforcement procedures
in certain sectors represent problems unsatisfactorily resolved by the 
Commission. We have at times been hampered by a lack of personnel or 
concentrated on particular areas. Further, we, like the self-regulators,
have been preoccupfed with day-to-day problems and have not been able 
fully to perceive new trends and weaknesses which arose with the expansion
of the securities markets--an occurrence in itself intensifying the routine 
administrative tasks as well as creating new problem areas. However,
institutions--gov~rnment, quasi-public or private--all benefit from re
examination. It has required a Special Study,detached from involvement 
with routine, but necessary, tasks, to produce a comprehensive, over-all 
view of securities regulation. But what we have done is not so important 
as what we must do--and that must be the case with the self-regulatory
agencies and the financial community as well. 

In concluding. the Commission would again like to acknowledge
the cooperation offered throughout the conduct of the Study by members of 
the securities industry, by the self-regulatory agencies and by others in 
gover~~nt. We once more express our appreciation for the extraordinary
work of the staff of the Special Study of Securities Markets under the 
leadership of Milton H. Cohen as Director, Ralph S. Saul as Associate Director,
Richard H. Paul as Chief Counsel, Sidney M. Robbins as Chief Economist, and 
Herbert G. Schick as Assistant Director. The staff of the Study has prOceeded
always in a responSible, thorough and craftsmanlike manner. we have indeed 
been fortunate to have retained the services of so many dedicated individuals 
from private law practice and industry, from the universities, from 
government and from our regular staff. We are also grateful to the many
in our operating divisions and offices who contributed much to the Study
in ideas, experience and information. 

We believe that the Study has fully justified the confidence 
entrusted in the Commission by the Congress ~n authorizing an examination 
of the securities markets. 

By direction of the Commission. 

SpeCial Study Trans.itt.l Letter 

The text of the transmittal letter from the Special Study to the Commission, Signed by
Milton H. Cohen, Director, Ralph S. Saul, Associate Director, Richard H. Paul, Chief Counsel,
Sidney H. Robbins, Chief Economist, and Herbert G. Schick, reads as follows: 

"We have the honor to transmit herewith the final four chapters--X, Xl. XII and XlII--of 
the Report of the Special Study of Securities Markets. (In our tran8mittal letter of April 3,
1963 we referred to a possible Chapter XIV to cover topiCS that might not fit within the scope
of any of the other chapters or within the limits of later transmittal letters. It has not been 
found necessary to have a separate Chapter XIV.) 

"In our two previous transmittal letters. we have made some general comments about the 
nature of the Study and of our findings. These were intended to apply to the entire Report and 
we find no reason to modify them at thiS time. The follOWing paragraphs from our letter of 
April 3 should have re-emphasis as we complete the Report: 

'The enormous growth of the securities markets experienced since the original
enactment of the federal securities laws, reflectin3 both the vigor of the 
industry's own activities and the general expansion of the country's ecOnomy and 
population in the intervening years. has been accompanied by many qualitative
changes in methods, practices, controls and standards. A basic objective of 
the Special Study was an evaluation. in the light of both quantitative and 
qualitative changes, of the theories and mechanics of direct governmental regu
lation and industry self-regulation originally enVisaged by those laws. The 
Study and Report indicate that under the stresses of its expanded role the 
framework of regulation needs considerable adjusting and strengthening. hut its 
basic design appears to have stood the test of time and to have worked effectively
in most areas. 
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'Since the federal securities laws have been In force for a full generation,
it is hardly surprising that the Special Study has not disclosed the prevalence
of gross abuses such as were characteristic of the era which preceded their 
enactment. Nevertheless, as will be evident from the entire Report, many seri
ous problems do exist and important improvements are needed. It is inevitable 
that in reflecting the results of any investigation, a final report will give
greatest attention to the problems uncovered and the areas in which the need 
for improvement is most pressing. Nevertheless, the emphasis in this Report
on present shortcomings should neither obscure nor detract from the many aspects
of the securities business and its regulation and self-regulation which afford 
reason for pride and satisfaction. The strength of the American economy and its 
free-enterprise system both reflect and are dependent upon an investment banking
system and market institutions that are basically strong and sound, but this 
makes it all the more, rather than less, necessary to expose and correct the 
weaknesses and abuses that still exist. Many of the substantive recommendations 
in the Report can, indeed, be regarded as attempts to raise the entire securities 
industry to the best standards which the industry itself proclaims and to the 
highest levels of attainment which some of its participants have in Some sectors 
achieved. ' 

"The chapters first transmitted (I-IV and IX) called for certain legislative solutions 
and these have been substantially embodied in S. 1642, recently passed by the Senate, and in 
the pending bills B.R. 6789 and 6793. The second group of chapters (V-VIII) essentially called 
for only one item of legislation--authority to regulate over-the-counter quotations systems.
As to the present group of chapters: Chapter X, dealing with security credit, would require
statutory changes if the Federal Reserve Board and the Commission subscribe to certain of our 
substantive recommendations. Chapter Xl. relating to mutual funds, would call for a legislative
solution in respect of so-called contractual plans, but in this instance we have assumed that 
the formulation of a legislative program will await completion of the Commission's other pending
studies regarding structural aspects of mutual funds. With regard to Chapter XlI, dealing with 
the self-regulatory and regulatory pattern, various statutory changes would unquestionably con
tribute to a more complete and logical pattern of relationships between the Commission and the 
various self-regulatory agencies and at the same time might be the most direct means of 
resolving issues presented by the case of Silver v. New York Stock Exchange. On the other hand, 
we are not prepared to say. in the absence of a more detailed legal analysis than we have been 
able to make, that the Commission's present broad statutory powers would not be adequate for all 
purposes indicated in the chapter, and accordingly we make no speCific legislative recommendation 
in this area. Chapter XlII, relating to the 1962 market break, likewise does not contain any
recommendation for legislation. 

"It should be emphaSized, in any event, that any questions of legislation ariSing out of 
the present group of chapters are quite separate from the matters covered in our prior legisla
tive recommendations as embodied in the bills now pending, i.e., qualifications for entry into 
the securities business and disclosures for over-the-counter securities. Nothing in our later 
studies or analyses has in the slightest degree shaken our conviction that the latter subjects
of legislation are basic and urgent, both in their own right and as foundations for other improve
ments in rules and practices in the securities markets. 

"The legislative recommendations of the total Report are relatively few, not because 
there is little to be done. but because most of what we recommend can in all likelihood be 
accomplished under existing powers of the CommiSSion and the self-regulatory agencies. The 
total Report constitutes not only a comprehensive factual presentation but also a major agenda 
for action by the Commission and the industry groups to correct the shortcomings in the market 
and regu~atory mechanisms that have been disclosed. 

"In our prior transmittal letters we expressed appreCiation for the contributions of the 
groups and individuals, within and outside the Special Study staff. who have importantly con
tributed to the work of the Special Study. Without repeating their names, we again express
appreciation for the loyal and devoted efforts of the very competent group who served directly
on the Study staff and for the indispensable assistance and cooperation received from others,
including the members of the CommiSSion, members of the staff of other divisions. other govern
mental and private agenCies, and, by no means least, individuals and firms in the securities 
business and their self-regulatory institutions. Our previous letter neglected to mention the 
valuable assistance received from Joseph A. Keenan, Jr. of the Division of Trading and Excbang~s. 

"Our previous letter incorrectly listed Bernard B. Garil as a member of the clerical 
staff rather than as a financial analyst, and omitted mention of Gerald L. relgen, who served 
on the Study's staff as a financial analyst. 
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"Having been stationed at the Commission's office facilities at its headquarters in 
Washington, we can not refrain from commenting on these facilities. The Commission is a perma
nent, important agency of the United States Government, in existence since 1934, yet it still 
has its headquarters in a "temporary' building and annexes whose many inadequacies, inconven
iences and discomforts cannot but impair the efficiency of its operation and even hamper its 
efforts to recruit and retain needed personnel. In the name of good government, the Commission 
urgently needs a more business-like office where its personnel may do their work efficiently,
comfortably and pridefully. 

"As the Special Study leaves the scene, others must assume the large responsibility 
of converting recommendations into programs of action. In the long run we are confident that 
the information, analyses and recommendations that have been produced by the Special Study will 
improve the operation of the securities markets, produce a healthier securities business, and 
provide stronger safeguards for the investors of the nation." 

CHAPTER X 

SECURITY CREDIT 

In Chapter X of the Report of the Special Study of Securities Markets of the Securities and 
Exchange Commission, filed with Congress today, the Special Study analyzes existing controls on 
"security credit," which is defined in the Report as credit extended either for the purpose of pur
chasing or carrying securities or credit which is collateralized by securities. Recommendations are 
made for amendments to provisions of the Securities Exchange Act of 1934 respecting security credit 
and to the implementing regulations of the Board of Governors of the Federal Reserve System (FIB). 
The most important of these recommendations, if adopted, would provide for the extension of initial 
margin requirements to some "non-purpose" loans, 1.e •• those for a purpose other than purchasing or 
carrying securities; permitting broker-dealers to extend credit on certain unlisted stocks and con
vertible bonds; requiring banks to impose initial margin requirements on certain unlisted stocks 
and convertible bonds used as collateral for loans; and the regulation of some persons in the busi
ness of extending security credit who are presently "unregulated lenders." 

The Report emphasizes that the primary responsibility for promulgating credit controls is a 
function of the FIB. The Exchange Act gives the FRB power to control the use of credit for the pur
chase or carrying of securities while the Commission has primary responsibility for enforcement of 
the Act and the FRB credit regulations. In the exercise of its authority under the Exchange Act, 
notes the Report, the Board has adopted Regulations T and U, relating respectively to broker-dealers 
and domestic banks. These regulations govern the initial extension of credit (these requirements,
in effect, establish the amount of the down payment which a credit purchaser of securities must pay-
conmonly referred to as "margin") but do not regulate the amount of ''margin'' (i.e •• equity) which 
must be maintained in borrowers' accounts. "Maintenance" requirements--the "margin" or equity that 
must be maintained in a customer's account--are imposed by the exchanges and by lenders themselves. 

The Report states that the Special Study has limited its inquiry to the effect of security
credit as a factor in the securities markets themselves. While recognizing this more limited con
cern of the Commission with security credit and its regulation. the Report states that, with respect
to the relation of security credit to the securities markets, "it is believed appropriate to state 
conclusions and recommendations, notwithstanding that the recommendations relate essenially to mat
ters in the jurisdiction of the Board of Governors." 

The Report notes that certain information used in Chapter X was prepared by the staff of the 
FRB at the request of the Special Study. The conclusions and recommendations in the chapter, how
ever, are made solely by the Special Study and do not purport to represent those of the FIB or its 
staff. 

The Special Study examined margin calls (requests for additional collateral) by broker-
dealers, banks, and lenders not directly subject to present FRS regulations during the market break 
of 1962. The evidence examined by the Study indicates that loans which were made with an initial 
margin requirement withstood the break well and that those free of such controls were much more 
vulnerable to margin calls. 

The Report concludes that a substantial initial margin requirement in security credit trans
actions is a "strong defense" against forced liquidations of securities in a declining market. !be 
Report states: "In periods of rising prices, an inadequate initial margin requirement might result 
in speculative excesses and untenable price levels. When prices decline, forced securities sales 
might turn an orderly market retreat into a rout." 

The Report points out that there are a number of types of security credit transactions on 
which FIB regulations do not presently impose an initial margin requirement. One of these, notes 
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the Report, is that existing for "non-purpose" loans. From a survey conducted by the FIB, it was 
estimated that member banks of the Federal Reserve System held $8.6 billion of stock-secured un
regulated loans on September 26, 1962--the survey date. It was determined that "non-purpose" loans 
comprised $7.8 billion of the $8.6 billion of the unregulated loans while the remainder was composed
of loans to purchase or carry securities which were not subject to margin controls. "The existence 
of a large amount of non-purpose loans," says the Study, "principally collateralized by stocks which 
could be carried on low margin and are readily subject to call during deteriorating markets must be 
regarded as a threat to market stability." The Report recoamends that the Exchange Act be amended 
to give the FRS authority "to extend some kind and degree of margin control on all loans collateral
ized by securities whose forced liquidation in a declining market would have a significant market-
disruptive potential, including some loans now claasified as 'non-purpose,'" unless the Board of 
Governors itself feels that further studies are necessary before requesting such authority. The Re
port suggests that this authority should be sufficiently broad to encompass non-purpose loans col
lateralized by actively-traded securities and flexible enough to enable it to adjust initial margins
with a view to meeting both the narrow and broader objectives of security credit control. 

