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SECURIT IES  MARKETS INV ESTIG ATION

TUESDAY, JU NE  27, 1961

H ous e of R epresen ta tiv es ,
S u b c o m m it tee  on  C om m er ce a n d  F in a n c e  

of  t h e  C o m m it t e e  on  I nterst ate  and  F orei gn  C om m erce ,
Washington, D.C.

The subcommittee met at 10 a.m., pursuant to call, in room 1334, 
House Office Building, Hon. Peter F. Mack (chairman of the sub­
committee) presiding.

Mr. M a c k . The subcommittee will be in order.
The Subcommittee on Commerce and Finance  of the House Com­

mittee on Inte rstate and Foreign Commerce today is beginning hear­
ing on House Joint  Resolution 438, a joint  resolution directing the 
Securities and Exchange Commission to make a study and investiga­
tion of the adequacy for the protection of investors, of the rules of 
the stock exchanges and of the National Association of Securities 
I lealers.

(II.  J . Res. 438 follows:)
[H .J . Res . 438 , 87 th  Cong. , 1st  seas .]

JO IN T  RE SO LU TI ON  To am en d th e Sec ur it ie s Exc ha ng e Ac t of  1934  so as to  au th or iz e'  
an d  d ir ec t th e Sec ur it ie s an d Exc ha ng e Co mm iss ion to  co nd uc t a st udy an d in ve st ig a­
tion of th e ad eq ua cy , fo r th e pr ot ec tion  of  in ve stor s,  of th e  ru le s of nat io nal  se cu ri ti es  
ex ch an ge s an d nat io nal  se cu ri ti es  as so ci at io ns
Resolved by the Senate and House of Representatives of the United States  o f

America in Conyress assembled, Th at  section 19 of the  Securities Exchange Act 
of 1934 is amended by adding at  the  end thereof a new subsection as follows?

“ (d)  The Commission i s authorized and direc ted to make a study  and in v e s t 
gatio n of the adequacy, for  the  protection  of investors, of the  rules of nat ional 
secu rities exchanges and  nat ional securities associations, including rules for  
the  expulsion, suspension, or discip lining of a member for  conduct inconsistent 
with  j us t and equitable  principles of trade. The  Commission shall  report  to the  
Congress on or before Janu ary 3, 1963, the  re sul ts of its study  and inves tigat ion, 
toge ther  w ith its  recommendations, including such recommendat ions for legisla­
tion as it deems advisable. To carry  out such study and inves tigat ion there is 
hereby authorized to be a ppropr iated the  sum of $750,000.”

Mr. M a c k . I have been alarmed by recent developments in the secu­
rities markets and it appears that  others share my concern.

In the past few weeks the president of the New York Stock Ex ­
change has issued two very firm warnings against speculation in the 
stock market. The Securities and Exchange Commission has ini­
tiated  an investigation of the American Stock Exchange to determine 
whether additional rules or laws are required to insure proper  opera­
tion of the exchange.

A few weeks ago, the Commission disclosed tha t they had more 
manipulation cases in various stages of administrative and criminal 
proceedings than ever before. The Chairman of the Commission

1



2 SECURITIES MARKETS INVESTIGATION

testified before the House A ppropriations Committee that the recent 
action in newly offered over-the-counter securities raised questions as 
to whether there are fdhns of manipulat ion. The National Associa­
tion of Securities Dealers has written to all members indicating con­
cern over the very large total of ou tstanding undelivered transactions 
(fai ls).  This letter  warned tha t there were $1,400 million of out­
stand ing over-the-counter contracts upon which delivery had not been 
made. The country’s largest brokerage firm has run a dozen news­
paper ads in the past 2 months urging investor caution. Other bro­
kerage houses have alerted employees to the danger of uninformed 
public speculation. Here is a quotation from a bulletin which one 
brokerage firm sent to its managers and registered representatives:

To any of you who were in the securities business in 1930 the above-listed 
items would be sufficient to aler t you and tell you th at there could be very rough times ahead for the securities business. To those of you who have recently entered this profession, I will tell you flatly tha t the warning flags are  flying, 
and it behooves every one of you to recognize this signal and to conduct yourself accordingly.

The congressional investigations of 1930-31 were bitte r ones as fa r as our industry is concerned. Out of these investigations came the Securities Act of 
1933, the Securities Exchange Act of 1934, and the SEC, but something far worse than  tha t came from the investigations. Our entire  industry was cast in an unfortunate role insofar as the public was concerned and we became the most popular “whipping boys” available. Our entire industry suffered under the 
last  for many long years. It  is only recently tha t the public has again come back into the market in strength and has made it possible for many of you to 
earn handsome salaries and live as successful businessmen.

I for one do not care to go through the early 1930’s again. There are several things tha t all of us can do right now.
1. The rules and regulations of the SEC, NASD, and the New York Stock 

Exchange are clearly written  and are available for study by each one of you. It  is the policy of this firm to abide by all of these rules. During the recent 
active markets—which of course have caused the events described in the first 
parag raph—many registered representatives have been critical of some of the rules under which we operate and work, and newly acquired customers have 
agreed with the criticisms. We do not write these rules but we do propose 
to abide by them and we can tell you tha t it is to your own advantage if you also accept and abide by the rules. At this stage of the market and for 
the reasons outlined above, acceptance of the rules can be your major con­tribution toward your profession.

2. Our network with busy wardroom offices provides a perfect workshop for 
manipulation of the securities market. Manipulation and “rigging” of markets 
is as old as our business. At the present time it is against  the law. Let each 
one of us make absolutely certain  tha t we a re not being used by irresponsible persons for the purpose of manipulating or affecting the price of any security. Be extremely cautious about entering orders for any group of speculators. We 
must carefully guard against being “used” by irresponsible and avaricious 
groups or individuals of any kind.

Our subcommittee cannot but be aware of these various pronounce­
ments concerning the current situation  in the securities markets nor 
can it  be unmindful of the responsibilities which it has to the Congress 
and to the public as to the adequacy of the protection afforded to 
investors and to the public by the various securities acts which are 
now on the books.

The Securities Act of 1933, relat ing to the tru thful disclosure of 
information about new security offerings, the Securities Exchange 
Act of 1934, relat ing to disclosure of information about listed secu­
rities and regulating practices in exchange and over-the-counter opera­
tions, and succeeding legislation which is administered by the Secu­
rities and Exchange Commission, represent legislation of which the



SECURITIES MARKETS INVESTIGATION 3

House  Com mitt ee on In te rs ta te  and Fo re ign Commerce and Congress 
are  jus tly  pro ud. These sta tutes  have g one  a lon g way in the  m iti ga ­
tio n and  elimination of undesirable pract ice s in the securi ties  f ield, in 
the resto rat ion  o f confidence in the  securi ties  m ark ets , and in the pr o­
tec tion of t he inv est ing  public .

Experience in the ad mi nis tra tio n of thes e acts , however, na tu ra lly 
has given rise  over  the  years  to var iou s suggestion s as to th ei r im ­
pro vem ent and th ei r wo rkabilit y, which  obviously could no t all  be 
an tic ipated  at  the time of th ei r or igi na l ena ctm ent . A  prog ram fo r 
rev isio n in the  lig ht  of such  experience  was  in te rrup ted by the  war . 
A t the ins tance of  the  House  Com mit tee on In te rs ta te  and  Fo re ign 
Commerce , the  Commission  renew ed discussions w ith  in du str y r elat in g 
to a revisio n prog ram , and fro m tim e to time since  h as pre sen ted  the  
resu lt of such  discussions to the commit tee fo r con sidera tion .

In  ad dit ion  to the responsibil itie s an d duties with  which  the SE C 
is charg ed re la tin g to disc losu re of  informat ion abou t l ist ed  secu riti es 
an d regu la tin g pra ctices in exchange an d over- the -co unter  opera tions,  
the Sec uri ties E xchange Ac t o f 1934, as a mended, imposed ce rta in  d u­
ties and responsibil itie s upon na tio na l securi ties  exchang es an d upon 
na tio na l securi ties  associations.  Tha t ac t req uir es th at  both the ex­
change  and the ove r-the- cou nte r ma rkets  should  be gov erned by cer­
ta in  rules fo r t he  p rotection of the publi c i n the con duct o f t he ir  ope r­
atio ns.  Tha t leg islation  when ena cted no t only pro vid ed  fo r ce rta in  
item s which should  be con tain ed in th ei r rul es bu t also dir ected  the 
Com miss ion to  make a stu dy  of  the  rules and re po rt  to the Congres s 
the res ult s of its  inv est iga tion toge ther  w ith  its  recommendations.

That  s tud y, toge ther  w ith  t he  Com mission ’s hear ings  int o the diffi­
cul ties  of  Richa rd  W hitney  & Co., led  to  a p rogram  of  r efo rms dr af te d 
wi th  t he  coo per ation of the  Commiss ion,  which  was  appro ved by the 
New Yo rk Stock Ex change  in Oc tober 1938. In  view of the more 
th an  20 y ears which  hav e elapse d since  th at tim e an d the experience  
which  necessarily grows ou t of the  ad min ist ra tio n of  such prog rams 
and of  the sta tut es , and in view of th e commen ts which recent ly an d 
cu rre nt ly  hav e been  made as to  toda y’s marke t con ditions , it  has 
seemed  to us th at it  is now high ly  ap pr op riat e ag ain to review these 
rul es governi ng  th e ac tiv itie s of  the  various  securi ties  m ark ets  to see 
wh eth er  th ey  are  ade qua te to  prote ct investors , to determ ine  j us t how 
they  are  b ein g admi nis ter ed  by the exchanges  and the over-th e-coun ­
te r asso ciat ions , an d wh eth er changes , modifications , or  expans ions o f 
the rules or  s ta tutes  are  d esi rab le now in the publi c i nte res t.

I t  is  our  f eel ing  th at  th e SE C prop er ly , as an arm  of  th e Congres s, 
now sh ould br in g up to d at e and en lar ge  up on the  stu dy  w hich it  was 
au tho riz ed  to make some 26 y ear s ago. For th is purpose, I  hav e in ­
tro duced House  Jo in t Res olu tion  438, which  would  au tho riz e to  be 
ap pr op riat ed  the  sum of  $750,000 fo r the Commiss ion to  make such 
stu dy  and inv est iga tion and repo rt  to  th e Congress by Ja nuar y 3, 
1963, th e result s of its  stu dy  tog eth er wi th  i ts recommen dations .

Our  fir st witness th is  mo rning is W ill iam Ca ry, Ch ai rm an  of  th e 
Securiti es and Ex change  Comm ission .