The Special Study notes that another distinction under existing security credit controls ia 
that between the margin status accorded listed and unlisted securities. The Report points out that 
broker-dealers are entirely prohibited by the Exchange Act from lending on any collateral other than 
listed and "exempted" securities (principally U.S. government and state municipal obligations) for 
the purpose of purchasing or carrying any securities. Banks are permitted areater freedom of action: 
they may lend on unlisted as well as listed stocks up to the amount permitted by Regulation U(cur
rently 50 percent of their market value), where the purpose is to purchase or carry listed stocks;
they may lend any amount determined in good faith on collateral other than stocks to purchase or 
carry listed stocks; and where the purpose is to purchase or carry unlisted stocks, banks are not 
restricted by the Exchange Act in the amount they may lend. even if the collateral is listed stock. 

The Report states that the differences in treatment under the Exchange Act between broker-
dealers and banks were based primarily on the lack of reliable and current prices and the presuaed 
illiquidity of over-the-counter issues in 1934 when the Act was adopted. It appears also to have 
resulted from the differing assessments of the economic roles of banks and broker-dealers. Banks,
says the Report, tend to place greater reliance on the general credit-worthiness of borrowers than 
do broker-dealers, who may place principal reliance on the collateral and may be less likely to sell 
the collateral in the event of a decline in its market value. The Report notes that certain active
ly traded over-the-counter securities, however, may have the same outward characteristics as listed 
stocks, including price volatility, and that for this group, "the presumed illiquidity that influ
enced Congress in 1934 does not now, at least, obtain." These stocks are used in large volume to 
support bank loans to purchase or carry stocks. The Report recommends that margin controls under 
Regulation U be extended to at least a part of these stocks and to certain convertible bonds. This 
power should extend both to loans for purchasing or carrying securities and also for other purposes.
It is not intended, the Report states, that such a requirement restrict banks from lending at their 
discretion, as at present, on inactively-traded over-the-counter stocks, convertible bonds, or non-
equity securities. At the same time, the Report recommends that the prohibition against broker-
dealers' lending on at least some over-the-counter stocks and convertible bonds be relaxed. The 
Report notes that the classes of over-the-counter stocks as to which broker-dealers would be per
mitted to extend security credit need not necessarily be the same as those on which such controls 
would be applied with respect to banks. 

The Report also recommends that those bonds convertible into common stock selling at a price
reflecting the conversion privilege be subject to initial margin requirements. It notes that these 
bonda provide an avenue to avoid security credit controls on the underlying stocks since banks are 
not limited in the amount which they may lend on the bonds. The Report also states that they are 
equity securities in their own right and may be subject to all of the market-disruptive potential
of stocks. 

The Rt;port also discusses "unregulated lenders," a term defined by the Study to include "any
person or firm, other than a domestic bank or a broker, lending money for the purpose of enabling
the borrower to purchase or carry securities." These persons, including so-called "factors," are 
not now subject to any direct security credit controls although provisions of Regulation U may limit 
the amount which banks lend to them under certain circumstances. 

The Report describes the operations of unregulated lenders in considerable detail. It notes 
that, while the sole or primary business of some is lending to purchase or carry securities, others 
are engaged primarily in other forms of commercial financing. Typically, they lend up"to 90 percent 
on securities and charge from one to two percent interest per month on securities loans. Funds are 
obtained for lending either from the lenders' available capital or through loans from domestic banks 
or, in certain cases, from foreign sources. 

All securities loans made by unregulated lenders are demand loans and the turnover appears to 
be very rapid. Among the unregulated lenders interviewed by the Special Study, it was uncommon for 
any such loan to be outstanding for more than six months and the average period was one month. Ac
cording to the Report the bulk of borrowing appears to be on active listed securities. 
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It i. extremely difficult to determine the aggregate aaount of unresulated leadi-S. The 
..aunt of such lending at any given time apparently varies considerably; it would ..... lot' ~l •• 
that it was auch higher during ~he bull market in 1961 than it ~ in 1962. 1be ~ ~ ~bat 
although the volume of unreg,Jlated lending may be smaU in relui.oa to aU securit7 eNd:t~., 'lUI 'ef
fects .. y be far greater than either level would indicate. Loans are usually :to ~s 
on low initial margin; the loans are concentrated in a relatively t.. securities tlre 11tt Uon 
gathered by the Special Study indicates that.during the market break. loaas by ~ l r. 
were the first to be called. 

'l1le Report conclUdes that "unregulated credit may... serve to undel'lBine ~fte br'" _j-.e~l."es

of the FRSwith respect to security credit." It recOlllllencisthat "dl per&0ft8""1 .. 1 'to

United States residents. on the collateral of securiti~ tr__ 111United States ...rt. be sub

ject to the same requirements as domestic banks • .with appropriate ~c1usioo for 1 til speci

fied categories such as those not engaged in a buaiDese of 1-.41... .or those nfter havt.fta .. regate

outstanding security loans of IIIOrethan. specified UIOUllt--a8.Y,$100,000. It also r~. that

domestic lenders be required to keep specified records and file periodic reports and that domestic

banks be prohibited from furnishing any form of assistance or service to any foreign lender in con

nection with any loan not in conformity w1th such requirements.


CHAPI'ER XI 

OPEN-END INVESTMENl' CCMPA~IES 

(MUTUAL FU ms ) 

In Chapter XI of the Report of the Special Study of Securities Markets, the Special Study 
discusses certain aspects of the mutual fund industry. These relate to selling practices of sales 
organizations specializing in mutual fund shares, special problems inVOlved in the sale of contractual 
plans, the impact of portfolio-brokerage reciprocal business patterns on selling practices, and the 
area of potential conflicts of interest related to insider trading in fund portfolio securities. The 
Report observes that the Special Study has focused its attention in the investment company field on 
subjects outside the scope of the report of the Wharton School of Finance and Commerce, University of 
Pennsylvania, on the mutual fund industry transmitted by the Commission to Congress on Au~ust 27,
1962, and that various issues within the scope of the Wharton School study--such as relationsbips
between the funds and their investment advisers and aspects of the management and underwriting struc
ture--are currently the subject of a comprehensive program of study undertaken by the ComMission's 
Division of Corporate Re~ulation. 

The Special Study's investigation in the investment company field included interviews with 
industry personnel, some of whom also testified at the public hearings conducted by the SpeCial 
Study. examination of industry training and selling literature, questionnaires. and a study of the 
payments record of a sample of contractual plan accounts. The Special Study also contracted with the 
Securities Research Unit of the Wharton School to conduct an independent survey of the characteristics 
and motivations of mutual fund investors. 

The Report emphasizes that the Special ~tudy was not concerned with and haa not attempted to 
evaluate the merits of .utual fund shares as an investment medium, and that the Report should not be 
construed as endorsing or criticizing investment company shares generally or those of any particular 
company. or as a basis for purchasing or redeeming any such shares. 

Sales Practices and the Special Problems of Contractual Plans 

The Report notes that "certain factors peculiar to the mutual fund industry create pressures
toward undesirable selling practices" and that "evidence suggests the existence of such practices to 
an unfortunate degree." It recOI!IIIIends industry representatives and the National Associationthat of 
Securities Dealers, Inc., in consultation with the Commission, jointly undertake a pro~ram deSigned 
to eliminate undesirable practices; it comments on the desirability of the further develOPMent of 
supervisory controls by industry .embers; and it urges the NASD to increase its activities i. the 
surveillance of selling practices outside the area of advertising and sales literatur~. Thea. 
recom.endations. the Report notes, supplement the reca..endations made irtChapter II, traR8Mitted by 
the COMMission to Congress on April 3, which are reflected in proposed legislation c~••entl1 ~ 
consideration by the Congress, conceenfng registration of salesmen, improvellents in ~lr qu-.Jifica
tions. and the proposal that all .utual fund selling organizations be requited to jotft • rerJatered 
securities dealers organization. 

The Special Study also recOftlllendsthat the Comaission's prospectus requir tie , ...... 
refined "to assure that basic information is brought clearly and conspicuously ee ftetrrNW til 
the prospective investor." It would require a on the cover or beginnblg ., ..,.sU1lllllary .. 
of the sales charges, expense ratios. advisory fees, perforaance objectives, and etft8t " irt.~ 
mation. and the disclosure of any "special or extra ccapensation arrang_en'tS f_ tIN ., 

http:1-.41..
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particular funds by Mutual fund salesmen or of the fact that the salesman can only offer a particu

lar fund or funds." In addition the Report recommends that the Cor.nission consider exercising its

rule-making power to define deceptive practices in connection with recommendations by salesmen to

investors to switch from one mutual fund to another.


As to the sale of so-called contractual plans, the Special Study Report notes that the

front-end load structure, under which a substantial portion of the total sales charge is deducted

from the first installments paid on a long term investment plan, creates special problems "which

cannot be solved through the mere application of the doctrines of disclosure. t, It concludes: "In

conjunction with its comprehensive program of study of the investment company industry, the Commis

sion should recommend to the Congress legislation amending the present provisions of the Investment

Comoany Act of 1940 which relate to contractual plans. Consideration should be given to the

abolition of any future front-end load. If it should be concluded that such abolition is not called

for, such legislation should both substantially limit the amount and method of application of any

such load and prohibit the offering of front-end load contractual plans by any mutual fund sales

organization without the simultaneous offering of a level-load voluntary plan for shares of the sa.e

fund and (except for prepayment of selling charges) on substantially the same basis."


The Report cautions that its analysis of the problems involved in contractual plans should

not be taken by any contractual planholder as a reason for redeeming any plan certificates, nor be

misconstrued as criticism of the value of the underlying securities purchased through the plans, as

to which the Study takes no position. Early redemptions of contractual plans almost inevitably

result in losses to the planholders, and the Study notes that the questions raised by it should not

lead investors to incur losses on investments in front-end load plans already made. They are rather

addressed, the Report states, "to the issue of whether (or the conditions under which) contractual

plans should be permitted to be sold in the future."


In its general discussion of sales practices in the mutual fund industry, the Report observes 
that the industry has experienced tremendous growth since 1941 (over 5,000 percent in total net 
assets and 2,000 percent in Shareholder accounts). About half the growth in assets has resulted from 
the sale of new shares. The Report comments tha~ several unique aspects of the marketing system and 
management structure of the mutual fund industry produce continuous pressures for growth and bring 
more intense sales pressures than is true of the securities business as a whole. These include the 
compensation arrangenents among fund managers and underwriters, the continuous offering of fund shares 
under a fair-trade type of retail price maintenance, and a sales charge paid only by the purchaser,
with no put borne by the fund. The Study notes that its description of selli~ organintions,
selling practices. and training and supervision of salesmen applies principally, althou~h with sig
nificant exceptions, to the sales or~anizations specializing in mutual fund shares. Sales of no-load 
funds, explains the Report, are handled without the use of such sales organi7ations as are described 
in !he Chapter. 

Large sized firms specializing in the sale of mutual fund shares and contractual plans,
according to the Study, account for a high proportion of all contractual plan sales and a majority of 
the gross income earned by firms speCializing in mutual fund sales. These large firms, the Report 
notes, have evolved a fairly distinct pattern of selling practices. There is a high turnover of 
mutual fund salesmen, and recruits are drawn overwhelmingly from persons totally inexperienced in the 
securities business. The new salesman ~enerally is given only brief training before being sent out 
to sell mutual fund shares and contractual plans to the public. His first sales are generally made 
to prospects from his personal circle of acquaintances. In prospecting for new customers he fre
quently represents himself as an expert in financial planning despite his lack of background in the 
securities field and the brevity of his training. The Report notes that the extent of financial 
planning generally performed by a fund salesman is largely limited to persuading a prospect to 
invest a portion of his assets or earnings in mutual funds. The Study found that with respect to 
many mutual fund retailers specializing in the sale of mutual plans "the sales presentation is 
expected.to be highly emotional and dramatic in tone, playing on such factors as fear, pride and 
patriotism. " 

Various observations concerning the contractual plan purchasers of mutual fun~ shares are set 
forth in the Report's suftMary of the results of an independent survey of mutual fund investors by the 
I~arton School, a copy of Which is released as an appendix to the Report. The survey describes the 
"typical" mutual fund am contractual plan purchaser as a man in his middle to late forties, married. 
with three dependents, a high school education, a job paying an annual income of $5,000 to $10,000,
and life insurance of $10,000 to $15,000. However, it also notes a general tendency for the propor
tion of contractual plan purchasers to rise, as levels of education, income and occupational skills 
decline. Among contractual planholders redeeming their accounts, the survey notes a substantial 
proportion in low income brackets and finds contractual planholders' utilization of their plans as a 
source of "rainy-day" savings to be clearly evident, although such plans lIay be unsuitable for this 
purpose because of the penalty resulting from the front-end load. While emphasizing the lack of 
comparative data for investors in other media, the survey notes the low level of knowledge of mutual 
fund shareholders re~arding their funds. In the light of the indications of lack of sophistication 
on the part of mutual fund investors, the survey suggests that additional safeguards may be required
for their protection. 
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In discussing the supervision of mutual fund salesmen, the Report observes that, as in the 
case of the securities industry generally, certain recognized improper practices justify particular 
attention. Of principal concern, it states, is "high pressure selling," which may involve mislead
ing representations to customers, the sale of shares or plans to persons for whom their purchase is 
unsuitable, or switchin~ Shareholders from one fund to another for the sake of the ca.mission to the 
salesman. Since mutual fund salesmen generally sell away from their own offices and in the offices 
or homes of their customers, and generally sell to new customers rather than to an existing clientele, 
their supervision presents unusual problems. 

The Report notes that the stimuli which the structural elements of the mutual fund industry
f!ive to sales reach their quintessence in the sale of "contractual plans." These are essentially a 
lon~-term pro~ram for investing in mutual fund shares on an installment basis, with the unique 
feature that a substantial part of the total sales charge is required to be paid in connection with 
early payments as a "front-end load. ,0 Another method of systematically investing in mutual funds is 
the so-called "voluntarv" plan. The main distinction between the two types of acc1.8llulation isplans
that in the voluntary plan the sales charge, usually about 8 1/2 percent, is spread evenly over all 
the payments, while in the contractual plan half or more of the total sales charges is deducted from 
the first 13 installments. The Report states with respect to the contractual plan that: t~e 
substantial commission which a salesman receives from the initial 13 payments, particularly when the 
purchaser prepays a number of them as he is usually urged to do, gives the salesman a stron~ 
incentive to sell these plans regardless of the circumstances of the purchaser in order to realize 
on at least the front-end portion of the load. t' 

In a separate section on the special problems of contractual plan sales, the Report reviews 
ar~uments and statistics utili7ed by the industry to justify the use of the front-end load, and pre
sents further statistics compiled by the Special Study on the payment performances of a sample of 
contractual planholders who purchased plans in February 1959. The sturly's examination of these 
contractual plan accounts showed that three and one half years after the date of purchase, over 35 
percent of all plans had been redeemed or had "lapsed" because no payment was made for at least the 
last 12 IIIOnths. It found that about half of these, or 1/6 of all accounts, had paid an effective 
sales load of 50 percent of the amount they paid (eoual to 100 percent of the aIIount invested), and 
the other half, an additional 1/6 of all accounts, had paid an effective sales load in excess of 
18 percent, twice the maximum 9 percent overall charge permitted under the Investment Coarany Act. 
Further, states the Report, "It is the front-end load structure itself and the economic incentives 
which it ~ives to salesmen ,~ich are responsible for the failure of the disclosure concept
adequately to protect the public from untoward selling pressures in contractual plan sales. Under 
these circumstances only compellin~ reasons can justify the continued existence of the front-end 
load. The Study has concluded that the justifications advanced by the industry are hardly persuas
ive and certainly not COMpelling." In view of the continuing study of the mutual fund industry by 
the Commission's Division of Corporate Regulation, the Study states that it would he premature to 
make a definitive recollllllendation, concludes that "serious consideration should be given to thebut 
elimination of the future front-end load plans," and that in any event the structure of the front-end 
load should be fundamentally altered. 

Reciprocal Business Practices 

In a section of the Special Study Report dealing with reciprocal business practices and the 
problems of a!loca ting mutual fund portfolio brokerage, the Report discusses the intricacies of these 
practices and their impact on the relationships of mutual funds and the organizations which sell them. 

Reciprocity, or "doing business with people who do business with you," the Study observes, 
is an accepted custom of the business world in general and the securities industry is no exception.
However, the Report states, in the mutual fund industry it takes on a unique characteristic for 
'while it is the Mutual funds themselves whose portfolio transactions provide the brokerage which 
constitutes the currency of reciprocity, its principal beneficiaries are not the funds but their 
investment advisers and principal underwriters." 

The Report states that the lar~e volume of transactions executed by mutual funds in the 
exchange markets arc sufficiently profitable to the member firms which handle them that these firms 
are willing to "give-up," i.e., give away, roughly 60 percent of the commissions received by them 
pursuant to exchange minimum commission rate schedules. However, since exchange rules prevent the 
return of these amounts to the funds, they are given instead to other broker-dealers, primarily as 
additional compensation for sales of fund shares, but also in eXChange for investment advice and 
research or statistical materials provided to the funds' investment advisors. Moreover, t~he 
existence of substantial sums of fund portfolio brokerage available as extra compensation for the 
sale of fund shares can lead to undesirable sales pressures by fund retailers," the Study observes. 

Without making quantitative determinations of the basis of reciprocal brokerage allocations, 
the Report reviews some of the intricate patterns of reciprocity created by the variable factors 
affecting allocation of mutual fund portfolio brokerage. These include the structure and size of 
the mutual fund sales organization and relationships between it, the fund, the ~rincipal ~iter 
and the investment adviser; the types of services perfo~d by various broker-dealers (with particu
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lar reference to sales promotional material supplied by a limited number of NYSE member firms to 
nonmember firms); the choice of exchange markets available for execution of portfolio transactions; 
the membership or non-membership of retail broker-dealers in various exchangesi and the differences 
among broker-dealers in their ability to execute transactions. 

The Report notes that a major reason for the failure of mutual funds to benefit directly
from the allocation of their portfolio brokerage business is the NYSE's minimum commission rate 
schedule and anti~rebate rules. which make no provision for block discounts or similar advantages
to those engaging in large transactions. "So long as the funds cannot the1ll8elvesbenefit from the 
economies created by their mass purchasing power." it states. "the complexities and potential 
proble1ll8of the third party beneficiary system will continue." It concludes that ultimately the 
solution of these problems lies at their source. It urges that in the consideration of any revision 
of the NYSE mini_ commission rate schedule, as contemplated by Chapter VI of the Report. "the 
question of introducing some form of volUlllediscount should be high on the agenda." 

The Report goes on to observe. however, that while NYSI rules have created the basic reci
procal business patterns. the problems are not confined to the community of NYSE firms. Non-member 
firms are also eager for additional compensation for their sales of fund shares. and there have 
developed various intricate reciprocal business patterns which permit non-member firms to share the 
indirect benefit of exchange brokerage. These include such questionable practices as the use of 
gdve -upe or "interpositioning" on over-the-counter executions. Interpositioning is a device where~ 
by a broker-dealer is inserted between the fund and the primary executing broker. in order to gener
ate a mark-up or commission for the inserted broker-dealer. Such over-the-counter give-ups and inter
positioning raise serious questions of conflict of interest. the Study observes, since in the over-
the-counter markets where no ~n~ commission structure exists there is no reason why the fund and 
its shareholders rather than broker-dealers should not be entitled to the benefits of the lowest ob
tainable costs for executions. These practices are "in flagrant conflict with the duty of a fund and 
its adviser to obtain best teras in its securities transactions." The Study recoaaends that they be 
prohibited by amendment of the NASD Rules of Fair Practice. 

Insider Trading in Portfolio Securities 

In the final section of the Chapter dealing with mutual funds, the Special Study exaaines 
trading in mutual fund portfolio securities by insiders and the policies of the investment company
complexes concerning this practice. It notes that despite the widespread industry view that it is 
unethical to take advantage of inside information for personal gain in advance of portfolio trans
actions, "fairly extensive trading in mutual fund portfolio transactions by insiders takes place,"
and substantial variations exist in company policies covering such trading and the manner of their 
enforcement. 

A Special Study survey of insider trading practices was conducted covering 28 representa
tive mutual funds whose assets at December 31, 1961 aggregated $5.2 bUlion. "Overwhelaingly,"
the Study notes, "the funds and their investment advisers reported the existence of poliCies which 
reflected in one way or another their awareness of the ethical problems involved." Nevertheless, 
over the 7 month period as many as 14.4 percent of the insiders studied traded in portfolio securi
ties during the same period as the fund wa. executing transactions, and 8 percent traded within 15 
days prior to the fund. In view of the extent of trading by insiders discovered by the Study. it 
was surprising, the Study states, that only one fund indicated knowledge of any violation of its 
policies, and that violation was said to be inadvertent. 

The Special Study concludes that "considerably more attention to the subject of insider 
trading is called for on the part of the mutual fund industry and the Coamisaion. 'nIe situation 
calls both for clarification and implementation of higher standards for the industry." Specifi
cally it recommends that each registered invese.ent coapany be required to adopt a written policy
satisfactory to the eo..ission covering insider trading, and to report violations of such policy 
to the Commission. Mintmum standards for an acceptable policy, the Study recommends, should in
clude: broad coverage of officers, directors, substantial stockholders and investment advisory
e~loyees, with appropriate recognition of the problema of independent directors; prohibition of 
purchases or sales of securities within 30 days prior to or following the date of a portfolio
transaction in the same security issue, subject to reasonable exceptions; a requira.ent that per-
Sons covered by the policy report tran.action. 1n portfolio securities to the invesc.ent company
involved; and appropriate sanctiQns for violations. 

CHAPTER XII 

TIlE UGULA"lORY PATTIIUf 
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Chapter XII of the Report of the Special Study of Securities Markets focuses directly on 
the phenomenon of self-regulation, and on the separate self-regulatory agencies as such. The 
Report discusses and evaluates the role of the New York Stock Exchange, the National Association 
of Securities Dealers, Inc., the American Stock Exchange and, to a ltmited extent, the regional ex
changes. It also discusses certain quasi-self-regulatory organizations and considers the total role 
of the Commission in the regulatory pattern. Finally, attention is devoted to the problem of coordi
nating regulatory efforts among the various agencies charged with regulatory responsibilities and,
briefly, to the role of the States. 

In an introductory to Chapter XII, the Report notes that securities regulation is unique in 
featuring self-regulation as an essential and officially sanctioned part of the regulatory pattern, 
and a major task of the Study has been to assess how that technique has met the demands placed upon 
it and to determine how it might be strengthened and improved to meet present and future needs. 

'ftleReport emphasizes that "the basic statutory design of statutory reliance on industry
self-regulation appears to have stood the test of time and to have worked effectively in most areas." 
The Study's conclusion that the demonstrated strengths and benefits of self-regulation outweigh its 
disclosed inadequacies does not lessen the need for seeking remedies for the inadequacies. 'ftleRe
port also points out that "some of the difficulties experienced in self-regulatory efforts may leave 
their counterparts, in one form of degree or another, in the Commission's own performance of its 
role." 

The New York Stock Exchange as a Self-Regulatory Institution 

The Special Study examined the regulatory performance of the New York Stock Exchange,which

is uniquely important as a self-regulatory agency not only because of its outstanding importance

as a securities market but also because of the dominant position of its membership in the entire

securities business. The Study observes that the quantity and quality of the NYSE's self-regulatory

activities are the most important single measure of the accomplishments and limitations of the self-

regulatory concept. The Study notes that the Exchange has conceived of its regulatory role very

broadly and has addressed itself to one degree or another to the most important aspects of the se

curities business.


The Report states that the Exchange has provided vigorous leadership and produced excellent 
results in many areas. Nevertheleas, its record is described as an "uneven" one. 'lb.Study con
cludes that the Exchange has fallen considerably short of its own best levels of achievement in 
many specific areas critically affecting the public, both in formulating rules and standards to 
meet changing needs and circumstances and also in providing effective enforcement of its rules and 
standards. 'lbe Report points out that, in discussing the shortcomings of the Exchange's self-regu
latory performance, it is not intended to overshadow or disparage its record of accomplishment. 
but to point toward an even stronger future role. The Report observes that sa.e of the problems 
of self-regulation have their counterparts in the Commission's performance of its total role. 