Ch airm an  Ca ry,  I  believe th is  is yo ur  fir st appeara nce before ou r 
subcom mit tee and I wish  to welcome you  he re as  well as to exp ress  
to  you and to  yo ur  fellow Com missioners the  con tin uin g interesT whi ch 
th is  subcom mit tee has  in the successfu l and effective ad min ist ra tio n 
by you  of  t he various sta tu tes  which  have been en tru ste d to  you.
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STATEMENT OF W ILLIA M L. CARY, CHAIRMAN OF THE  SECURITIES
AND EXCH ANGE COMM ISSION; ACCOMPANIED BY COMMISSIONER
BYRON D. WOODSIDE; COMMISSIONER J. ALL EN FR EA R;  FRAN K
J. DONATY, COMPTRO LLER; PH IL LIP  A. LOOMIS, JR ., DIRECTOR
OF THE DIV ISION  OF TRADING  AND EXCHAN GES; MANUEL F.
COHEN, DIRE CTOR OF T HE  DIVISIO N OF CORPORATION FIN AN CE ;
WA LTER P. NORTH, ASSISTANT GEN ERA L COUNSEL; ALLAN CON-
WI LL , GEN ERA L COUNSEL; AND AR THUR  FLEISC HER, JR ., LEGAL
ASSIS TANT TO TH E CHAIRMAN

Mr. Cary. Thank you, Mr. Chairman.
Mr. Chairman, I am William L. Cary, Chairman of the Securities 

and Exchange Commission. I am accompanied today by my col­
leagues, Commissioner Woodside and Senator Fre ar on this side, 
and by certain members of my staff, including Mr. Donaty, our Com- 
troller, Mr. Loomis, the Director of the Division of T rading and Ex­
changes, Mr. Cohen, the Director of the Division of Corporation Fi ­
nance, Wal ter North, our Assistant  General Counsel, Allan Con will, 
our General Counsel, and my legal assistant, A rthur Fleischer.

I have a prepared statement, but in pursuance of your general policy 
I would prefer not to read it, although I may read one or two excerpts 
directly, but to summarize it as we go along.

Mr. Mack. Mr. Chairman, you may read your entire statement, or 
we can insert the entire statement into the record at  this  point.

Mr. Cary. I think  you have copies of the statement. I would like 
to insert t ha t as part  of the record, and then to summarize it, if I  may.

Mr. Mack. Without objection, the ent ire statement will be inserted 
at th is point.

(Mr. Cary’s statement follows:)
Statement of William L. Caky, Chairman of the Securities and Exchange 

Commission

Mr. Chai rman and members of the committee, I am William L. Cary, Cha ir­man of the Securities and Exchange Commission. I am accompanied  today by 
Commissioner Woodside and Commissioner Erea r, and by cer tain  members of the Commission’s staff.

I.  INTR ODU CTION

We a re here at  your invitation to test ify on House Joint  Resolut ion 438. We 
welcome and hea rtil y support this resolu tion and consider it a most timely 
proposal. This resolu tion would amend the Securities  Exchange Act of 1934 by 
adding a new subsection, to be designated subsection (d), of section 19 of that  
act. Subsection (d) would auth orize and direct this  Commission to make a study and investiga tion of the  adequacy, for the protec tion of investors, of the 
rules of nat ional securities exchanges and nat ional secu rities associations , in­cluding rules  for the expulsion, suspension, or disciplining of members for  con­
duct incons isten t with  just  and equitable  principles of trade. The Commission 
is also directed to repo rt to the Congress on or before Janu ary 3, 1963, the re­
sults  of its study  and securities markets have occurred with  respect to the 
amount and kind of public par ticipation,  the size of the markets  themselves, the meth<xls of dis tributin g and selling secur ities , and the trading prac tices on the exchanges and in the over-the-counter market.

Because of the lack of deta iled info rmation  abou t many of the developments 
in the securities markets, a void which would l>e cured at leas t in pa rt by the proposed investigation, I caution that  my rem arks which follow form at  most a 
genera l indica tion of the direction of any inquiry . We have not yet  had 
the opportuni ty to form ulat e a deta iled  plan. If House Joi nt Resolution 438
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is  en ac ted,  fu r th e r p re para ti on  an d th e co ur se  of  th e in ve st ig at io n it se lf  w ill  
un do ub tedl y su gg es t pert in en t an d es se ntial  a re as of  in quir y beyond  th os e which  
I di sc us s toda y.

V. CH AN G ES  IN  T H E  SECU RIT IE S M ARKET S

As ba ck gr ou nd  I sh ou ld  lik e now to  tu rn  to  a di sc us sion  o f cert a in  of  th e ba sic 
ch an ge s in  th e se cu ri ti es  m ar ke ts .
1. Gro wth  of  pu bl ic  par tici pa tion  a nd  trad in g vo lu m e

Perh aps th e mos t sign if ic an t m ark et ch an ge s, which  are  la rg el y re sp on sibl e 
fo r man y of th e  oth er s I sh al l di scus s, are  th e  sh ee r in cr ea se  in siz e of  th e 
se cu ri ti es  m ar ket s an d th e gr ow th  of  pu bl ic  par ti ci pat io n . As  to th is  la tt e r

•  po int, al l pu bl ishe d data  in di ca te  th a t th e ba se  of  sto ck  ow ne rshi p has  g re at ly  
ex pa nd ed  an d th a t th e ra te  of  gr ow th  of  pu bl ic  part ic ip ati on  in  th e m ark ets  has  
bee n ac ce le ra ting . F or ex am ple, a ce ns us  of  sh ar eh old er s mad e by th e New  
York Stock Exc ha ng e show s th at,  duri ng th e  7-ye ar  pe riod  from  1952 to  1959, 
th e nu m be r of  sh ar eh old er s doub led , an d th a t duri ng th e pe riod  from  1956 to

* 1959 th e nu m be r of  sh ar eh ol der s in cr ea se d a t a ra te  o f nea rl y  1%  mill ion a ye ar .
It  is high ly  pr ob ab ly  th a t th is  di ffus ion of  stoc k ow ne rshi p has in je ct ed  in to  

th e m ark et an  in cr ea si ng  nu m be r of  pe rs on s hav in g sl ig ht ac quai nta nce  w ith  th e 
in tr ic ac ie s of co rp or at e fin an ce  a nd sto ck  m ark et op er at ions .

Th e g re a te r pu bl ic  part ic ip ati on  in  th e se cu ri ti es  m ar ket s has  ac co mpa nied  
a st a rt li n g  gr ow th  in th e  vo lume of  tr ad in g  in  thos e m ar ket s.  F or ex am ple,  
tr ad in g  on th e New Yo rk Stoc k Exc ha ng e has ex pa nd ed  fr om  an  av er ag e da ily 
vo lum e of  1,980,000 sh ar es  in  1950 to  an  av er ag e da ily vo lume of  4,500 .000 
sh ar es  th us fa r  in  1961. In  th e ov er -the -c ou nt er  m ar ket , th e nu m be r of  stoc k 
issu es  qu oted  in th e “shee ts ” ha s ex pa nd ed  from  ap pro xim at el y 5,200 in  1951 
to ov er  7,500 a t th e pre se nt tim e. Note espe cial ly  th a t th er e ha s been an  in cr ea se  
of  a pp ro xi m at el y 1,500 tr aded  issu es  in  th e la s t 2  y ea rs .
2. Ch anges in m etho ds  o f di st ribu tion  and m ark et in g

Ac compa ny ing th e  gr ow th  of pu bl ic  part ic ip ati on  in  th e  se cu ri ti es  m ar ket s 
ha ve  been  ch an ge s in  th e metho ds  of  d is tr ib u ti ng  an d se lli ng  se cu ri ties , su ch  as  
th e sp re ad  of  br an ch  offices, th e em ploy men t of  par t- tim e sa lesm en , and th e us e 
of  nov el metho ds  to d is tr ib u te  cert a in  se cu ri ties . The se  ch an ge s ra is e qu es tio ns  
as  to  p ossib le ass au lt s up on  the  in te gri ty  of m ar ket in g  pr oc ed ur es .

The  nu m be r of cu st om er s’ m en  re gis te re d w ith  th e New  York St oc k Exc ha ng e 
ha s in cr ea se d from  10,608 in 1950 to 27,896 in  196 1; th e nu m be r of  cu st om er s’ 
me n re gi st er ed  w ith th e  N at io nal  Assoc ia tio n of  Sec ur it ie s Dea le rs , Inc. , has  
in cr ea se d from  28,794  in 1950 to 93,351 in 1961. M an y se cu ri ti es  sa le sm en  wor k 
on a par t- ti m e b a s is ; man y ha ve  no  part ic u la r qu al if ic at io ns  to  se ll se cu ri ti e s ; 
an d mos t im po rt an t,  m an y a re  not su bje ct  to th e kin d of  su pe rv is io n which  
in su re s hi gh  et h ic al  st andard s.  The  po ss ib il ity ex is ts  th a t th es e fa c to rs  may  
ha ve  led  to  qu es tion ab le  m er ch an di si ng  te ch ni qu es . Th ey  also  ha ve  u nd er m in ed  
th e im port an t pe rs on al  re la ti onsh ip  be tw ee n br oker  an d cu stom er  in  which  th e 
br ok er  se ek s to asc ert a in  w het her  th e se cu ri ty  is  su it ab le  fo r a  p art ic u la r 

■ cu stom er .
The  gr ow th  of  br an ch  offices is  anoth er  as pe ct  of  th e tr end  to see k a ma ss  

m ar ket  f o r se cu ri ties . The  n um be r of  b ra nch  offices m ai nta in ed  by mem be r fir ms 
of  th e New  Yo rk Stoc k Exc ha ng e ha s in cr ea se d from  1.661 in 1959 to  3,166  a t 
th e en d of  1960. Some  mem be r firms  duri ng th is  pe riod  ha ve  treb led th e nu mbe r 
of  t he ir  re ta il  ou tlet s.  T hi s de ve lopm en t has  in cr ea se d th e prob lems of  tr a in in g  
an d su pe rv is io n of  sa lesm en , th e  re gu la tion  of  wh om  is  so im port an t be ca us e of  
th e ir  im m ed ia te  co nta ct w ith th e publi c. Moreover, th e ta sk  of  su pe rv is io n is 
ag gra vat ed  by th e  em ploy men t of  par t- ti m e or in ex pe rien ce d re gis te re d  re pre ­
se nt at iv es , p a rt ic u la rl y  in  th e m utu al  fu nd  ar ea . Furt her m ore , some  re gis te re d 
re pre se nta tives  may  s ol ic it  fr om  d oo r to  do or  a nd  o per at e from  p ri vate  re side nc es  
re m ote f ro m  t he ir  su pe rv isor s.