The Study concludes that "there appears still to be a disproportionate influence of floor 
professionals in the government of the Exchange, stemming ultimately from the allocation of voting 
power in the Exchange's constitution." Only regular members. I.e., holders of "seats," are ..titled 
to vote at Exchange elections and on matters requiring approval by a vote of the membership. The 
seat concept is described as having "deep roots. reflecting the original private-club concept of the 
Exchange." 'lbe Report coanetlt8 that it is anomalous that voting power is so closely tied to floor par
ticipation that a firm whose function involves floor operations--the prime example of which is an 
odd-lot firm--must have seats. i.e., votes, in proportion to its floor business. whereas, on the 
other hand, a firm whose business is with the public and primarily away from the floor may build 
a far-flung exchange business around a single or very few seats. Thus, a commission fira with 49 
branch offices has only one partner owning a .eat, while there are specialist firms with •• many
as ten partners owning seats. The Report also notes that over 800 seats, or 60 percent, are held 
by members whose firms do 10 percent of public coami ••ion business, bave 10 percent of the total 
registered representatives and 13 percent of the total branch offices. 

The Report states that the floor professiona1s--specialists, odd-lot dealers and brokers 
and floor brokers--are not necessarily the most talented for administration or regulation or the 
IDOst responsive to public needs. even though the oature of their operations requires them to own 
seats and to be at the Exchange during the working day. Office partners may be more sensitive to 
the public character of the Exchange and more cognizant of the needs of public investors even 
though they have fewer seats and little occasion to be in the actual marketplace. 'lbeStudy recom
mends that the disproportionate influence of floor professionals in the government of the !XebaDge 
be corrected by extending full or partial voting rights to allied members, i.e., partners and vot
ing stockholders of member organizations. 
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Tbe Report points out that of 29 elected governors, 17 are required to be regular members

and 14 are generally floor members. The floor members control the important Advisory Committee,

while the Nominating Committee has twice as many regular as allied members. After noting that an

increasing number of specialists have served as Exchange governors and floor officials in recent

years the Study recommends that the composition of the Board of Governors, Advisory Committee,

Nominating Committee, and other governing bodies be altered to give increased representation to

firms without specialist affiliation doing business directly with the public.


The Study concludes that in most respects the organizational structure of the Exchange as

a self-regulatory agency seems basically sound. In noting that the Board of Governors is the sole

policy-making authority and repository of regulatory power, the Study observes that the chairman

of the board plays an important part in the Exchange's disciplinary mechanism, particularly as to

the supervision of floor conduct.


The staff of the Exchange, which is responsible to the president, the Exchange's chief 
executive officer and official representative in all public matters, administers the Exchange and 
was found by the Study to be generally of adequate size and quality. More specifically, the Re
port concludes that the Exchange staff responsible for regulating conduct off the floor has suf
ficient authority and responsibility to carry out its regulatory duties, but that floor regulation
is complicated by the existence of the floor governors, who resemble in material respects the stand
ing committees which governed the Exchange prior to the adoption of the reforms recommended by the 
Conway Committee in 1938. The Study points out that because the floor governors are considered ex
perts on floor matters there has been a tendency for the staff and even the board to defer to the 
judgment of the floor governors or an individual floor governor in resolving specific questions, 
and the authority and responsibility of the staff with regard to floor matters have tended to be 
limited accordingly. The Report recommends that the role of the staff responsible for floor regu
lation should be strengthened in relation to the floor governors. FUrther, the recent action of 
the Exchange in giving the Floor Department greater authority should be expanded so that its role 
will be equivalent to that of the Department o~ Member Firms in respect of off-floor regulation. 

The Report, in stating that "the Exchange's accomplishments impressively illustrate its 
ability and potential to raise industry and corporate standards," gives examples of the Exchange's
initiative and effectiveness in taking hold of different kinds of regulatory problems. For instance,
the Study concludes that the Exchange's contribution in respect of qualifications of those enter
ing the securities business has been of a "high order"; the administration of its net capital rule 
has been "generally vigorous and resourceful"; and its promulgation and enforcement of controls re
lating to listed companies have significantly contributed to increased investor protection. 

00 the other hand, the Report states that Chapter XII and other chapters of the Report
"reflect areas where the Exchange has been willing to accept the status quo uncritically, where 
it has failed to perceive new needs for self-regulatory intervention, or where its intervention 
has been half-hearted or its methods have become outmoded." In observing that the Exchange's
leadership has been much less noticeable and its accomplishments much less noteworthy in respect
of selling and advisory practices, the Report finds that little attention was devoted by the Ex
change to selling practices and supervision by its member firms of their branch offices despite
disturbing evidence that abuses were occurring. It also finds that, at least until recently, the 
Exchange's concern with advisory material has been focused more on questions of good taste than on 
the qualifications and standards of its member firms' research departments. The Report also points
to the absence of Exchange efforts to regulate odd-lot trading as a different kind of illustration 
of its failure to exercise regulatory initiative. 

Noting that the surveillance techniques employed by the Exchange differ widely, the Study
finds that the visitation program of Exchange examiners is an excellent fact-finding mechanism, 
particularly with respect to net capital enforcement and other matters where books and records are 
themselves revealing, while the Exchange's surveillance of market letters and selling activities and 
its members' supervision in these areas are found to be "minimal." The Report notes that only re
cently has the Exchange begun to pay close attention to branch office conduct. 

'lbe Study describes the Exchange's stock watching procedure as a "pioneering effort" in 
utilizing automation to detect market irregularities, but comments that the Exchange has not been 
as resourceful in adapting automation to the surveillance of member conduct on the floor and recom
mends that more significant and sensitive surveillance techniques applicable to floor conduct should 
be developed. 

The Study concludes that the Exchanges's efforts in regulating specialists "have been in
tensive and systematic within the limits of its own concepts, yet they have been inadequate in total 
effect." The Report mentions the failure to focus adequately on concrete problems such as the ap
plicability of the specialist's conflicts of interest in specific instances and disparate perform
ances among specialists. While surveillance of floor traders relies principally on a reporting
system, inaccuracies in floor trading reports have gone undetected, late filings have been toler
ated, and repeated violations have been disposed of without disciplinary sanction. 
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The Report,in concluding that the Exchange's handling of public complaints involving its 
member firms is a significant limitation in its self-regulatory functioning, observes that complaints
of serious impact have gone uninvestigated while the Exchange has performed essentially a buffering
function. The Study recommends that the Exchange's handling of such complaints be re-oriented and 
that, in cases of this kind, the Exchange should act in a self-regulatory role and not in a protec
tive role toward its members. Recent Exchange moves in this direction are noted by the Report. 

The Report states that the Exchange's arbitration machinery appears to operate efficiently 
and fairly and that geographic expansion to make it more conveniently available to customers 
throughout the country would seem desirable. The Study recommends that arbitration should not be 
used as a substitute for or in derogation of the Exchange's exercise of its disciplinary responsi
bilities. 

In the disciplinary area the Study concludes that the Exchange "leans toward tenderness 
rather than severity, but with some unevenness in respect of different types of violations." 
According to the Report, the Exchange appears more willing to impose severe disciplinary sanctions 
where the interests of its membership are directly at stake than where violations involve ethical 
standards in dealing with customers. Noting that admonitions and censures ("severe" or otherwise)
are often the extent of punishment meted out, even for substantial infractions, the Study concludes 
that for self-regulation to be effective the Exchange should impose punishments that fit the in
fractions involved. particularly those involving ethical standards in dealing with the pUblic. The 
Study also notes the high degree of informality and priv3cy surrounding Exchange disciplinary pro
ceedings. It observes that the Supreme Court, in the recent case of Silver v. New York Stock Ex
change, emphasized the crucial significance of fair procedures in self-regulatory actions affect
ing nonmembers, and concludes that "it would seem that similar considerations might broadly apply 
to cases affecting registered representatives, applicants for membership and members." 'nle Report 
recommends that "there should be enough formality in disciplinary matters to provide basic fairness 
and also to assure adequate accountability at all levels of the self-regulatory process." 

'nle Exchange's policy of not disclosing the names of individuals involved in its disciplin
ary actions, unless a member is suspended or expelled, may be assumed, according to the Study, to 
be attributable at least in part to a natural reluctance to publish anything adverse about any of its 
members. 'nle Report notes that publicity about a sanction may itself constitute an additional sanc
tion, but concludes that these considerations must be balanced against the public's interest in the 
conduct or misconduct of firma or persons with whom it deals and in the integrity of a public mar
ket place. 'nle Study recommends that as a general principle, with such general or specific excep
tions as the Commission may approve, disciplinary matters reSUlting in the imposition of a penalty
by the Advisory Committee or the Board of Governors should be publicly reported. The Report also 
recommends that staff-imposed sanctions be periodically reported to the Commission. 

The Report observes that the Exchange's interest in public relations is in the background 
of .any of its self-regulatory activities. It notes that basically three elements are involved,
promotion of share ownership by an ever-larger segment of the public, informing potential inves
tors about securities and securities markets and counselling them about good investment practices,
and advertising the quality of the Exchange's market and its member firms. The Report concludes 
that the more the Exchange does to encourage share ownership by "little" investors, who tend to be 
new and unsophisticated investors, the greater its obligation to provide rules and practices that 
are actually 1n accord with the needs of such investors, and the greater also its obligation to 
av~id exaggerations and misunderstandings of what the actualities are. Tbe Report comments that 
"[w]hile it would be unfair to suggest that the Exchange has been unmindful of its substantive ob
ligations to the people it invites to deal with its member firms in its market, in recent years
it appears to have be~n disproportionately concerned with the image of itself and its members that 
it projects." The Study points out that even if the Exchange's publicity were always justified by 
the facts, '~t may be open to question whether advertising the quality of its market and member 
firms is wholly compatible with the Exchange's statutory role as self-regulator." In its role as 
self-regulator. states the Report, the Exchange stands in the shoes of the government itself, and 
must have an appropriate degree of aloofness from those it is regulating. It concludes that the 
"effectiveness of self-regulation is certain to be dulled where the same individuals who are re
sponsible for policing an organization and elevating its practices and standards are simultaneous
ly concerned with advertising how good it already is." WhUe the Study recoamends that the Ex
change's public relations efforts directed toward informing potential investors about securities 
markets and counselling them about good investment practices should be continued or even increased, 
as should its publication of significant economic and statistical data, it also indicates that 
public relations efforts directed toward emphasizing the merits of the Exchange's mechanisms or 
members are not wholly compatible with the Exchange's self-regulatory role and should be left to 
individual members or their unofficial organizations. 
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The American Stock Exchange 

In a brief evaluation of the American Stock Exchange ("'-eX") as a self-regulatory institu
tion, the Special Study summarizes its staff report on the organization, management, and regulation
of the conduct of members of the Amex (Securities Exchange Act of 1934 Release No. 6699, Jan. 6,
1962), and discusses major steps taken by the Exchange to correct deficiencies and abuses which 
were found on the Exchange. The 1962 staff report had concluded: '~ere can be little doubt that 
in the caSe of the American Stock Exchange the statutory scheme of self-regulation in the public 
interest has not worked out in the manner originally envisioned by Congress. The manifold and pro
longed abuses by specialists and floor traders and other instances of misconduct described in this 
report make it clear that the problem goes beyond isolated violations and -.aunts to a general defi
ciency of standards and a fundamental failure of controls." 

According to the Report one of the most important changes involved material revision of the 
Exchange's governing instruments, including the adoption of a new constitution patterned largely
after the constitution of the New York Stock Exchange. Under the new constitution, the Report notes: 
The Board of Governors has been made the sale policy-making body; the standing coamittee system
criticized in the January 1962 report and in the report of the Levy Committee, an industry group 
which studied the Amex, has been eliminated; the paid staff has been given added authority and a 
more important role in administering Exchange affairs; and the new constitution has changed the 
method of selecting members of the Board of Governors to prevent recurrence of specialist domina
tion of the Board and to give Board representation to members located outside the New York City
metropolitan area. The Report also lists important administrative changes effected by the Exchange 
and notes that in September 1962 a new President with greatly expanded powers and duties and a new 
Board of Governors assWlled management of the Exchange. 

The Exchange, the Report comments, has devoted considerable effort to tightening its listing
and specialist regulations, and observes that the Exchange's former flexible listing standards have 
been replaced by more specific ones and that defisting criteria have been adopted. In addition, 
according to the Report, listed companies are now required to solicit proxies for all meetings of 
shareholders and to publish quarterly earnings reports. Among the new specialist regulations 
adopted by the Exchange and cited by the Report is the requirement that specialists report to the 
Exchange transactions with public customers, while another regulation recently adopted establisbes 
increased .inimum capital requirements under which specialists must maintain a cash or liquid asset 
position of at least $50,000 or an amount sufficient to assWlle a position of ten trading units in 
each security, whichever is greater. 