The  ab ov e-d escri be d di ffus ion of  re sp on sibi li ty  th ro ughout th e tr ad in g  an d 
dis tr ib ution  pr oc es s pre se nt s se riou s prob lems. On th e pur el y m ec ha ni ca l level, 
th e he av y tr ad in g  vo lume has mad e it  dif fic ul t fo r m an y bro ke r- de al er s to  ke ep  
cu rr en t th e  books an d re co rd s re qu ired  by s ta tu te  an d ru le s of  th is  Co mm iss ion . 
As a fu rt h e r il lu st ra ti on , th er e appea r to  be a gr ow in g nu m be r of  in st an ce s in 
which  br ok er -d ea le rs  ha ve  fa iled  to  de live r se cu ri ti es  or th e pr oc ee ds  of  sa le  
of  se cu ri ties . Th e de ce ntr al iz at io n of co nt ro l, co up led  w ith  th e influ x of  in ex ­
pe rie nc ed  sa lesm en , su gg es ts  th e po ss ible de ve lopm en t of  a lower ing of  st an d ard s 
in m ar ket  ope ra tion s.
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VI.  TH E OVER-THE-COUNTER MARKET

The expand ing over-the -counter mar ket,  and the  issues trad ed in th at  mark et, 
pres ent problems which clear ly are  within  the scope of the inquiry direc ted by 
House Joint Resolutio n 438. Ther e is a lack of basic infor mati on concerning the 
over-the-counter market. For  example, unlike the  exchange mark ets, the  volume 
of trad ing  is not known. Thus, it  is difficult to determine  which secu rities are  
active and which inactive or whethe r price  incr ease s or decreases in a security 
have been accompanied by sli ght  or heavy trading.

Fund amental info rma tion  is also abse nt with respe ct to the issues  traded  in 
the  over-the-counter mar ket.  We note th at  issu ers havin g securities registere d 
on a nat ional secu rities exchange  are  required  to file with the Commission 
monthly, semi annu al and ann ual rep orts  esse ntial ly deta iling  the ma teri al events 
which have occurred dur ing the  repo rtin g period, including financia l data, 
mergers, and tra nsa ctions with  insiders. Sim ilar rep orts  must be filed by othe r 
issuers which have regis tered , under the  Secu rities Act of 1933, securities of a 
class aggregat ing more tha n $2 million. A lar ge but  unknown number of issuers, 
in whose secu ritie s the re is a sub sta ntial public interest, are  n ot subject to these 
repo rting  re quire ments. Thus, the inves ting public is deprived  of financial info r­
mation with  respe ct to these  companies, a void emphasized by the fac t th at  many 
of them do not even app ear  in the  sta nd ard  financ ial refere nce works. This 
absence of da ta is par tic ula rly  unfor tun ate  in the over-the-counter ma rke t area , 
where a gre at numbe r of companies are  speculative  or unseason ed ventu res. In 
summary , we note this gap in the full disclosure requirements of the securities 
laws and sta te our view th at  any inves tigat ion should concern itse lf wit h this 
fun dam enta l problem  of th e over-the-counter market.

Other quest ions for  inqu iry with  respe ct to the over-the-counter marke t rel ate  
to mar keti ng and tra din g processes, which are  conducted  by a multitude of 
brok ers and dealers . Adequate info rma tion  concerning many aspects of these  
processes  is not known. As mentioned above, da ta concernin g volume of tradi ng, 
both in the aggregate and in pa rticu lar  issues, is not available and disclosure 
concerni ng m any issuers whose securi ties are  t rad ed in this  m arke t is inadequate . 
Among the  problems which have aris en is th at  presented by secu rities whose 
ma rke t price rises shar ply  immediately af ter an ini tia l public offering. It  will 
be necessary to consider w heth er these incre ases  res ult  solely from normal forces 
of supply and demand  or whether unwholesome or even man ipula tive pract ices 
have  contr ibute d. The proposed stud y should provide imp orta nt info rmation 
concernin g the actu al opera tion of the over-the-counter ma rke t and the adequac y 
of the  ru les governing tra din g in th at  market.

VII. EXC HAN GE RULES

Although the  Excha nge Act gra nts  to the Commission broad  powers over 
the  exchanges , the Commission has  in general lef t to the exchanges the policing 
of the ir own members. This  approach reflects the  view th at  the exchanges  can 
and should exercise  a sub stantial meas ure of self- regul ation  and self-disc ipline 
subj ect to the  sta tut ory  sta nd ard s and the ult imate  autho rity  of the Com­
mission.

As thi s committee  knows, the Commission recently  announced th at  it  was 
inve stigatin g the rules, policies,a nd proced ures of the American Stock Exchange 
rel ating  to the conduct of speci alists and othe r members. I do not know wha t 
the res ult s of the  investiga tion  will show, and I believe th at  it would be im­
prop er and un fai r to make any comment on it before the staff  has  completed 
its  stud y and reported to the Commission. I would ant icip ate  tha t, if House 
Joi nt Resolu tion 438 were enacted, we would coord inate  our investigation of the  
American Stock Excha nge with a stud y of the  rule s and pract ices of othe r ex­
changes to deter mine  whether, and the  extent  to which, any changes in such 
rule s and prac tices m ay be necessary.

VIII.  PROBLEMS OF FINA NC ING

Two aspects of the  employment  of cre dit  in the securities marke ts wa rra nt  
specia l atte ntio n. The first is the  exten sion of c red it by banks on over-the-coun­
te r secur ities. Thi s is large ly unre gula ted under exist ing laws. The second is 
the  app are nt growth of nonbank credit, including loans by moneylenders.

Under the  exis ting  provis ions of the  Securities Exchan ge Act, the prom ulga­
tion  and interp ret ati on  of regu lations concerning cred it extens ion are  the re-
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sponsibility of the  Board of Governors of the  Fed era l Reserve System. I t is 
the  du ty of th is Commission to  enforce  these regulations. Generally, members of 
exchanges and broker-dealers who do business through  members are proh ibited 
from extending credit on over-the-counter secu rities and may lend only in the 
amount provided by regu lation T, p resently  30 percent, on se curi ties traded on an 
exchange. Regulation U, applicable to banks , provides that  no bank shal l make  
a loan secured  direc tly or indirectly by stock for  the purpose of purc hasing or 
car ryin g stock registere d on an exchange in an amount exceeding the  maximum 
loan value  of the  co llate ral, presently  30 percent. Exten sion of cr edit  by pe rsons 
other than banks and broker-dealers is not regulated. Thus the re are  gaps and 
inconsistencies in the  present pa tte rn of secu ritie s credit regula tion. It  would 
be app ropriate to inquire whethe r credit res tric tions should be imposed on banks  
with respe ct to over-the-counter securities , and fu rth er  whethe r persons  other 
tha n banks and  broker-dealer s should  be subject to the  margin requi rements.

IX . DIS TR IB UTI ON ON EX CHANGES

Final ly, mention should be made of dis tributio ns of secu rities through the 
faci litie s of the stock exchanges. While the  Commission’s rules perm it dis trib u­
tions  to be effected on exchanges under plan s designed to prevent man ipulative  
or deceptive pract ices, the re is evidence th at  sub stantial dist ribu tion s not con­
trolle d by these  plans have  occurred through  the  tradin g fac iliti es of the ex­
changes. I t is not clea r th at  all such tran sac tions have been made under cir ­
cumstances provid ing adeq uate  protection  to the  public. The extent  of this 
practice, the  problems aris ing  under it  and  the possible need for  the esta blish­
ment  of special contro ls requ ire study.

x .  CO NC LU SION

Since the marke t co llapse which led to the  enactm ent of the  Federal  secu rities 
laws, there has  been a rebui lding of public confidence in the  secu rities markets. 
This  res toration of confidence is  the res ult  of both efforts  at  self- regulation  by 
indust ry and the  enactme nt of the Federal  secu rities laws  and the ir adminis­
tra tio n by thi s Commission. A thorough inve stiga tion of the  chara cte r contem­
plate d by the resolu tion is both necessary and app rop ria te in the ligh t of chang­
ing conditions in the  securities marke ts.

XI. MOD IFICATIONS PROPOSED

Final ly, I would like to sugges t two modifications which we believe should 
be made in House Joi nt Resolut ion 438. First , the  resolution should be amended 
to provide th at  the  Commission may report  from time to time the  resu lts of 
its  study to the Congress, but  that  the  final rep ort  should be made on or be­
fore  January 3, 1963. If the  result s of our study indicate  that  any par ticula r 
are a requ ires  prompt legislative  action, the  Commission should be free  to re­
port and make recomm endations to the Congress on th at  ma tter without wait­
ing unt il the  study is completed. Second, the resolution  should be amended  to 
provide th at  personnel required by the Commission f or the  conduct of the study 
and inves tigat ion may be employed withou t regard to exis ting  civil service re­
quirements. The resolu tion as wr itte n would app ear  to subject the recruit ing 
of all personnel except atto rneys to the rule s and limitat ions of the  civil serv­
ice system. It  would fac ilit ate  the  employment of qualified personnel on a 
tempora ry basis  if we were not requ ired  to conform to civil service  requ ire­
ments. We suggest, therefore, that  the  resolu tion be amended to permit  us to 
(a) appo int and fix the compensation of a dire ctor  and  such assis tan t di­
recto rs as may be requ ired  withou t regard  to the  provisions of the  laws ap­
plicable to the  employment  and compensation of officers and employees of the  
United States, provided  that  individual compensation will not exceed $18,500 
per annum; (ft) appoint professional  and technical employees for car rying out 
th study and investigation without regard  to the  civil service law’s, rules, and 
reg ula tion s; and (c) secure the tempora ry or int erm itte nt services  of exp erts  
or co nsu ltatants a t rate s fo r individuals not to  exceed $100 per diem.

Mr. Cary. As you have already stated, we are here to testify on 
House Jo int Resolution 438. I want to say first of all that  we wel­
come and heartily support this resolution and consider it a very timely 
proposal. In elfect, as I see it, this resolution would, first of all,
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authorize and direct the SEC to study and investigate the adequacy 
for the protection of investors of the rules of the national securities 
exchanges, and the national securities associations; further, that we 
should report to Congress on or before Ja nua ry 3, 19(53, the result of 
our investigation plus recommendations; and, finally, the joint reso­
lution provides for an appropriat ion of $754),()()().

With respect ot that $750,000 appropria tion, I would like to make a 
special comment. I think it is most needed. Our present budget, 
as I  see it, and our manpower, will not support a thorough study of 
the exchanges and over-the-counter markets at this time. As I  have 
said in the prepared statement, the constant danger in our Commis­
sion is tha t with market activities and flotations at an all time high, 
we become so overwhelmed with immediate problems, jus t the admin­
istration of the acts, that we are virtually forced to concentrate all 
our funds and manpower upon them and cannot do any long-range planning.