In discussing the disciplinary actions taken by the Exchange against those whose activities 
were criticized in the January 1962 report, the Report notes that the Exchange suspended Ja.es 
Patrick Gilligan and Albert Will for periods of three years and one y.ar,respectively, and fined 
the. $5,000 and $2,500, respectively, for conduct found to be inconsistent with just and equitable
principles of trade and for violations of the Exchange Act. These individuals were partners in the 
specialist firm of Gilligan, Will & Co., whose operations were dealt with at length in the staff's 
January 1962 report. The Special Study also points out that the Exchange disciplined four floor 
traders who, according to the January 1962 report. apparently violated the Exchange's floor trading
reporting requirements andlor its floor trading rules. Three of these indiViduals, the Report ob
serves, were suspended from the Exchange and fined. 

In its overall evaluation of the recent reforms instituted by the Exchange, the Report con
cludes: In contrast to the prior breakdown of self-regulation described in the staff report (of 
January 1962) these reforas appear to be excellent demonstration of the effectiveness of self-regula
tion under responsible Exchange leadership and active Commission oversight. 

Midwest Stock Exchange 

The Study states that the Midwest stock Exchange (,'MS!"), located in Chicago, is one 
of the largest regional exchanges and occupies an !aportant pOSition in the securities .. rkets with 
a potential for an expanded role in future years. The HSE is the result of a consolidation in 1949 
of the former Chicago Stock Exchange and exchanges located in Cleveland, St. Louis, and Minneapolis-
St. Paul. 

The Report describes the Exchange staff as playing a "crucial role" in the administration 
of the MS! and in regulating ae.ber conduct. According to the Study, the experience of the MSE 
highlights the i~ortance of a paid ataff with sufficient authority and responsibility to accomplish
effective self-regulation. The Study observes that the key pOSition of the president of the MSE 
in the Exchange's disciplinary machinery and adainistration contributes to the efficient perfo~nce
of the Exchange as a self-regulatory agency. According to the Study, the MS! president has greater
authority in some respects in disciplinary matters than the presidents of other exchanges. 

The 80vernaent of the MSE, as described by the Study, is vested in a Board of Governors with 
representatives fro. each of the cities whose exchanges were aerged into the MS!. The Report notes 
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that HSE has six pub lic "advisors," nonmembers who represent the pub lic at meet ings of the Board. 
but these advisors rarely attend Board meetings and their impact on the affairs of the HSE appears
to be minimal. 

In assessing the Exchan~e's performance as a self-regulatory institution, the Study states 
that the HSE has taken leadership in a number of significant ways. including qualification examina
tions for members. The Study cbserves that the HSE's self-regulatory program devotes considerable 
effort to the enforcement of itq net capital rule but seemingly inadequate attention to member fir. 
selling practices. The Study notes that the HSE's regulatory efforts are directed principally toward 
sole members and securities traded only on that Exchange. The HSE does not examine fir.. that are 
also members of the RISE. The Report points out that, as of Hay 1962, 121 of the 306 member organi
zations of the HSE were also members of the NYSE. 

Noting that certain recommendations of the Study applicable to other exchanges may also

apply to the HSE. the Study recommends that Commission and Exchange representatives undertake to

determine the possible applicability of such recommendations, and the Exchange should proceed to

implement such recommendations or adaptations as may be found appropriate.


Pacific Coast Stock Exchange 

The Pacific Coast Sto~k Exchange ("PCSE") .according to the Report, is important as a securi
ties market because of its present business--it had the largest volume of shares traded on any
regional stock exchange in 19~2--and because of its potential for future growth. 

Formed as a result of a consolidation in 1957 of the Los Angeles and San Francisco Stock 
Exchanges. the PCSE has two ~eparate diviSions, each with its own trading floor and each connected 
to the other by an elaborat~ communications system. The Study observes that considerable effort 
is expended in keeping the t~o dJvisions on an equal basis in the government of the Exchange, with 
each division retaining considerable autonom, in finances, administration and discipline. For 
example. each divi8ion is operated by a Division Hanagement Committee and the principal office and 
the position of chairman of the Board of Governors of the PCSE rotate annually between San Franci8co 
and Los Ange le8 • 

The PCSE is unique among the largest exchanges in the degree to which its Board and commit
tees participate directly in the operation and management of the Exchange. The Study points out 
that the Division Hanagement Committees and the standing committees of the PCSE exercise important
regulatory and administrative responsibilities. with the paid staff occupying a less important 
position in the regulatory structure than in the case of the New York. American or Hidwest Stock 
Exchanges. Noting that "experience has demonstrated that in an exchange of substantial size this 
kind of arrangement is of l~rr.than maximum effectiveness and has within it the potential fo~ 
abuse." the Report recommends that the PCSE. under the supervision of the Commission, undertake a 
thorough examination of its organization with a view to providing a paid staff of adequate size 
and authority in regulatory matters in lieu of its present reliance on the committee system. 

The Study points out that the Board may not act on a matter that "solely concerns the in
ternal affairs or assets" of a division and that a member may appeal an expulsion to the membership. 
In order to insure that the Board of Governors has adequate authority to administer the affairs of 
the PCS!, the Report recommends that consideration be given to the eltaination of those provisions 
in the constitution of the PCSE which may unduly restrict the Board in the exercise of its auth
ority. 

According to the Repurt, the PCS! in its regulation of aember firm conduct emphasizes en
forcement of its net capital rule, particularly with respect to fir.. which are not members of any 
other major exchange. The R~~ort concludes that members' selling and advisory activities receive 
inadequate attention and the Exchange's handling of public complaints should be strengthened. 

The Study notes that certain recommendations applicable to other exchanges may also apply
to the PCSE. The Report recommends that Commission and Exchange representatives undertake to deter
mine the possible applicability of such other recommendations and that the Exchange proceed to ta
plement such recommendations or adaptations as may be found appropriate. 

The Other Exchanges 

The Special Study notes that in addition to the New York Stock Exchange. American Stock Ex
change. Hidwest Stock Exchange, and Pacific Coast Stock Exchange. discussed in previous parts of 
Chapter XII, there are ten other exchanges registered with the Comaission. These are: Chicago
Board of Trade. Boston Stock Exchange, Cincinnati Stock Exchange, Detroit Stock Exchange, National 
Stock Exchange, Philadelphia-Baltimore-Washington Stock Excbange, Pittsburgh Stock Exchange, Salt 
Lake Stock Exchange, San Francisco Hining Exchange, and Spokane Stock Exchange. According
to the Study, these ten exchanges account for only two percent of the dollar volume and three per
cent of the share volume of securities traded on all exchanges. 
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The Study's inquiry with respect to the exchanges other than the NYSE. Amex. MSE. and PCSE 
was generally confined to a review of their constitutions and rules. Because no study was made of 
the surveillance and disciplinary procedures of these exchanges. the Report draws no conclusions as 
to the effectiveness of their regulatory activities. 

The Study finds that despite wide differences among the ten exchanges. certain organizational
sUnilarities exist. Operation of these exchanges is generally vested in a governing committee and in 
standing committees with authority in specified substantive areas. The Report observes that the role 
of the paid staff is relatively minor and, except for the largest of these exchanges. the staffs are 
quite small. 

The Report states that on numerous occasions since the passage of the Exchange Act the need 
of registered exchanges for qualified staff personnel with sufficient authority has been demonstrated. 
The Study concludes that,to the extent this 1s not economically feasible for some of the smaller ex
changes, there 1s a corresponding limit on what may be expected of self-regulation. and the Commis
sion's direct regulatory activity must be adopted accordingly. 

The Report refers to the recommendations pertaining to the organization and regulatory per

formance of the New York Stock Exchange and the other exchanges set forth in other parts of the Re

port. It states that it was not possible to indicate the applicability of each recommendation to

each registered securities exchange. nor has it been possible to analyze the special circumstances

of each exchange to determine in what respects changes are desirable. "Consequently." the Report

concludes. "on the basis of an assessment of the applicability of the recommendations to the partic

ular exchange. each exchange should make such changes in its rules. practices, and procedures as

may be appropriate."


National Association of Securities Dealers, Inc. 

In its report on the National Associat.ion of Securities Dealers, Inc. (the "NASD" or the 
"Association"), the Special Study calls for a basic modification and strengtbening of the Associ
ation's organization if it is to fulfill its role as the principle self-regulatory agency for non-
exchange members. The Study states that in spite of its record of accomplishment and expansion.
the KASD DOW appears to be "at a cross-roads." 

The Study observes that the KASD'a regulatory task is a peculiarly difficult one. involv
ing as it does a unique combination of several factors. The Association's membersbip is very 
large and not pre-selected--it is compelled to open its doors to all qualified persons and the 
qualifications have not been particularly selective. Its membership bas ca.e to be nationwide. 
and it includes virtually all broker-dealers engaged in a general securities businesa--broker
dealers representing wide diversities in financial resources, staadards and activities. In 1939, 
the KASD commenced operations with a membership of 1,500 firma out of a total of about 6,700
broker-dealers registered with the eo..tssion. or 22 percent of all registered firms. By December 
31. 1962, Association aembersbip bad grown to 4,771, or 83 percent of 5,724 registered firms. When 
the Association began its registered repreaentative program in 1945, it covered about 25,000
individuals. By December 31, 1962, that figure had reached 94,444, encompassing tbe vast majority
of securities salesmen. 

The Report states that the scope of the KASD's responsibility is very broad, and at the 
s... tia. it has primary responsibility in the vast but relatively uncharted over-the-counter 
markets. Unlike the exchanges, the Association did not exist prior to the adoption of the Ex
change ~tj the KASD was specifically organized UDder a statute enacted in 1938 to establish co
operative regulation between industry and goveraaaent in the over-the-counter markets. Except inso
far as it supervises the dissa.1nation of retail quotationa and sponaors stock clearing arrangements. 
the NAsD is not directly engaged in the operation of a urketplace and its membera are not "seat" 
bolders with a proprietary interest in a marketplace. 

The Special Study notes that the KASD is organized to obtain a large degree of local ad
ministration of its affairs. There are 13 districts throughout the country resp0D8ible for provid
ing repr..entatives to the 21-me.ber national Board of Governors in whose control the overall 
management and supervision of the Association reata. The Board oversees a paid staff of SOlll8 160 
headed by an executive director. There are both standing and special ca..ittees, some of which are 
coaposed of DOD-board .e.bers and some of which have their ova administrative ataffs. 

The Report states that the Association has adopted rules of fair practice. enforced by the 
local districts, aovernina the professional conduct of .-.bers in their securities businesa. Each 
local diatrict 1s ma..ged by a diatrict ca..1ttee ca-posed of from 6 to 18 .embers and a paid .taff 
headed by a district secretary. These caa-itte .. double as district business conduct committee. 
aDd as such initiate charges a.ainat rule violators, hear and deter.ine such cbar.es, and asses. 
penalti .. which may ranae f~ ceaaure or fine to suspeaaion or expulsion from membersbip. District 
business conduct decisi0D8 are reviewable by the Board of Governors. with eo.mtssion and ultimate 
court review also available. 

http:cbar.es
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'l'beSpecial Study states tbat the NASD bas ..erged 24 years after ita fouadins as "an 
established part of the regulatory scheme exerting a substantial influence on numerous phases of 
the securities iDClustry." l4alle notiog tbat the Report is in ..any respects critical of Association 
performance, the Study finds tbat the NASD has many important acc~lis~ts to its credit and 
tbat "its history evidences a clear desire to expand the role of self-regulation in the total regu
latory sche.e and to MIte self-regulation work." '!'beReport notes that sa.e of the probl_ of 
self-regulation experienced by the NASD, such as delays in disciplinary proceedings, backlogs in 
investigations,and inadequate staff, bave their counterparts in the Oom8issioa's performance of its 
total role which .y be seen at various places in the Report. 

The Report refers to the fact that over the years NASD standards of conduct bave ~tiplied
and DOW deal witb many aspects of tbe securities business. In enforcing tbose standards, tbe Associ
ation DOW MItes over 1,700 special and routine examinations (i.e., inspections) of its .embers an
nually and institutes more than 450 formal disciplinary proceedings in a year. It also engases in 
various other activities of a regulatory nature, sucb as tbe administration of a qualification ex
amination for salesmen and review of underwriters' compensation and mutual fund selling literature. 
The Report notes that the NASD has been active in raising standards for qualifications for entry 
into the securities business and recently has strongly endorsed the Commission's legislative pro
posals in this area. 