I think  tha t is what this appropriation and this study would offer to us.
I have inserted along with the statement, an appendix, Mr. Ch air­

man, dealing with precedents for our study, preceding studies made 
pursuant to authorization by Congress. I would like also to insert tha t as a par t of the record, i f I may.

Mr. M ack. Without objection, it will be included in the record.
(Appendix referred to above follows:)

Appendix to SEC Statement on House J oint Resolution 438
ST UDIE S CONDUCTED  BY T H E  SEC

The Securities Exchange Act of 1934 d irected this Commission to make sev­era l studies. Thu s:
(a)  Section 11(e) called for a stud y which the Commission made on the fea sib ility and  advi sabi lity  of completely segre gating the funct ions of a deale r from those of a broker . A r eport  was made thereon  to Congress on on  Jun e 20, 1936, recommending ag ainst such segregation.
(&) The original section 12(f) ordered a study by the Commission of unli sted  trad ing  on the stock exchanges. The present section 12(f) , en­acted in 1936, was th e result.
(c) Section 19 direc ted the  Commission to stud y cer tain  aspec ts of the rules of the stock exchanges. The results  of this study  were set for th in a report to Congress on January 25, 1935, which contained recommenda­tions  in 11 areas. The recommendations were not, however, for legisla ­tive  action but  ra ther  for action  to he taken by the exchanges themselves. The exchanges took such action.
(d)  Section 211 of titl e II of the  1934 act, which was actually  an amend­ment  to and became section 28 of the Securities Act of 1933, led to an ex­

haustive study and an eight-volume report by the Commission which was in turn  followed by the enac tmen t of both cha pter X of the Bankrup tcy Act and the T rust I nde ntu re Act of 1939.
The Publ ic Util ity Holding Company Act of 1935 included a direct ion in sec­tion  30 th at  this Commission study and report to Congress upon numerous aspe cts of inves tmen t trusts . The resu lting  report led to the enactment  of the Inv estm ent  Company Act of 1940.
The Inve stment Company Act conta ins a contin uing author izat ion in section 14(b) for  the  Commission to study and repo rt to Congress from time to time on the  size of inves tmen t companies and  resulting problems which involve the public  intere st or protection  of public investo rs. Such a study has been sub­sta nti all y completed through portions of the  report are  yet to be prepared. It shou ld be noted that  although we have been able to car ry the  cost of this  study (a  litt le over $85,000 to date) with in our  reg ula r operating budget by spread­ing it over several successive years,  the bulk of the  manpower required to make
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the study and report has  been supplied by the secu ritie s research  uni t of the 
Wharton School of Finance and Commerce of the Unive rsity of Pennsylvania, 
which was reta ined  by the  Commission for that  purpose, and tha t a minimum 
of the time of the Commission’s own staf f has been devoted to the  study.

In addi tion to the  foregoing express sta tutory  directions and  autho rizations 
by Congress for  this  Commission to make stud ies and reports of the type under 
consideration , which are  the tru ly comparable histo rica l precedents  for  the  
resolu tion now under consideration, othe r stud ies and repo rts or comments by 
the  Commission have resu lted  from time to time from requests  by commit tees 
of Congress that  this agency submit its  comments or give testimony on pro­
posed legis lation.

• M r. Cary. Without going into those precedents, I would like to 
go back to this study as proposed. It seems to me tha t it is important  
because we do not have current data on market practices, the last 
study being something over 20 years ago. There has been a tre-

* mendous increase in the size of the securities markets, a growth in 
trad ing volume, changes in methods of distribut ion and trading, and 
new types of investment media. We have, naturally, some acquaint­
ance with these changes, but we lack any refined data upon them.

The question, therefore, comes up to us now whether our present 
rules adequately protect investors in the light of these changed market 
conditions. What  new rules are needed?. What now unregulated 
areas of the securities markets need regulations? Wha t rules need 
change ?

The remarks tha t follow provide only a general indication of the 
nature  of the inquiry. If  House Jo int  Resolution 438 is enacted, 1 am 
sure that fur ther preparation and study will suggest pertinent areas 
of inquiry beyond those that  are discussed in this opening statement.

Now I would like to move on to sort-of-a-background picture of 
the economic changes that have taken place. Fi rs t of all, perhaps the 
most significant change is the growth in publ ic pa rticipation. Public 
ownership of securities has expanded. A New York Stock Exchange 
survey shows that  during 1952-59, the number of stockholders 
doubled. What is the importance of  this data ? The proliferation or 
increase of stock ownership has injected into the market an increas­
ing number of inexperienced investors. In addition, there has been 
a substantial growth in trading. Trading  on the New York Stock 
Exchange has increased from 1.9 million in 1950 to over 4 million

• shares in 19(51. On the over-the-counter market, the number of issues 
in the sheets has increased from 5,200 in 1951, to over 7,500 at present. 
By the way, there has been an increase of 1,500 in the last 2 years, 
1.500 out of 7,500.

* There have also been changes in marketing methods. Today, many 
buyers and sellers in the market are uninformed, except in a vague, 
general way, about corpora te financing and market operations. Thus,  
it is important to have a personal relationship between the brokers, 
and the customers in which the broker seeks to ascertain whether  at 
security is suitable for a particu lar customer.

Recent developments in marketing methods may have undermined 
this relationship, this personal relationship, and it also may have led 
to questionable merchandising techniques. These recent developments 
to which I refer include the fact that there has been an enormous in ­
crease in customers men. Brokers registered with the New York 
Stock Exchange have increased from 10,600 in 1950 to  27,800 in 1961. 
In the National Association of Securities Healers, die increase has
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been fro m 28,794 in 1950 to 93,300 in 1961. Bes ide th is num ber s prob ­
lem, there are  fu rthe r difficu lties flowing fro m the  fact  th at  ma ny 
salesmen work par t time. They hav e no pa rt icul ar  qua lific ations. 
An d they are  not  subject to the  typ e of  s uperv ision which em phasizes 
eth ica l sta ndard s.

An othe r ele men t o f grow th  ha s been of branch  offices. The numb er 
ma int ain ed  by m emb er f irms of  th e New Yo rk Stock Ex change ha s in­
creased fro m 1,661 in 1950 to 3,166 at  the  end  of 1960. Th is has in ­
crea sed th e prob lem  of trai ni ng  an d superv ising  employees, which  has , 
in tu rn , been ag grav ated  by the numb er of  inexperienced  salesmen, 
pa rti cu la rly  in the  mutu al fund  field. Th ere has  been doo r-to -door 
sol ici ting and opera tio n fro m pr ivate resid ence  aw ay fro m any  supe r­
vision .

W ith th is diffusion of res pons ibi lity, coupled  wi th the influx of  in­
experienced salesmen,  there is a pos sibility, at  least wo rthy of  ex­
am ina tion a nd  stu dy , o f th e deve lopment of a lo wering o f s tand ards  in  
mark et opera tions.  To give two  examples, there has been evidence 
of the  fa ilu re  of bro ker s and dea lers to keep req uir ed books  and 
records. They sim ply  cannot keep up  wi th the volume. Th ere  has 
also been a fa ilu re  of b rok er-dea lers to del ive r securi ties  and the  pr o­
ceeds of  sale to customers. Th is is some times know n in the  indu str y 
as “f ai ls. ”

The next  po in t I would like  to re fe r to is the ove r-th e-counte r 
ma rket.  He re  I  would like  to  rea d fro m my sta tem ent, if I  may.

Th e expa nd ing over- the -co unter  mark et,  and  the  issues tra de d in 
th at mark et,  pre sen t problems which clearly are  wi thin the  scope of  
the inq uir y directed  by House  J oin t Resolution 438. There  is a lack  
of  bas ic inform at ion con cerning the  ove r-th e-counte r marke t. Fo r 
exa mple, un like the exchange ma rke ts,  the volume of  trad in g is not 
known.  Thus,  it  is difficult to det erm ine  which securi ties  are  act ive  
an d which  ina ctive  or  wh eth er price  increases or  decreases in a 
security hav e been accomp anie d by sli gh t or  heavy tra ding .

Fu nd am en ta l in form ati on  is also absent wi th respec t to issues 
tr ad ed  in  the ove r-the- cou nte r ma rket.  We  note th at  issuers havin g 
sec uri ties reg ist ere d on a na tio na l securit ies exchange are req uir ed to 
file wi th  the Commission mo nth ly,  sem iannua l and annual repo rts  
essent iall y de ta ili ng  the  mater ia l events which have occurre d du rin g 
th e repo rt ing per iod , inclu din g fina ncia l da ta,  merge rs, and tra ns ac ­
tio ns  w ith  inside rs.

Si mila r repo rts  mu st be filed by othe r issue rs whi ch have reg is­
ter ed , un de r the Sec uri ties Act  of 1933, securit ies of a c lass ag greg at ­
in g more th an  $2 mil lion . A lar ge  bu t unk nown numb er of issuers, 
in  whose securi ties  t he re  is a subs tan tia l pub lic intere st,  are  no t sub ­
jec t to thes e re po rti ng  requirement s. Thus,  the  inv est ing  public  is 
de pr ived  of  financ ial in form at ion wi th  resp ect  to thes e companies, a 
void empha sized by the fact  th at many of  them  do no t even ap pe ar  
in  the stan da rd  fina ncia l reference  work s. Th is absence  of da ta is 
pa rt ic ul ar ly  un fo rtu na te  in the  ove r-th e-counte r mark et area, where 
a gr ea t numb er of com pan ies are  spe culativ e or  unsea sone d ventures. 
In  sum ma ry,  we not e th is ga p in the fu ll disc losu re requir ement s of 
the securi ties  law s and state ou r view th at  any  inv est iga tion should 
concern  its el f wi th  this  f un damen tal  problem of the  o ver -the-coun ter 
mark et.
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Other questions for inquiry with respect to the over-the-counter 
markets relate to marketing and trad ing  processes, which are con­
ducted by a multitude of brokers and dealers. Adequate inform a­
tion concerning many aspects of these processes is not known. As 
mentioned above, data  concerning volume of trading, both in the 
aggregate  and in parti cular issues, is not available and disclosure 
concerning many issuers whose securities are traded in this market 
is inadequate. Among the problems which have arisen is tha t pre­
sented by securities whose market  price rises sharply immediately 
after an initia l public offering. It  will be necessary to consider 
whether these increases result solely from normal forces of supply 
and demand or whether unwholesome or even manipula tive prac­
tices have contributed.

The proposed study should provide important information con­
cerning the actual operation of the over-the-counter market and the 
adequacy of the rules governing trad ing  in that market.

Now, moving away from the prepared statement to a summary of 
it, I  would like to touch brifly upon the question of the exchange rules. 
The Exchange Act grants to the Commission broad powers over the 
exchanges. But the Commission has generally left to the exchanges 
the policing of its own members. The view has been tha t the ex­
changes can and should exercise a substantial measure of self-regula­
tion, subject to statutory standards and the u ltimate authority of the  
Commission. At this  time, however, and pursuan t to that policy, there 
is pending, as you know, an investigation of the rules, policies, and 
procedures of the American stock exchange relating to the conduct 
of specialists and other members. I will not make any comment on 
tha t at this time. The investigation itself, is just  recently underway. 
However, I can say tha t if this House J oin t Resolution 438 is enacted, 
we expect to coordinate this American Stock Exchange study with a 
general study of the rules and practices of other exchanges.

Tha t br ings me to the next problem I want to refer to, the problem 
of financing. It  seems to me that there are at  least two major problems 
or aspects of the employment of credit in respect of securities loans. 
One, there is the extension of credit by banks on over-the-counter 
securities, and, two, the apparent growth of nonbank credit, including 
loans by moneylenders.

In  the prepared statement which you have, we have set out a gen­
eral outline of the  margin requirements. Of course, the promulgation 
and the interpreta tion of rules with respect to margin responsibility 
is vested in the Board of Governors of the Federa l Reserve System. 
The Commission enforces these regulations. If  I  can speak generally 
about this field of credit, I would say that  there are no prohibitions 
on banks lending against over-the-counter securities, and there is no 
present regulation of others than banks and broker  dealers. In other 
words, no present regulation really directly of moneylenders.

The extent, i f any, of fur ther control would, of course, be a question 
for this study. There are gaps  and inconsistencies in the present pat­
tern of securities credit regulation. I think  we would have to inquire  
whether we should impose credit restrictions on banks with respect 
to over-the-counter securities—when I  say “we,” 1 mean whether the 
Federal Reserve Board should set them—and then whether or not we 
should subject persons o ther than brokers and dealers and banks to 
margin requirements.
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Now, moving on to a few general conclusions, there has been a rebuilding of public confidence in the market since the crash of 1929. through self-regulation by industry , the enactment of the Federal securities laws and administration  by the Commission. We believe that an investigation of the characte r contemplated is necessary and appropriate  in the light  of changing conditions in the securities markets.
With respect to the joint resolution itself, there are a few proposals for modification of a relatively minor  nature, which I do wish to bring to your attention.
The first is tha t the Commission should be expected and permitted to report  to you from time to time. Natural ly, there will be a final report  c-n or before .January 3, 19(53, as your resolution indicates, but I would hope tha t the Commission would be free to repor t to Congress without waiting  until the completion of the study, if we find a par ­ticula r matter which needs remedy either through legislation or, in­deed, if we find tha t we have the power, through tightening our rules and regulat ions and perhaps having proposals to that effect.
I also would suggest that the House joint resolution should provide tha t personnel required for the study may be employed without regard to existing civil service regulations and requirements. I have detailed in the statement the precise forms of exceptions in th at area which we would like.
I believe that concludes my opening statement, Mr. Chairman. I am here to attempt to answer your questions.
Mr. Mack. Thank you very much, Mr. Chairman. We are  glad to have your statement and to know that you are suppor ting the pro­posed resolution.
Mr. Cary. Indeed we are. We heartily  support it.
Mr. Mack. I would like to inquire whether or not you feel tha t the $750,000 included in the resolution would be adequate to conduct a thorough study into the exchanges and over-the-counter markets.Mr. Cary. Mr. Chairman, we may have some of the tendencies of all governmental agencies that we don't  think any amount is sufficient. But, on the other hand, star ting  with the proposal as we look at it, we believe that  it would provide us with a very substantial base. If  we find that, our studies have proceeded and proved to be worthwhile we might  come back to you for more. But at the present time, we would accept tha t figure as a start and expect to try to live within it, and try  to produce a good study.
Mr. Mack. You do think at this time it would be sufficient.Mr. Cary. I do, yes.
Mr. Mack. I noticed that you included in your appendix several additional studies which the Commission has conducted. 1 appreciate having tha t appendix included along with your statement. The first study called for a study by the Commission, which the Commission made on feasibilities and advisability of completely segregating the functions of a dealer from those of a broker.
Mr. Cary. Yes.
Mr. Mack. That study I see was concluded on June  20, 1936. I)o you think this matter would appropriate ly be included in a study as set out in this resolution ?
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Mr. C ary. On that  question, Mr. Ch air ma n, since I have been so 
brief ly with the  Commission, 1 th ink I would like  to get  the  views 
of our Direc tor  of  T ra di ng  and Excha nge s, M r. Loomis.

Mr. Mack. Would  you  i dent ify  yo urself fo r the  reco rd ?
Mr. Cary. It  is P hi ll ip  Loomis, Di rec tor  o f the  Tra di ng  E xchange 

of the  Commission.
Mr. Loomis. I am not sure th at  it would be necessary to go into it 

as exh aus tively  as was done at th at  time, or feas ible  wi thin the  
general  lim ita tio ns  of  th is overall  stu dy , but I would  presume  th at  
we would take an othe r look at th at  subject also, if th is stu dy  was 
commenced.

Mr. Mack. You feel th at  the  reso luti on is bro ad enough  to perm it 
the Commission  to stu dy  th is  area (

Mr. Loomis. 1 do, sir , because th is could  lie done  by exchange 
rules  if  so desi red or  by legis lation.

Mr. Mack. Tha nk  you very much.
The  Ch ai r would like  to recognize the othe r members of the  sub­

committ ee at th is time. Mr. Din gel l, do you have any  ques tions?
Mr. Dingellu Th an k you,  Mr. Ch airma n.
Mr. Ch airma n, I commend you on a v ery  fine s tate ment. I have  in 

mind some questions abo ut the r esolution.  'I louse .Joint Reso lutio n 438. 
I wou ld like to re fe r y ou to pag e 1, at the bot tom , the  su bsec tion, and  
the  top  of page 2, whe rein  the re is lan guage  se tting  fo rth  the  scope 
of au thor ity  of  the  Comm ission to inv est iga te the  securi ties  marke t 
opera tions within th at  org ani zat ion . I was wondering  if you can 
tell us wh eth er th is will inc lude au thor ity  to the Commiss ion to make 
a st udy of mu tua l fun ds,  managem ent pra ctices  in h an dl ing o f m utu al 
fun ds,  issuances  of  new m utual fund  stocks and sh ares ?

Mr. Cary. I am g lad  you asked tha t question, Congressm an Din gell . 
I f  you read  thi s resolution  na rro wl y, the re mig ht be a question of 
wh eth er or  not it is a imed at mu tua l fun ds,  because it dea ls with the  
stu dy  and  inv est iga tion of  the  rules of nat ion al exchang es and  of 
nat ion al securi ties  associations.  How ever , I would believe th at  since , 
fo r example, the  NA SD , which is t he  associ ation re la tin g to over -the- 
counter  securi ties , has jur isd ict ion over  di str ibut ion pra ctices  with 
respect to mu tua l fun ds,  at least  the n a pa rt  of the  mutua l fun d 
problem  would fal l wi thin th is reso lution.

Now, may 1 add th is fu rthe r,  th at  even if thi s resolu tion  had not 
l>een proposed, it has  been ou r th ou gh t th at  a stu dy  is necessary 
general ly of  the problem s re la tin g to m utu al fun ds.  As a consequence, 
we a lre ady have at least one or  tw o people on our staff th inking  about 
the  pro blems in th at  are a, which we may  pu rsu e pu rsu an t to  our 
general  powers under the  Inv estment Company  Act.

I may  say fu rthe r th is ties  in wi th  the  bud get . It  may  well be 
th at , if  we fou nd the  problem s in th is are a of very  grea t substance, 
such a findin g might be a basi s fo r com ing back  to th is committ ee 
and ask ing  fo r a dd itio na l fun ds.

So in gen era l, may I say th at  I would believe at least  a pa rt  of  the  
problem s re la tin g to investm ent com pan ies fal ls wi thi n th is resolu ­
tion . Ind eed , I  would lik e to get some legis lat ive  in te rp re ta tio n by you 
with  respect to that.  Secondly , th at  qui te ind ependently of  it,  we 
are  th in ki ng  about the  inve stment com pany prob lem at the  present 
time.

73 01 0— 61 ------2
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Mr. D ingell. I would like to refe r you, i f I might, to a stop order 
issued by the Commission previous to  your appointment to th at body, 
on July  30, 1959. I t was in the matt er of Managed Funds, Inc., file 
No. 2-11061. I t involved a stop order  under section 8(d ). In  this 
matter, the regis trant  entered into a series of agreements, largely 
with itself, operating as different agencies and under slightly different 
names. A number of practices were involved, including declaring 
quarte rly capital gains, the sale of  securities to meet the amount of 
capital gains  fixed by the capital gains distr ibution in a manner detri­
mental to stockholder interest; a most cursory, if not outri ght care­
less, scrutiny, and supervision of the affairs of the company by the 
board of dir ectors; a series of practices which were severely castigated 
by the Securities and Exchange, which resulted in the issuance of the 
stop order under section 8( d) . The practices were characterized gen­
erally as poor management and as excessive profiting by the Slaytons 
by the Securities and Exchange Commission.

Do you envision the practices involved by the previous sentences 
as being within  the purview of House Jo int  Resolution 438?

Mr. Cary. I t is clearly within  the preview of the  Commission and 
certainly a p art  of the study tha t we are p lanning to make generally 
on mutual funds. As to whether or not it  falls within this House joint  
resolution, I  do not have a clear impression. I think  i t would take a 
fairly broad reading of those phases. Mr. Cohen advises me tha t in 
his opinion, a limited aspect of the problem, at least, would fal l within 
the purview of the House joint resolution. I would, if I  might, in fac t, 
like to call on Mr. Cohen, the Director of the Division of Corporation 
Finance, who has more famil iarity  with  tha t case than I  have. It  was 
decided before my arrival .

Mr. Dingell. I th ink his views would be helpful.
Mr. Cohen. As the Chairman has indicated, there are certain as­

pects of tha t case which related to the activities of a firm which was 
a member of the New York  Stock Exchange, and persons associated 
with tha t firm, and the firm’s activities in relation  to discretionary 
accounts and related matters, which fa irly  fa ll within exchange rules, 
regulations , and controls. To that extent, I believe tha t the resolu­
tion would encompass a survey of prac tices of t ha t character. How­
ever, with respect to the major problems which you have described, 
tha t relates to  an area of general problems arising  more nearly under 
the Investment Company Act, and not, I believe, fair ly within the 
scope of thi s resolution.

Mr. Dingell. In  other words, are you telling  us tha t as you read 
this  resolution, it  would give you no authority to go into the Inves t­
ment Company Act ?

Mr. Cohen. We have that authority under the Investment Com­
pany Act, sir.