Altbough tbe NASD has .ade MIlY important advances in its relatively brief history, tbe 
Study finds tbat tbe NASD baa fallen sbort of its potential as a self-regulatory body. It points 
to tbe many areas described in tbe Report tbat have proved in need of regulation, and particalarly
suited to self-regulation, tbat bave been neglected by the RASD. According to the Report, tbe 
cauaes seem to lie in the RASD's fundamental organizational concepts and arrangements. From tbe 
beginning. tbe Study finds, the NASD bas sought to adbere to a concept of self-regulation witb max
imum emphasis on "self"--members in the securities business regulating themaelves--and with adni_ 
reliance on a full-time staff. This concept is found to apply in every aspect of tbe Association'a 
work, not merely in areas of policy but also, and most pointedly, in tbe area of complaints and 
disciplinary actions against members. At all levels, although staff assistance is used. bearing
and decision is by members, i.e., part-time volunteers serving tbis and otber needs of tbe organi
zation. At tbe district level, this has produced "severe strains, delays and cC*prom1ses." At the 
national level, tbe Study states. reliance upon part-tiae volunteer members threatens a breakdown in 
the capacity of the organization to act promptly and--an even more serious problem--its capacity to 
deal adequately with important questions of policy and program. There is now, according to the 
Study. sucb preoccupation with disciplinary matters in addition to matters of internal &datnistra
tion that little tiae is left for top governing officials to perceive and solve larger questions. 

The Study points out that the term of a national governor is three years, with a one-third 
turnover in the membership every year. Since the Board ordinarily aeets only three tiaes a year
for three days at a ti_, the Report observes. tbere are li~tati0D8 of tt.e and continuity on the 
Board's ability to perform its job. Despite the increase in the workload the Board, accordi. to 
tbe Study, has been reluctant to reduce its responsibility for enforcement; in fact, control DYer 
enforcement, particularly tbrough review of disciplinary cases, has been its dominant activi~ at 
the expense of its role of policy fo~lation. The Study states tbat despite tbe efforts which tbe 
Board has .ade to cope witb tbe increased voluae of disciplinary .. tters (in 1962 tbe Board con
sidered 115 disciplinary cases), there seems little likelibood of success without a change in pre
vailing practices. 

Tbe Study states tbat tbe factor of time has another aspect. It points out that saall 
.e.ber firma ordinarily cannot afford to allow their principals to take major roles in NASD affairs. 
This limitation is reflected in the ca.position of district and national com.ittees and tbe Board of 
Governors--a majority of members of the Board and district committees are from large NYSE firma. 
Partly for the s..e reason, the Report observes, the Association also bas had only limited success 
in conforming to its objective of obtaining "appropriate and fair" representation of various impor
tant classes and types of member firms. 

According to the Report, "tbe essentially unsolved--and gradually worsening--probl .. of 
tbe NASD is to find a mode of functioning effectively while not unduly sacrificing its emphasis on 
the 'self' in self-regulation." 'l'besolution of this probl_. the Study believes, will require sub
stantial rethiDking as to (1) the cOlllPositionand role of the full-time staff in relat-ion to the 
role of the volunteer officials and also as to (2) tbe allocation of responsibilities aaong volun
teer member participants. 

The Report states tbat "the tiaaebas coae, if it has not been long overdue, for the USD 
to have an executive staff of adequate numbers and witb adequate delegation of responsibilities." 
Only in this way, according to the Report, can tbere be found any real hope for carrying the work
load. in view of the inherent liaitations on the time that can be devoted by ..-.bers actually _
gaged in business. Moreover, it states, only in tbis way is tbere any chance of assurinl tbe COD

tinuity of program and administration tbat cannot be achieved by volunteer part-time official. 
elected in one-year or tbree-year cycles. Tbe Special Study states tbat tbe creation of a l~ 
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staff with larger responsibilities should not weaken the fabric of self-regulation but should serve 
to strengthen it--obviously such a staff would work under the Board of Governors, not above it or 
apart from it. The Study recommends that the office of Executive Director, the KASD's chief staff 
post, be upgraded to that of president; that he be made a voting member of the board and some or 
all of its standing committees; that with adequate assistance of vice-presidents and department 
beads he should have responsibility for continuous administration by the entire staff; and that 
consideration be given to granting him tenure for a limited period of years. 

The Study concludes that the staff should have a larger role in all enforcement and disci
plinary activities until the stage of actual decision of individual cases and that it be equipped,
available, and utilized to conduct studies or otherwise assist elected officials and member com
mittees in formulating policies and programs of self-regulation o~ a continuing basis. 

With respect to the allocation of work among member participants in the government of the 
Association, the Report states that several possibilities should have early and serious considera
tion to enable the Board of Governors to concentrate on larger problems and programs. It recommends 
that the National Business Conduct Committe~under appropriate liaison with the Board of Governors,
be given final power of decision in disciplinary matters, except where the Board in its discretion 
"takes jurisdiction" because of the novelty or importance of particular cases or questions. Apart
from disciplinary matters, the Report states, important topics and programs requiring more concen
trated attention than the Board itself can give should be the province of permanent or ad hoc member 
committees under appropriate liaison with the Board. Such committees should act as arms--of1the full 
Board and subject to its overall direction and coordination with staff assistance as needed by each 
committee. However, the Study points out that staff assistants to committees should be under the 
overall direction of the heads of staff so as to assure efficient integration of separate areas of 
interest into the total self-regulatory effort. It is further recommended that an Executive Com
mittee that can be expected to meet more frequently than the full Board of Governors be given in
creased authority to act on its behalf in intervals between Board meetings. 

The Special Study recommends that the ~sociation give prompt consideration to ways and 
means of obtaining a better distribution of seats on district committees and the Board of Governors 
by classes and types of firms. Among the possibilities as to Board representation which the Special 
Study suggests might be explored is an amendment to the Association's by-laws permitting election or 
appointment of a limited number of governorS-At-large in instances where the present scheme of se
lection results in lack of size or functional representation for a particular class of firma. At 
the district level, the Report observes, existing by-law provi.ions appear to be sufficiently flexi
ble to achieve these objectives to a greater degree than is now the case. 

The Study finds the KASD's modes of surveillance of members' conduct quite limited even in 
relation to the present scope of its self-regulatory concern, and there is considerable diversity
in methods and extent of surveillance as among districts. The Association, the Report states, has 
placed comparatively heavy reliance on the examination program in its surveillance of member conduct. 
This reliance is found to have yielded significant results in uncovering rule violation. ascertain
able through inspection of books and records but has left much to be desired in other spherea. The 
Study states that the Association experience with other methods of surveillance, such as those ..
ployed in its programs for review of mutual fund sales literature, underwriters' compensation,and
suspected free-riding, suggests that still other possibilities for supplementing or augmenting the 
examination program may exist. In any event, the Special Study concludes, the examination program
itself seems to require a large degree of bolstering. It observes that the Association's frequency
goals are relatively modest; but even with limitations on follow-up procedures apparently caused,
at least in part, by the pressure to keep on schedule, theae goals have not been met, notably those 
for branch offices and newly-admitted members. 

The Study finds that disciplinary procedures. protected by statutory prescriptions and pro
visions for Commission review, have been generally fair. However, the Report notes that a lack of 
clear definition of some of the Association's broad standards of conduct, restricted publication of 
deciSions, the regional emphasis that has been characteristic of its self-regulatory approach, and 
disparity in the penalties assessed against violators in particular instances. have resulted in some 
unevenness and possible inequity in disciplinary results. The Study finds that the principal prob
lem, needing corrective action in proportion to its seriousness, has been with respect to efficiency
and speed in handling disciplinary cases. Procedural improvements suggested by the Report are: 
the use of full-time hearing officers and delegation of increased authority to staff_members to re
view inspection reports. investigate complaints, make recommendations to District Business Conduct 
Committees for formal complaint proceedings, and, in the case of the staff of the national office,
file formal complaints. The Study recommends that,as a general principle, KASD disciplinary matters 
resulting in penalties, with such specific or general exceptions as the Commission may approve, 
should be publicly reported. 

Tbe Report states that the NASD has historically operated on a somewhat limited budget in 
relation to its responsibilities. It points out that implementation of the recommendations of the 
Report would undoubtedly tend in the direction of additional operating costs. although presumably 
capable of being at least partially offset by adoption of the recommendations calling for the up
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grading of standards for entry into the business and better coordination and elimination of dupli
cation among agencies. Still. the Study says there is reason to believe that the financial burden 
on the general membership of the Association need not be materially increased if there is greater 
resort to some classes of members who may not now bear their fair share of the costs. For ex.IUIple. 
the fee structure provides for a special charge measured by underwriting activities but not for 
trading activities. Thus. it was found that the 67 largest over-the-counter firms. each of who. 
had more than $100.000.000 in over-the-counter sales in 1961 and accounted for 54 percent of all 
such business in that year. paid only 16 percent of the total assessments collected by the RASD in 
fiscal 1961. In addition. the maximum assessment limits applicable to all fi~ may have unduly
limited the Association's revenues from some of the largest firms. The Special Study recoaaends 
that the NASD pursue studies looking to early revision of its fee structure in relation to the 
business of its me.eers and its own budgetary reqUirements. 

The Report concludes that the greatest lack in the NASD's performance as a self-regulatory
body is its failure to address itself to various important problema in the over-the-counter markets. 
Many of its major achievements have represented. according to the Study, not a taking of initiative 
to grapple with a problem but rather a defensive response to a pending proposal or imminent action 
of the Commission. The Study points to the areas described in this report where the NASD either has 
not acted or has taken what IllUStbe considered inadequate action in dealing with problems that would 
seem to call for greater attention. However, the Study's discussion of limitation. in the NASD's 
performance is not intended to overshadow or disparage the record of accomplishment but to point to 
an even stronger future role. 

Quasi-Self-Regulatory Institutions 

The Special Study also analyzes the roles of several "nonofficial" organizations which

exist in the securities business and which fall within a category styled by the Report as "quasi

self-regulatory organizations."


The Investment Bankers Association (IBA), the first of the organizations discussed. is 
described as the oldest and perhaps best known of the nonstatutory organizations. According to 
the Report it is essentially an association of underwriters. although its membership of some 792 
firma also includes general broker-dealers. stock exchange specialists, sponsors of mutual funds,
and some commercial banks. To become a member of this organization. notes the Report, a firm in 
anyone of these groups IllUstmeet strict financial and other standards. The Report states that 
the lBA performs no self-regulatory functions as such but does devote attention to industry edu
cational projects. These include the conduct of an annual institute of investment banking at the 
Wharton School of Finance and Commerce. University of Pennsylvania, and the conduct of a continu
ing research and study effort by a regularly paid staff. 

In a description of the Association of Stock Exchange Firms (ASEF), an organization of 518 
New York Stock Exchange firms. the Report observes that this organization also devotes its major 
efforts to educational functions. particularly in connection with securities subjects of a techni
cal nature. The ASEl in conjunction with its six operating divisions covering accounting, cashiers. 
credit, dividend. purchases and sales.and senior order clerks, publishes pamphlets and other mater
ials on the subjects of credit, gifts of securities or money to minors, NYSE minimum commission 
rates. and preservation and destruction of records. etc. The Report concludes its analysis of the 
ASEl with the observation that the Association performs needed functions and offers iaportant aer
vices to the exchange community. 

The Investment Company Institute (ICI) and the Association of Mutual FUnd Plan Sponsors
(AMFPS) are the two organizations in the mutual fund field which the Report discusses. The leI 
has three classes of members: investment companies, investment advisors, and investment company
underwriters; and, according to the Study, the total assets of its investment company members 
represent 94 percent of the assets of all registered open-end investment companies. The Report
observes that one of the purposes of the ICI is to encourage among its members adherence to hiah 
ethical standards. In furtherance of this objective it has adopted a guide to business standards 
which sugg.sts, among other things, that investment company officials and employees should refrain 
from private dealings in securities which they know their company has determined to p~rchase or 
sell for its portfolio or where they know such action to be under immediate consideration; dis
courages release of information about portfolio changes that have been or are in process; opposes 
the purchase of securities by investment companies shortly before ex-dividend dates pri.. rily for 
the purpose of obtaining the immediate dividend; encourages the conduct of portfolio transactions 
in a responsible way in pursuance of member companies' stated investment objectives &ad subject to 
restrictions relating to reciprocal business; discourages "special deals" to selling group .-.bers; 
and establishes standards relating to the announcement of income and capital gains distributions. 
Tbe Report, however. makes it clear that the ICI imposes no sanctions for violation of any of the.e 
principles or standards. 
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Tbe second of the mutual fund organizations discussed. the AMFPS. restricts membership to 
firms sponsoring contractual plana. Tbe Study states that its 22 members accounted for approxi
mately 66 percent of the aggregate amount of contractual plans sold as of December 31. 1962. Al
though its purposes do not include the formulation and enforcement of standards of business ethics. 
the Association has adopted a code of business conduct covering general business. competitive. in
vestment management and dealer practices; but. like the IC~ the AFMPS has no machinery to enforce 
the provisions of its code. 