Mr. Dingell. I am concerned, because as I  read the financial pages, 
there are billions of dollars in mutual funds which, by and large, 
are over-the-counter securities. Am I correct ?

Mr. Cary. That is correct, sir.
Mr. Dingell. I s there any fur ther protection offered to the in­

vestor on these over-the-counter sales of the mutual funds?
Mr. Cary. I will ask Mr. Cohen to speak to that.
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Mr. Cohen. If  I may supplement the answer:  I dealt with one 
aspect of the problem involved in the Managed Funds case, and tha t 
was the  partic ipation in the activities described in the Commission’s 
opinion by a member of the New York Stock Exchange and persons 
associated with it.

However, under the Investment Company Act, the NASD has a 
large responsibility and a duty with respect generally to the sale, 
distribution, and redemption of "the shares of investment funds. Those 
activities of the NASD, and its ra les and regulations , are fair ly with­
in the ambit of this resolution. I think  using t hat  as a basis, many, 
if not all, of  the abuses which, in a sense, came from these relation­
ships with members of the  NASD and the New York Stock Exchange, 
could fa ll within the ambit of the resolution. I meant only to indi­
cate earlier  tha t the general problems of poor management and in­
vestment policies as you have described them would not fair ly fall 
within the resolution. But all of the activities in tha t case can be 
traced in one way or another to persons subject to the jurisdic tion of 
the exchange or the NASD, and I  think through that  procedure many 
of these events in tha t case would become subject to Commission 
scrutiny and study.

Mr. Dingell. It  is a rath er tenuous way of approaching an investi ­
gation, to make such a roundabout scrutiny. Wouldn’t it be better 
to just include a straight-out, simple declaration, author izing the 
investigation of over-the-counter markets, too, through th is resolution ?

Mr. Cary. It  would not be amiss, Congressman Dingell, if you 
choose, to amend this resolution to include, more explicitly, problems 
involving mutual funds. I do think tha t we will take  th at responsi­
bility, and, indeed, feel that  responsibility, whether or not that amend­
ment is made.

Mr. Dingell. I  was wondering—this case brought to mind a number 
of questions. Do you have any authority within the Commission at  
this time to scrutinize the amount of fees and commissions paid to 
investment advisers of these managed funds and mutual funds?

Mr. Cary. Mr. Chairman, this is a problem tha t is quite clearly 
before us at the present time, and because it is a fairly complicated 
problem I have gone so far  as to prepa re a brief statement on th is 
general question. As you indicate, there are a very large number of 
suits relatin g to fees with respect to investment companies.

I think I would like to read tha t statement for the record.
Mr. Dingell. We would be happy for  you to proceed.
Mr. Cary. The Commission has carefully followed the  recent de­

velopments in certain priva te investment company litigation which 
is now pending in various Federal  and State courts involving, among 
other things, allegations tha t cer tain investment companies have been . 
paying excessive fees to thei r investment advisers, tha t the arrange­
ments bet ween these companies and the ir advisers, brokers, and under­
writers are unfai r to the  funds, that independent investment company 
directors are not adequately discharging their  responsibilities in con­
sistently approving these arrangements, and have abdicated thei r r e­
sponsibilities in favor o f affiliated directors in the in terest of advisers, 
brokers, and underwrite rs, and that the named investment companies 
are generally operated in the interest  of persons other than the funds’ 
direct shareholders. In  effect, I am quoting the general context or 
general statements in these complaints th at have been filed.
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Mr. D ingell. This is not a statement of opinion on the part of the 
Commission, but. this is a summary of the allegations.

Mr. Cary. Precisely. This is a summary of allegations and not a 
statement of the Commission with respect to them.

The Commission’s concern with the problems raised by these cases 
has been demonstrated by its participation as amicus curiae in several 
actions in which it sought to establish the existence of private rights 
of action on the part  of investment company shareholders for 
violations of the Investment Company Act. It  is expected that this 
legal issue will be clarified in the near future. Obviously, the Com­
mission’s concern in this area does not stop with the jurisdictional 
border, but also encompasses the substantive charges of violation of 
the act which are alleged. The staff of the Commission is studying 
the facts in these and other cases to determine whether action by the 
Commission would lie appropriate. Where facts come to the Com­
mission’s attention which indicate a need for prompt action, the Com­
mission has taken action and will continue to do so. Recent instances 
illust rating this policy of the Commission’s action in the Managed 
Funds  case to which you referred, and with respect to the Townsend 
Corp, of America, in respect of which a decision was recently handed 
down in the U.S. Court-----

Mr. D ingell. Mr. Chairman, at that point, would you say tha t the 
general level of these allegations and the general tenor of these allega­
tions, at least in regard to the Managed Fu/nds cas<\ were tru e ?

Mr. Cary. Clearly, I think  my limited knowledge is such that I 
would rathe r prefe r to ask Mr. Walter North to speak on that, who 
actually pa rticipated in tha t case before the Federal courts.

Mr. North. In the Managed Funds case, we not only did as Con­
gressman Dingell says, put a stop order on the sale of Managed Funds 
shares but we instituted action against the Managed Funds officers 
alleging violations of the Investment Company Act of 1940, including 
gross abuse of trus t and gross misconduct on the part  of the officers 
and directors of the company. I personally attended the tak ing of the 
final decree against them in the courts out in St. Louis, Mo. So we 
not only felt tha t they came within the prohibitions of the act. but 
we actually obtained a court decree to that effect.

Mr. Dingell. You proved it.
Mr. North. Right.
Mr. D ingell. Returning , Mr. Chairman, to the fact of the amount 

of fees paid, do you or the Commission have any authority to super­
intend the amount of fees paid to the investment adviser under the 
law ?

Mr. Cary. In general, my answer would be “No." If  there is any 
. amplification, I would like to check with Mr. Cohen if he has any­

thin g further.
Mr. Cohen. There is no provision in the act vesting in the Com­

mission power to deal with the matter of fees charged by invest­
ment advisers of investment companies. The statute provides a pro­
cedure for the submission of contracts of that character to investors 
and for their  approval or disapproval, and for renewal under certain  
circumstances.

Mr. Dingell. If  we can refer to that,  that is section 15: is that 
correct ?

Mr. Cohen. Section 15 (a), (b),a nd  (c).
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Mr. Dingell. In effect, once tha t is voted on, it can be approved 
annually or biannually, or at  least periodically, by either the investors, 
by vote of the shares, or by the board of di rectors ; am I correct?

Mr. Cohen. Yes, sir.
Mr. Dingell. In other words, the board of directors can continue to 

ratify this fee which is paid to the investment adviser, am I correct, 
without further scrutiny or superintendence of the shareholders; is 
tha t right ?

Mr. Cohen. The board of directors may continue to approve the 
,  con tract; that is quite correct, sir.

Mr. D ingell. I)o you have any authori ty under the law to approve 
the amount of fees paid  under the contract approved by the share­
holders?

« Mr. Cohen. Xo, sir.
Mr. D ingell. Does that appear to you to be an adequate protection 

to the shareholders?
Mr. ( 'ary. On this point, sir, may I continue with my statement? 

I was relating myself in the middle of my statement to  the Managed 
Fund* case, as you will recall, and also the Townsend Corp, of 
America.

In the view of the Commission, aside from the specific charges 
involving individual investment companies, this litigation and the 
two cases to which I have jus t refe rred, and others, raise certain basic 
problems which concern the relationship between investment com­
panies and their  advisers, underwriters and brokers, and the respon­
sibilities of both affiliated and nonaffiliated fund directors under the 
Investment ('ompany Act. These, basic problems lend themselves to 
industrywide consideration and t reatment.

In view of the foregoing, the Commission has undertaken a review 
of investment company relations with thei r investment advisers, bro­
kers, and underw riters; the role of the director: the actions and 
influence of affiliated directors  in their role as fiduciaries of the fund;  
and practices such as reciprocal brokerage and selling techniques. 
This review will be undertaken with a view toward determining 
whether a long-range program in the  investment company area should 
be proposed. It  is anticipa ted tha t if the need for legislation is indi-

* cated by the Commission’s review, specific proposals would be pre­
sented to ( 'ongress as soon as reasonably feasible af ter obtaining the 
views of those interested.

If  I may just summarize from that,  I would say that in respect
• to these fee cases, there is a question as to what extent the SEC at the 

present, time can effectively participate. It  may well be that, after  
completion of the study which we are making, we will be considering 
whether or not there should be fur ther legislation in th is area.

Mr. Dingell. As a matter of fact, Mr. Chairman, you will recall 
under sections 15 (a) , (b),  and (c),  the Commission has absolutely 
no author ity to scrutinize these contracts with regard to the—or to 
approve these contracts—to the amount of fees paid to investment 
advisers: am I correct?

Mr. Cohen. Well, in the sense of fixing or disapproving a fee, that is 
quite correct. But quite obviously, the Commission has responsibili­
ties to secure adequate disclosure to investors and, obviously, I think, 
if a fee were conconscionable, the relevant facts would be brought to
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the attention of the investor. This migh t also bring into play other 
responsibilities of the Commission with respect to those who have 
such a status in regard to investment companies. In  other words, if  
they were to levy fees which were clearly unconscionable or outra ­
geous, the Commission might then consider whether, under other sec­
tions of the act, it had a responsibility to act.

Mr. Dingell. Can you tell us what other section of the act you would 
have authority to act under if these fees were unconscionable?

Mr. Cohen. If  it could be established that  the fees were unconscion­
able in the  sense t ha t I  have used it, this might give rise to an action 
on the part  of the Commission under  section 36 of the act, which is a 
provision vesting in the Commission authority to seek the ouster of 
officers, directors, and investment advisers, when they have been 
demonstrated to be guilty of gross abuse of trust, gross misconduct, or 
gross negligence.

Mr. Dingell. But with regard to the amount of the fee, ba rring  
gross misconduct or gross abuse, the Commission has no power to act 
or to make approval or disapprova l; am I correct ?

Mr. Cohen. I think  tha t is right , sir.
Mr. Dingell. Let  us look at them. Generally these fees run a half 

of 1 percent of the gross value of  the fund, adjusted day by day over 
the course of a year; am I correct ?

Mr. Cary. That is righ t, sir.
Mr. Dingell. On a billion-dolla r fund, this  would run what ?
Mr. Cary. $5 million.
Mr. D ingell. And on a $500 million fund, of which there happens 

to be in existence several, it would be about $2i/> million a yea r; am I  
correct ?

Mr. C ary. Yes, sir.
Mr. Dingell. Mr. Chairman, does the Commission view this as be­

ing a fai r and reasonable fee to be paid to investment advisers?
Mr. Cary. Congressman Dingell, I don’t think tha t we are at this 

time in a position to take a position one way or another whether a par­
ticu lar fee agreed upon by the partie s is or is not proper. I do think 
tha t this general problem is certainly  a pa rt of the study which we 
should be making and are making.

Mr. D ingell. Do you contemplate to scrutinize the various aspects, 
then, of the Managed Funds case insofar as they might atfect other 
mutual  funds and also the amount of the fees which are paid to 
investment advisers in the course of this investigation if you receive 
authority to carry it out?

Mr. Cary. All of these are problems which fall within the study 
and we are already examining them.

Mr. North. May I  amend one answer that  was given to  Congress­
man Dingell’s question ? lie asked about the directors being able to 
pass on these fees or the shareholders themselves under the annual 
contract.

There is this much additional protection in 15(c), tha t the annual 
renewal must be not only by the Board, but passed by a majority  of the 
Board who are not affiliated with management. There is tha t much 
additional protection on the annual renewal of the contract.

Mr. Dingell. That is a very small additional protection.
Mr. North. I realize that, but it  is not quite an accurate statement to 

say th at the Board of Directors as a whole can renew it annually.
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Mr. Dingell. As a matte r of fact, the average investor who goes 
into the  market usually does not read these contracts very carefully  a t 
the time he votes on them, either  with re gard to proxies or with  regard 
to approval o f funds, and so forth. Am I correct ?

Mr. Cohen. Mr. Dingell, the prospectus is required to set out the 
salient terms of the  contract  and also to indicate for the last  fiscal year 
the amount of money tha t tha t produced for the investment adviser. 
Periodically therea fter, the investor in the fund is given information 
of a similar character.

< Mr. Dingell. As a practical  matte r, however, though, usually the
investor does not  scrutinize these items too closely; does he, sir ? As 
a m atter  of fact, the investor does not scrutinize these items with re­
gard  either to the amount paid or the percentage points to be paid

• the investment adviser or  other fees to be paid to the various members, 
to the various persons, and entities which perform services for the 
fund. Isn’t that correct ?

Mr. Cohen. Well, we have made no study of tha t general charac­
ter, but from the nature of correspondence that  we have received 
through the years, there is certainly an indication that a fa ir number 
of people do scrutinize those items, because they write us letters in­
quiring about them.

Mr. Dingell. You do not receive letters from those who do not 
write you letters?

Mr. Coiien. No, sir.
Mr. Cary. Congressman Dingell, may I add one word to your p re­

vious questioning?
I gave the impression, I  believe, th at I was refe rring  to this as if it 

were entirely a futu re study. May I say that  over a period of the 
last 2 years we have had a study known as the size study, which has 
been subcontracted, in effect, to the Wharton School of Finance at the 
University of Pennsylvania, for the purpose of ascertaining facts 
with respect to the investment company industry. Tha t study is 
just  about coming to a point of completion. There are several vol­
umes already prepared.

It  is our thought tha t this study will be considered and examined 
in the light of our needs. Also, we are adding people to the staff at 

■" the present time.
I have one person, a very distinguished lawyer, who is working on 

this subject a grea t deal of his time. I am hoping to bring in two 
others in the very near future , really not relating themselves to the

• admin istration of the act as it stands, but think ing about what the 
problems are in the whole field.

Mr. Cohen would like to add a word to that , if you please.
Mr. Coiien. Congressman Dingell, in December of last year, as a 

fur ther aspect of the size study, to which the chairman has re­
ferred,  the Commission circulated to investment advisers, to invest­
ment companies, and to distributors of securities, a special question­
naire  which is designed to elicit precise and up-to-date informat ion in 
many of the areas to which you refer.

If  it is of any in terest to the committee, I  have a copy of the ques­
tionnaire available, and I will submit it fo r the record.

Mr. Dingell. I think tha t would be helpful, but it is a matter 
for the chairman to determine.
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Mr. Mack. Without objection, it will be included at this point.
(Thequestionnaire refer red to follows:)

Securit ie s an d E xchange  Com m is si o n  

W AS HIN GT ON,  D.C.

Qu estio nn a ir e  Conc er nin g  I nvest m ent  Co m pa nie s  and T h eir  I nve st men t 
Adv ise rs  and P rin c ip a l  U nd er wr ite rs

In fo rm at io n in re sp on se  to th is  ques tion na ir e shou ld  he  tr ansm it te d  as  ex ­
pe di tiou sly as  po ss ible an d no t la te r th an  M arch  15, 1961, to th e Se cu ri tie s 
Res ea rc h Uni t, W ha rton  School of  Fin an ce  an d Comm erce, U ni ve rs ity  of  Pe nn ­
sy lv an ia , Philad el ph ia . Pa . Unless ot he rw ise specif ied  the in fo rm at io n ca lle d 
fo r sh al l be giv en as  a t De cemb er 31, I96 0.1

In fo rm at io n ca lle d fo r un de r se ct ions  I, II I . an d IV sh al l be fu rn is he d by the 
in ve st m en t ad vi se r an d w her e ap pro pri a te  ma y be ba sed upon  m at er ia l ob ta in ed  
from  th e in ve stm en t comp any or th e princ ip al  under w ri te r,  as  th e  ca se  may  be.

In fo rm at io n ca lle d fo r un de r sect ion V sh al l be fu rn is hed  by th e pr in ci pa l 
underw ri te r an d whe re  appro pri at e may  be ba sed up on  m ate ri a l ob ta in ed  fro m 
th e in ve st m en t comp an y or th e in ve st m en t ad vi se r,  as th e  ca se  ma y be.

In fo rm at io n ca lle d fo r un de r se ct ions  I I  an d VI sh al l be fu rn is he d by th e in ­
ve stm en t co mpa ny  an d whe re  ap pro pri at e may  be ba sed upon  m ate ri a l ob ta ined  
from  th e in ve stm en t ad vi se r or  th e pr in ci pal  under w ri te r,  as  th e  ca se  may  be. 

Na me  of  in ve stm en t co m pan y;
N am e( s)  of  in ve stm en t adv is er;
N am e( s)  of  pr in cipa l und er w ri te r.

SE CT IO N I---- OR GA NIZA TIO N AN D OP ER AT ION OF EA CH  IN VEST M ENT ADVIS ER 2 3

1. S ta te  na me an d type  of  org an iz at io n of  th e in ve stm en t ad vi se r. In di ca te  
da te  of or ga ni za tion  an d if  a co rp or at io n na m e th e S ta te  or  o th er ju ri sd ic tion  
in  which  in co rp or at ed .

2. If  th e in ve stm en t ad vi se r w as  orga ni ze d with in  th e pas t 5 ye ar s,  li st  the 
na mes , ad dr es se s,  an d pri m ar y bu sine ss  af fil ia tio ns  of pe rson s who  in it ia te d  or 
di re ct ed  it s or ga ni za tio n.

3. S ta te  as  o f th e  m os t re ce nt  pra ct ic ab le  d ate  th e nu m be r of  ho ld er s of  reco rd  
of  ea ch  cl as s of se cu ri ties  of  th e in ve stm en t ad vi se r, an d in di ca te  th e sh ar e­
ho ld er  ri gh ts  a tt ach in g  to  each  cla ss . If.  to  th e kn ow led ge  of  th e in ve stm en t 
co mpa ny  or  th e in ve stm en t ad vi se r, an y pe rson  ow ns be ne fic ial ly (w het her  or  
no t of  re co rd ) 5 j te rc en t or  more o f th e  o u ts ta ndin g se cu ri ties  of  an y clas s, na me 
su ch  pe rson , st a te  th e am ou nt  of  se cu ri ti es  of  each  cl as s so owned  by  suc h 
pe rson  an d in dic at e th e pe rc en ta ge  of  ou ts ta ndin g se cu ri ties  of ea ch  cl as s re pre ­
se nt ed  by th e am ou nt  so ow ned. S ta te  th e  am ou nt  of  se cu ri ties  of  ea ch  clas s 
ow ned by th e officers  an d d ir ec to rs  of th e in ve stm en t ad vi se r an d,  to  th e kn ow l­
ed ge  of an y officers  or  dir ec to rs  of  th e inv es tm en t, ad vi se r,  by an y mem bers of 
th e ir  im m ed ia te  fa m il ie s (a s def ined in ite m 4 of sec. I I ) . If  th e inve stmen t 
ad vis er  is a par tn er sh ip , st a te  th e  nu m be r of  part ners  an d na me th e part ners  
ha vi ng  th e th re e la rg es t part ners h ip  in te re st s (com pu ted by w ha te ve r me thod  
is  ap pro pri a te  in  th e p art ic u la r cas e) .

4. (a ) W ith re sp ec t to  each  pe rs on  na m ed  in an sw er  to ite ms 2 or 3 na me 
ea ch  se cu ri ti es  de al er  or  br ok er  (n ot incl ud in g th e pr in ci pa l under w ri te r of th e 
in ve st m en t co mpa ny ) w ith  whom he  is, or  w ith in  the pas t year ha s been, to 
th e kn ow led ge  of an y officers or  d ir ec to rs  of  th e  in ve stm en t ad vi se r, as so ciated  
in an y of  th e fo llo wing ca te go ri es: as  an  office r, di re ct or , emplo yee , pa rt n e r or  
ho lder  of  5 pe rc en t or  mo re of th e outs ta ndin g se cu ri ties  of  an y cla ss . In dic at e 
th e ca pa ci ty  in  wh ich  name d.
(b ) F o r each  su ch  dea le r or  bro ke r se t fo rt h  the ne t br ok er ag e co mmiss ions  

rece ived  di re ct ly  or  in di re ct ly  w ith in  th e la st  fisc al ye ar  by v ir tu e of  th e  pur­
ch as e or sa le  of  po rt fo lio se cu ri ti es  of  th e in ve stm en t comp any. D et er m in e net

1 If  un ab le  to p re se nt in fo rm at io n  as  of  Dec. 31,  1960, th e in fo rm at io n ma y be pr es en te d as  of  th e  m os t re ce nt pr ac tica bl e da te  su bs eq ue nt  to  .Tune 30, 1960 . S ta te  th e  dat e if  o th er th an  Dec. 31, 1960. In fo rm at io n  re qu es ted wh ich  ha s pr ev ious ly  been fu rn is he dsp ec ifica lly  an d in de ta il  in re sp on se  to  th e qu es tion nai re  di st ri bute d  in  1959 may be su pp lie d by re fe renc e.
3 A se para te  re port  is to  be su bm it te d witl i re sp ec t to  each  in ve stm en t ad vi se r.
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br ok er ag e co mmiss ions  by ad ding , to  th e ag gr eg at e am ou nt  of  co mmiss ions  re ­
ceive d by su ch  dea le r or  bro ke r fo r ex ec ut in g direc tly po rt fo lio tr an sa ct io ns,  
th e  ag gre ga te  am ou nt  rece ived  by such  br oker  from  oth er br oker s or de al er s 
a t th e di re ct io n or  re qu es t of  th e in ve stm en t co mpa ny , it s pr in ci pa l underw ri te r 
or  it s in ve stm en t ad vi se r, an d th en  de du ct in g th e to ta l of  su m s pa id  to oth er  
br ok er s or  de al er s a th e di re ct io n or  re qu es t of  th e  in ve st m en t co mp an y,  it s 
pri nc ip al  underw ri te r or  it s in ve st m en t ad vi se r.  S ta te  se par at el y  th e  gros s 
addit io ns an d th e ag gr eg at e gr os s de du ct io n used  in co m pu tin g th e net  br oker ­
ag e comm iss ion s. (I nclu de as  br ok er ag e,  fo r pu rp os es  of  th is  qu es tio n,  th e 
am oun t of th e prof it or comm iss ion  on th os e pri nci pal  tr ansa cti ons (i. e.,  new 
is su es  an d se co nd ar y d is tr ib u ti ons)  w he re  th e  prof it or co mmiss ion is  fixe d 
by ag re em en t un der  th e ru le s of  a nat io nal  se cu ri ti es  ex ch an ge , or  whe re  th e