Another industry organization discussed in the Report is the Investment Counsel Association 
of America (ICAA). which limits its membership to those firms engaged primarily in giving continuous 
advice as to the investment of funds of their clients on the basis of the individual needs of eacb 
client exclusively on a fee basis. The lCAA bas adopted a general statement of functions and prin
ciples but has no detailed code of ethics or business standards for its members. According to the 
study the organization's main efforts have been devoted to achieving public recognition of the 
specialized and assertedly professional nature of the services of its members. and although its by
laws give its board of governors power to discipline members. the lCAA does not. in fact, presently 
conceive of itself as a self-regulatory body. 

The Association of Real Estate Syndicators (ARES). another industry body described by the 
Study. operates in the relatively new field of real estate securities. Its 64 members are largely
located in the New York City area where the distribution of such securities in the past few years 
has been concentrated. The Association's governing instruments provide for certain self-regulatory
functions and include machinery for the review and clearance of literature used in selling real 
estate securities. The Report notes. however. that since the State of New York adopted its real 
estate syndication law in 1960 the Association no longer continues this review and clearance activ
ity. 

The Put and call Broker and Dealer Association is described by the Study as "the most 
highly organized of all the nonofficial self-regulatory organizations." Although small in number 
the Association includes among its members virtually all brokers and dealers which handle puts and 
calls. After quoting pertinent sections of a report on puts and calls issued by the CommiSSion's 
Division of Trading and Exchanges in October 1961, the Report observes that the Association has as
sumed firm control of its members and the put and call industry in general, perhaps as great a de
gree of control as that which certain official self-regulatory bodies have over their members and 
their members' activities. 

Another organization mentioned by the Report is the National Association of Investors' 
Brokers whose two functioning member organizations are located in New York (Association of CUs
tomers' Brokers) and in Chicago (Stock Brokers' Associates of Chicago). Both of these organiza
tions limit their membership to qualified nonpartner registered representatives of firms affiliated 
with certain stock exchanges. Both groups have as a basic purpose the preservation of the "high 
standards of the securities profession" but, according to the Report. the actual regulatory signif
icance of the Association and its two-member organizations is minimal. 

The National Security Traders Association. Inc. (NSTA), with a membership of some 5,000
indiViduals, is described by the Report as an organization which until "only recently was primarily
a social organization designed to permit over-the-counter traders to become personally acquainted 
with other traders with whom they dealt over the telephone." In recent years, however, NSTA has 
expanded the scope of its activities to include the sponsorship of certain educational programs.
The Association has also recently indicated some interest in acting as a spokesman for individual 
traders in matters of concern to the securities industry but it has never assumed any self-regula
tory functions. 

In summing up this Part, the Report observes that these nonofficial organizations cannot 
be considered as providing a satisfactory source of self-regulation or substitute for regulation 
in areas where regulation is deemed necessary in the public interest. Accordingly, the Report con
cludes that "ideally, official self-regulation should be extended to include all elements of the 
securities business that feasibly can be included." 

Self-Beaulation and the C~ssion 

In a part of Chapt.r XlI devoted to the role of the Co.aission in relation to .elf-regula
tion. the Special Study su..ariaes .o.e of the con.iderations of theory and policy underlyial the 
broad conc.pt of self-replation, reviews the actual functioniaa of the regulatory patterns ia 
relation to the Ca..1 ••ion. the .xchanles and the MASD, and appraise. the adequacy of the .xi.tial 
.y.t.. 'ftle Special Study r.c~d. that regulation in the field of .ecuritie •• hould continue 
to be baaed on the principle of livinl ..xt.. scope to lelf-r.gulation, wherever aad to the 
extent that a r....1atory n.ed can be sati.factorily _t throup .elf-repletion. "As a eorolhry,"
state. the Study, "it i. an e.sential role of lovern.nt. i.e •• the C~ ..iOll, to ••sure that 
there is no saP between the total replatory need and the quantity and quality of ••1f-replatiOil 
prOVided by recopiaed alenci.s." 

http:lovern.nt
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In it. di.cu •• ion of the theory of .elf-regulation the Study note. that .ince .elf-reau
latory oraani&ation. po ••e •• govern.eotal power in t.pGrtant respect., the Ca..i.sion has a 
crucial function of public over.ight. Thi. function i. nece.sary in order to in.ure that the 
delegated power. are exerci.ed effectively and al.o not in a .. nner ini_ieal to the public interest. 
Another t.portant area of governmental over.ight, according to the Report, involves those aspects
of .elf-regulatory agencie.' activities which re.e.ble tho.e of public utilitie., .uch as the KASD'. 
operation of a retail quotation .y.tea, prograa for autoaation of merket _chani ... , and the .. tting
of unifor. ca.Bi ••ion rate. by exchanges. The Report caution., on the other hand, that the work
ability of self regulation depends on re.traint in the Ca.Bi •• ion'. exerci.e of its reserve power
and note. that the roles of the Coaai •• ion and the .elf-regulatory agencies are essentially co.
pleaentary, and that the self-regulatory agencies .u.t enjoy such autonomy a. will enable thea to 
act as re.ponsible, dynaaic partners in a cooperative enterprise. 

The Report refers to the recent Supreae Court decision in the ca.e of Silver v. Rev York

Stock Exchanae, where the Exchange was held liable under the anti-tru.t law. to a noaae.ber brOker

dealer for causing Exchange aember. to discontinue their wire connections with hi_. Because of

the absence of a review power in the Cc.ais.ion to in.ure that an exchange'. enforceaent of it.

rules is not arbitrary and does not injure coapetition without "furthering legitt.ate ..If-regula

tive ends" the Court thought it proper for antitrust courts to perfor. this function. The opinion

expressly left open the question of application of the antitrust laws in those areas where the

Commission has a review power over self-regulatory actions, such as with disciplinary proceedings

of the NASD.


According to the Report, the statutory provi.ions of the Exchange Act establishing the 
relations between the Coaaission and the stock exchanges on the one hand. and between the Coaais
sion and the MASD on the other hand, are broadly .tailar, but merked differences are also noted 
which are attributable to differences in the natures and historical backgrounds of the two types
of organization. and to the fact that there was a time interval of .everal years between the 
enactment of the two .eU of proviSions. The Study concludes that a reexaaination of these 
difference. and of related Cc.ai.sion respon.ibilities is now warranted in lisht of sub.equent
experiences and developments, including the Silver decision. 

With reference to the Coaaission's role of over.ight toward the exchanges. the Study
.tates that the .o.t pressing question today, a. e.phasized by the Silver case, concerns exchanae 
enforc ....nt and disciplinary metters. The Report concludes that _int.. requir .... t. of "due 
proces." .hould be applicable to di.ciplinary proceeding. of exchange. that .. y reault in denial 
of member.hip or eaployaent or tapa.ition of fine••• uspension •• or expulsions of ...oars or 
..ployees, or that .. y affect the right of specific nonaeaber. to do business with .-ber.. If 
s.lf-regulation i. to function effectively and with due regard for all aspects of the public 
interest, notes the Study, the neces.ary review of .elf-regulatory action .hould be perforaed
by the Camaission. the agency already e.tablished a. the guardian of the public interest in the 
.ecurities industry. 

In the ab.ence of provision. for formel Camai.sion review, ob.erve. the Report. the 
exchanges have followed varied practice. in reporting their disciplinary actions to the Coaai ••ion, 
which has not e.tabli.hed an effective sy.tea of regular surveillance of the exchanae.' enforce
.. nt and disciplinary activitie.. Stallarly, according to the Study, the Coaai.sion has DO progr_
for broadly or sy.te.atically .urveying the operation. of the MASD di.ciplinary sy.tea fro. the 
point of view of its total effectivene.s or it. conforaity with .tatutory objectives. To prevent 
recurrence of the kind of .elf-regulatory breakdown that took place on the Aaex in recent years.
the Special Study reca.aend. that the Coaai ••ion .u.t reexa.ine and .tr.ngthen it. total concept
and program for surveillance and oversight of .elf-regulatory di.cipline. In general, the Study
conclude. that the .trengthening of the Ca..is.ion's progr ... hould include .ore direct and con
tinuou. awarene •• of actual happening. in the merket place, .tronger and .ore continuous liaison 
with each exchange and the MASD a. to it•• elf-regulatory prObl ... , and fuller and aore .yst... tic 
accounting by the exchange. and the RASD as to their .elf-regulatory progre •• and result •• 

In discus.ing the Coaads.ion'. role with respect to the rule. of the .. If-regulatory 
agencie •• the Study point. out that the Exchange Act doe. not expressly require exchanges to file 
rule changes prior to adoption, but MASD rule changes are required to be filed in advance and .. y 
be di.approved by the Coaai ••ion before effectivene... In 1956, according to the Report, the lYSE 
agreed to give the Coaai.sion notice of .. terial change. at lea.t two week. before public anaounce
aent, except In unu.ual circu.atance., and for the pa.t year both the IYSI and the Aaex have followed 
the practice of discu ••ing propo.ed rule changes with the Coaai ••ion staff prior to sUbaitting thea 
to their re.pective board. of governor.. It is noted that the regional exchanges gener.lly do DOt 
di.cu.s rule changes in adv.nce but merely file thea after adoption pursuant to the statute. The 
Special Study conclude. that an obviou.ly needed change is to provide for the filing of all pro
po.ed rule change. by exchange. with an adequate interv.l before effectiven ••••• s is now required
in the ca.e of MASD rule.. Purtheraore •• tates the Report. the Coad.sion has no progr_ for reaul.r 
or systa.atic review of exi.ting rule. or policies of the self-regul.tory .gencie. and the present 
arrangeaents and procedure. for review do not .e... ufficient to a.sure the needed coatiauous over
.ight on the Coaai ••ioo'. part. 
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According to the Report. the Commission's total role under the Securities Act of 1933 and 
the Securities Exchanle Act of 1934 may be broadly divided into two main categories: (1) admin
istering disclosure requirements for issuers and (2) regulating conduct in the securities markets. 
directly or by supervision of self-regulation. It appears to the Special Study that the Commis
sion has been more successful in exercisiDg its powers and responsibilities in the former area 
than in the latter. The Report notes that efforts have been very productively devoted to enforce
ment of the laws and regulations through administrative, injunctive. and criminal proceedings
against violators, but it states that an insufficient portion of the attention and energies of the 
Commission and its staff in the post-war years have been devoted to other important responsibili
ties such as continuous examination of changing market circumstances and regulatory needs, apprais
sl and re-appraisal of the adequacy of the existing regulatory ae8sures, and evaluation and over
sight of the operation of the self-regulatory organizations. This role, concludes the Study, 
should be assumed primarily by the Commission's' Division of Trading and Exchanges, which is one of 
the most important of its operating divisions and has been maDDed by persons of great competence 
and dedication, but which does not appear to the Study to have been adequately staffed or organized
to fulfill its potential and necessary role in respect of the types of responsibilities mentioned. 

In addition to placing stronger emphasis on its responsibilities in the area of regulation 
and supervision of self-regulation, the Special Study indicates that the Commission should publicly
record the substantive resuks of its administration of regulatory and supervisory powers to a 
greater extent than has been its practice. Actions or policy determinations of importance, even 
though not reflected in formal decisions, should, according to the Report, be more regularly
recorded for the information of the public and the Congress and for the guidance of the industry.
the self-regulatory bodies. and future members of the Commission and its staff. 

The Total Regulatory Burden--The Need For Increased

Coordinat1on--The Role of the States


The Special Study. in the last part of .its chapter on the self-regulatory institutions and 
the regulatory pattern. discusses the need for increased coordination of the over-all regulatory
effort and the regulatory role of the States. The Report points out that the subject of coordina
tion is an important one since the securities community is subject to regulation by the various 
exchanges. the NASD. the States. and the Commission, and virtually all brokeroodealers fall under 
the regulatory authority of more than one of these agencies. The Special Study observes that inso
far as the regulatory work of these organizations overlaps. their members are saddled with added 
costs and burdens. and the personnel and resources of the agencies are not being utilized "to 
achieve maximum performance." 

The Special Study, in examining the problems of duplication and lack of coordination in 
various regulatory areas, states that until recently each of the self-regulatory agencies admin
istered its entry and qualification requirements with little regard for the standards of other 
bodies. The Report notes that the exchanges and the NASD frequently have different rules covering
the same subjects, thereby increasing the complexity of regulation for the multiple member firm 
and raising the possibility that different standards will be applied to identical conduct. 

In respect of inspection of broker-dealer firms. the Special Study finds a limited amount 
of coordination and points out that the NASD. the major exchanges, and the Commission pursue a 
policy under which no securities firm is to be inspected by more than one of theae agencies in any 
Six-month period unless special problema exist. The Report finds. however. that there have been no 
efforts to standardize inspection procedures. and it has only been recently that any attempt has 
been made to exchange information obtained through inspections of broker-dealer firms among the 
self-regulatory agencies.

~ -J:;...... 

In diSCUSSing enforcement and disciplinary matters the Report states that there has been 
little formal or informal communication among the self-regulatory bodies as to investigations which 
are contemplated. or in progress. and notes that even the results of disciplinary actions have not 
been made available to interested agencies. Without attempting to formulate a final answer the 
Study recognizes that a question of some perplexity and considerable importance arises in determin
ing which of several agencies. or whether more than one. should bring a disciplinary proceedinR for 
conduct in violation of the rules or standards of each of them. It does,however, say that stronger
lines of communication between the different bodies are essential and that a greater effort must 
be made to clarify existing relationships. 

The Report examines recent industry efforts to bring about better coordination and indicates 
that important steps have been taken by some of the agencies in connection with the handling of 
customer complaints. policing underwriters' compensation. enforcing regulation T, and establishing 
combined qualification examinations for securities salesmen. The Special Study welcomes these 
steps although it indicates that additional efforts are needed and that "in the interestrecOlllllends
of the public, the regulatory agencies and the securities industry. further and continuing atten
tion should be given to possibilities for coordinating efforts and allocating responsibilities in 
a .ore efficient and productive pattern, without limitation on any self-regulatory agency's freedom 
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to have special measures or programs for its own membership." The Report lists such possibilities 
as "further standardization of application and report forms for firms and individuals to be used by
all interested agencies with appropriate supplementation by each to serve its special needs; further 

development of centralized examining and investigating procedures, again with appropriate supplemen
tation to meet special needs of each agency; coordination of efforts in defining standards of con
duct in areas of common concern; clearer recognition of one agency or another as having primary en
forcement responsibility in respect of particular categories of firms or subject matters; and 
stronger lines of communication among agencies to facilitate channeling of information relevant to 
the interests of each." 

In discussing the role of the States in the regulatory pattern, the Special Study makes it 
clear that "there has not been and should not be Federal pre-emption in the field of securities 
regulation." The Report notes that State regulation operates in two ways. It provides a means of 
handling certain essentially local problems and also acts to supplement Federal regulation. The 
Report makes special mention of the important contributions of the states in establishing qualifi
cations for broker-dealers and salesmen and in formulating standards in connection with the 
levels and kinds of compensation which underwriters of conventional and investment company securi
ties may charge. 

The Report also discusses the activities of the North American Securities Administrators,

an association of state security officials from the United States, Canada and Mexico. It states

that the work of this ~roup has been useful in developing standards and policies in connection with

such matters as reciprocal business practices of investment companies, and the acquisition of

warrants and options by underwriters. This group, observes the Study, has also made progress in

achieving greater uniformity of regulation among the states.


The Report briefly mentions the activities of the Midwest Securities Commissioners Associa
tion. As of April I, 1962, this Association had representatives from 17 member states. The Report
lists some of the accomplishments of this Association as the adoption of a uniform form of corporate
resolution and a statement of policy which provides that variable annuity companies and trusts should 
generally comply with the rules and regulations applicable to investment companies. 

The Report points out that the States clearly have a place in any broad-based program of

regulatory cooperation, and that they have generally welcomed and participated in efforts along

these lines. It finds, however, that the NASD is unwilling to furnish information to the States

with respect to association disciplinary actions not otherwise made public and some state adminis

trators have indicated that this attitude has impeded their enforcement programs. The NASD states

that it has cooperated with the States in several important respects, but. since it is a membership

corporation financed by its members, it is not free to make available to anyone but the Commission

information it considers confidential. The Special Study, after weighing the respective positions,

concludes that "on balance where investor interests Dalst be protected, the nondisclosure policy of

the NASD must give way to a more flexible one which would at the least permit (NASD officials) in

their discretion to exchange information with the State securities administrators."


CHAPTER XIII 

THE MARKET BREAK OF HAY 1962 

In Chapter XIII of its Report, the Special Study of Securities Markets analyzes the severe 
price fluctuations (on heavy volume) which occurred on May 28, 29 and 31, 1962 (the "market break").
It concludes that the Commission and the industry should make a joint study of possible intermediate 
measures, short of suspending trading, that might be invoked to assure minimum disruption of the 
fair and orderly functioning of the securities markets in times of severe market stress. The Re
port states that once a break has passed there is a tendency to forget the concerns existing at the 
time and the apprehenSions as to what might happen should it continue. It also suggests that there 
should be Commission-industry consultation with a view to collecting certain crucial types of trad
ing information which might be helpful in connection with possible application of any of such inter
mediate measures. 

Shortly after the market break, the Commission requested the Special Study to undertake an 
examination of the trading period and of who was buying and selling. Much of the analysis of the 
break appears in other chapters. For example: the conduct of specialists during the break, as 
well as the ramifications of short selling, are treated extensively in Chapter VI; the reaction of 
the over-the-counter market to the break is described in Chapter VII; and margin selling is dealt 
with Ln Chapter X. Many of the conclusions and recommendations expressed in those chapters, par
ticularly Chapter VI, draw upon data gathered in the study of the market break. 

In its analYSis, the Special Study avoided duplication of the material contained in the New 
York Stock Exchange study of the market break, "The Stock Market Under Stress," issued in March,
1963. Although drawing on that study where appropriate, Chapter XIII presents new material in the 
form of a detailed analysis of trading in eight selected stocks. The Special Study examined trad
ing on 16 nonbreak days in addition to the 3 days of the break, and also reviewed the general back
ground of the events. 
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In its analysis of trading in the eight selected stocks the Study found that, while there 
were certain general patterns of behavior, there were also striking departures from the overall 
picture. On an aggregate basis, for example, individuals were reported by the NYSE to have sold 
stocks on Hay 28 and 29 and bought on Hay 31. Among the eight stocks studied, however, only General 
Motors duplicated this pattern. Also, while odd-lot customers in the aggregate sold stocks on Hay
28 they bought AT&T on balance that day. The open-end investment companies studied were altogether
net buyers of stocks during the break, and especially in the preceding week, but they sold on balance 
stocks such as General Motors and U. S. Steel on Hay 28. They also persistently sold Brunswick and 
U. S. Steel from the fall of 1961 through June 1962. The Report points out that while on an aggre

gate basis the other institutions studied tended to accumulate stock before and during the break,

they sold U. S. Steel from January through June 1962 and had heavy net sales in IBM from September

1961 through January 1962.


The Study found that among nonmembers of the NYSE, public individuals in the aggregate were

usually the most important component in stock transactions; but in its analysiS of particular stocks

the Study found that on certain days individuals' purchases of Standard Oil (N.J.) were virtually

matched in importance by the institutions. In addition, individuals' purchases of IBM were also

equalled by the institutions and foreigners, the latter being usually a relatively small participant.


With respect to members of the NYSE (specialists, floor traders, odd-lot dealers, members

off floor) the Study found the same story. In the aggregate, their transactions represented 20 to

24 percent of the total volume but on some days in each of the eight stocks they accounted for at

least 35 percent of all purchases or sales on the NYSE, and in several of the stocks the percentage

reached 50 percent or more on various days. As noted in Chapter VI, during the break the specialists

on the NYSE had an overall purchase balance but were large net sellers of certain stocks, including

Korvette, IBM and U. S. Steel. The detailed analysis of activity in the eight selected stocks, il

lustrated in the Report on a timed basis for Hay 28, reveals various instances where specialists

were passive or were net sellers at critical junctures. These variations in the practices of the

participants in individual issues reveal the inadequacy of aggregated data alone to portray real

istically the members' and nonmembers' transactions in individual stocks.


The Report also states that the avalanche of orders during the break subjected the market 
mechanisms to extraordinary strain and in many respects they did not function in a normal way.
Specifically, the late tape made it impossible for investors to predict accurately the prices
at which market orders would be executed. In addition, the volume of odd-lot orders prevented 
some from being executed at the first round-lot sale following receipt, as reqUired; instead they
were executed at the day's closing price, which on May 28 was in most instances considerably
lower. The Report also states that an unusually large volume of sell stop orders on Hay 28, which 
were converted into market orders as prices declined, created what one specialist in testimony to 
the Study labelled a "snowballing" effect. He testified as follows: 

..• the book was heavy with stop orders, and they as 
much as anything, were responsible for the decline with 
an overhanging volume of market short orders. The bid 
had to be dropped considerably to take care of the new 
stop orders that were put into effect. 

In reviewing the background of the break the Report describes the year and a half preceding
the break as a period of hesitation for the American economy, although the security markets of 
early 1961 did not reflect these doubts and were characterized by unusual activity in new issues 
and an atmosphere of speculation. The active merchandising techniques of the greatly expanded
securities industry, as discussed in Chapters I, II and Ill, states the Report, undoubtedly con
tributed to the general price rises, high volumes and exceptionally high price-earnings ratios of 
1961. Investment advice, according to the Study analysis, which had been cautious and "bearish" 
at the beginning of 1961, switched as the averages rose, emphasizing the tendency of many market 
analysts' to interpret the future in terms of the fmmediate past. By the end of the year, majority
opinion was sharply "bullish" for 1962. The Report notes, however, that the generally riSing aver
ages concealed the fact that by the end of 1961 many individual stocks and industry groups were al
ready in their own private "bear" markets and a majority of the industry groups comprising the SEC 
and Standard & Poor's Indexes had "topped out." Other competing investment media, such as savings
banks and the bond markets, were registering strong gains in 1962 as stock prices and volume began
to decline. 

the Study states that it was unable to isolate the illlllediateand precipitating "causes" of 
the break. The history of the break, according to the Study, reveals that a complex interaction of 
causes and effect, including rational and emotional motivations, suddenly may create a downward 
spiral of great velocity and force. This, in turn, may change the impact of various normal market 
mechanisms and thus temporarily impair the market's fair and orderly character. Where the latter 
situation prevails, the Report states, a public interest in orderly markets, quite distinguishable
from any public intervention in the setting of price levels, may come into play. 
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The Report decl.res th.t it would be unre.listic .nd illusory to believe that the narrow 
.nd technical powers posses.ed by the eo..ission itself could ever prevent b.sic price change •• 
It e~asizes that the eo..ission's role is prt.arily regul.tory, not econo.ic. and that it has 
always exercised its powers in such a manner .s to .void dealing with price level.. !be Report 
further emphasizes that any me.sures th.t might emerge fro. the reca..ended eo..ission-industry
study would be taken prt.arily by the industry as distinguished fro. the eo..is.ion. which would 
remain essentially in the role of overseer of .elf-regulatory .ction; .nd that, at .o.t, any such 
measures would be directed toward ameliorating the impact of specific factora in the operation of 
market mechanis.. that might otherwise accentuate the severity of • market break. While the Special 
Study did not evalu.te the possibilities. the types of inter.edi.te .... ures to be con.idered aight
include such thing. as limitations on short selling •• pecial provisions in respect to the handling 
of stop sell orders or market sell orders, and temporary interruption of trading in individual 
securities under predefined circu.stances. The Study suggests that the 1aplic.tions of such actions 
could be tested in advance through the use of simul.tion techniques on • computer. 

The Study concludes that the iapleaent.tion of various specific recommendations ..de else
where in the Report with respect to such .. tters .s short selling. the capital position of special
ists, floor trading and odd lot transactions should also tend to improve the ability of Exchange
mechanisms to function more effiCiently in tt.es of stress. 
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