< di sc ou nt  or  c oncess ion  is  fixed by pr os pe ctus .)
(c ) If  an y such  dea le r or  br ok er  w ithi n th e p ast  fis ca l yea r ha s pu rc ha se d 

po rt fo lio se cu ri ties  from , or sol d po rt fo lio se cu ri ti es  to, th e in ve stm en t com ­
pa ny , st a te  th e to ta l am oun t of  such  purc ha se s an d sa le s. (D o not inc lude , 
in th is  to ta l, pr in ci pa l tr ansa cti ons in which  th e pr of it or  comm iss ion  to  th e

* deal er is fixed by th e ru le s of  a nat io nal  se cu ri ties  ex ch an ge , or in which  th e
di sc ou nt  or concession  is  fixed by pr osp ec tu s. )

In s tr uc ti on : If  re co rd s w ith  re sp ec t to  br oker -d ea le r part ic ip ati on  are  
ke pt  on a comb ine d ba sis fo r in ve stm en t co mpa nies  which  ha ve  th e same 
in ve st m en t ad vis er  or  pr in ci pa l under w ri te r,  th e in fo rm at io n ca lle d fo r in 
(b ) an d (c ) of  th is  ite m may  in th e a lt e rn ati ve  be giv en w ith  re sp ec t to 
tr ansa cti ons in th e po rt fo lio se cu ri ti es  o f  al l in ve st m en t co mpa nies  fo r 
wh ich  th e in ve stm en t ad vi se r or  th e princ ip al  underw ri te r ac te d in such  
ca pa ci ty .

5. S ta te  th e to ta l nu m be r of  em plo yees (e xc lu di ng  part ners  an d off ice rs)  of 
th e in ve stm en t ad vi se r.  In dic at e th e nu mbe r th er eo f in ea ch  of  th e  fo llo wi ng  
ca te go ries  an d th e gr os s co mpe ns at ion pa id  direc tly by th e in ve stm en t ad vi se r 
duri ng th e la st  fiscal yea r fo r ea ch  su ch  ca tego ry  :

(« ) F in an ci al  or se cu ri ty  an al yst s.
(ft) Eng in ee rs  or oth er  tech nica l.
(c ) G en eral  ad m in is tr a ti on  an d man ag em en t.
(d ) P ri nci pal  under w ri ting  an d w ho lesa lin g of  se cu ri ti es  of  in ve stm en t 

comp an ies .
(e ) R et ai l se ll in g of  in ve stm en t co mp any se cu ri ties .
( / )  Other .

Note.—N um be r of  em plo yees may  be  sho wn  in te rm s of  man -y ea rs .
S ta te  th e gros s co mpe ns at ion pai d di re ct ly  by th e in ves tm en t ad vi se r du ring  

th e  past  fiscal year to  officers  an d d ir ec to rs  of  th e  in ves tm en t ad vi se r as  a 
grou p.

6. L is t th e  na m es  and to ta l ne t ass et s a t De cembe r 31. 1960 of  ea ch  re gi st er ed  
in ves tm en t co mpa ny  fo r wh om th e  in ve st m en t ad vis er  ac ts  as  in ve stm en t ad­
v is er  or  fu nd  m an ag er  p u rs u an t to  co nt ra ct .

Name of registered investm ent  company >
Tota l net  assets 

at  Dec. 31, 
lOfiO, amount 
(thousands)

1 Each  series of a mul tiseries company  shall be t reate d as a separa te company.

7. Sc he du le of fees  fo r in ve stm en t co mpa nies  :
(a ) For ea ch  re gi st er ed  in ve st m en t co mpa ny  to  wh om  th e in ve stm en t ad vis er  

prov id es  in ve st m en t ad vic e, pu rs uan t to  co nt ra ct , st a te  th e  a ggre gat e in ve st m en t 
ad vi so ry  or  m an ag em en t fees  rece ived  duri ng th e in ve st m en t adv is er’s la s t 
fis ca l year an d th e metho d of ca lc ul at io n th er eo f. Descr ibe bri efl y an y co ntr act 
pr ov is ions  pl ac in g lim it s on th e to ta l oper at in g  ex pe ns e of ea ch  in ve st m en t 
co mp any. If , in  th e ca se  of  a m ult is er ie s co mp any, th e metho d of  ca lc ul at io n 
of su ch  fees  or su ch  co ntr act pr ov is ions  di ff er  be tw ee n se ries , se t fo rt h  se para te  
in fo rm at io n fo r ea ch  se ries .
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(b) Check services listed below which are  supplied  or paid for by the invest­
ment adviser in connection with  the  management con trac t for each regi stered 
inves tment company. If  such services are  supplied or paid for by any person, 
other tha n the  inves tment company or the investment advise r, so note and 
ident ify such person. Where  the services provided or paid  for  differ between 
series  of a mult iseries company the  info rmation  is to be furnish ed separat ely 
for each series.
_____ a. Occupancy and  office renta l.
_____ b. Clerical  and bookkeeping.
_____ c. Accounting services.
_____ d. Audit ing services.
_____ e. Legal fees.
_____ f. Reg istration and filing fees.
_____ g. Stationery , supplies, and  prin ting .
_____ h. Sala ries and compensation of director s of the inves tmen t companies.
_____ i. Sala ries  and  compensation of officers of the  investment companies.
_____ j. Reports to stockholders.
_____ k. Dete rmination  of offering a nd redem ption prices.
Other  (speci fy) :

_____ m ._____________________________________________________________
(c) If  any person, other tha n the  investment advise r, princ ipal underwrite r, 

or personnel of the investme nt company furnishes  adminis trat ive,  sta tist ica l, 
bookkeeping, or sim ilar  services to the registered inves tment company, itemize 
the services performed and the amount charged therefo r in the pas t fiscal year.

8. (a)  Sta te whe ther  the inves tmen t adviser acts  a s such pur sua nt to contrac t 
or other arrang ement  for  clients other tha n registered investment companies.

If  so, for each type of client (e.g., insurance companies, pension funds, indi­
viduals, etc.) sta te  separat ely the schedule of fees and method of calculation 
for such services and  indicate  whethe r investment adviso ry service includes 
adm inistra tion and recordkeeping of clients’ secur ities.  Also sta te the  number 
of such clients, and  the aggregate  net asset value  of portfo lios managed for  all 
such clients.

(b) Lis t the  three most imporatnt activities of the investment adviser  in 
orde r of the ir importance measured by rela tive  gross income from the various 
activ ities .

In str uc tio ns :
(1) The investme nt advisory function  wi th respe ct to inves tmen t com­

panies and with  respect to other investment adviso ry clients, should be 
considered as sep ara te activi ties.

(2) The gross income from the activities listed need not be shown.
(3) If any signif icant activities are designed for the real ization of cap ital  

gains, this  fac tor  should  be considered in list ing the  three most imp orta nt 
activi ties.

(c) Sta te the net  wor th of the investment adviser  as of the end of its most 
recent fiscal year as reflec ted by the books.

9. If  during the past 5 years the  inves tmen t adviser  has sold its secu rities 
pursu ant to a public  offering, sta te  the  number and  class of secu rities sold, 
the  un it offering price (s ) and the date (s ) of  the offer (s ).

10. If  with in the  past 5 years any person  who owned more tha n 25 perc ent 
of the voting secu rities of, or who was an officer or dire ctor  of, the  investment 
adviser has sold an aggregate of 10 percent or more of securities of any class 
of the  inves tmen t adv iser  (other  than a bank ) owned by him, sta te the number 
and class of secu rities sold, the  pr ice (s)  per  uni t, and the da te(s) of sale.

If  the inves tmen t adv iser  i s a par tnership, sta te whe ther  any pa rt  who owned 
more than  a 25 percent  partnership  intere st has  sold with in the past 5 years  an 
inte res t in the partners hip  aggrega ting 10 percent or more and ind icate the  
da te(s) of sale.

11. (a)  Is the re a policy or practice  with respect to the use, by officers, di­
rectors, members of an adviso ry board  or committee, partn ers  or employees of 
the  inves tment company, the investment adv iser  or the  principa l underwrite r, 
of inves tment  resea rch information developed by or on behal f of the inves tmen t 
adv iser  in connection with its  investme nt advisory  services to the inves tmen t 
company? If  so, set for th the  policy or pract ice, and sta te to whom it  applies.

(b) If  the inves tment adviser acts as such to more tha n one inves tmen t com-



SECURITIES MARKETS INVESTIGATION 23
pany, is there a policy or practice with respect to the execution of purchase and 
sale orders in implementation of investment advice which has been given to more 
than one such investment company? If so, set forth the policy or practice.

(c ) Is there a policy or practice with respect to the dej»osit by the investment 
company or custodian for the investment compary of i>art or all of the invest­
ment company’s funds or equivalent in hanks other than the custodian bank or 
banks. If so, describe such policy or practice.

SE CT IO N I I — TR ANSA CTI ONS IN  T H E  IN V ESTM EN T COM PA NY’S PO RT FOLIO

1. With respect to the process of selection and recommendation for purchases 
and sales of portfolio securities, furnis h the following info rmat ion:

(a ) To whom are recommendations made by the investment adviser and indi­
cate whether such are made in writing or orally.

(b ) Is the execution of the recommendations made only following action by 
the board of directors of the investment company.

(c ) If the recommendations of purchases and sales are carried out prior to 
action of the board of directors with respect thereto, by whom is the decision 
made.

(d ) If the decision is made by an executive committee or other group acting 
on behalf of the fund, identify the members of such group and state  their  rela­
tionships to the investment adviser and/or the principal underwriter.

(e ) State  how frequently the board of directors  of the fund meets and gen­
erally the matte rs considered at such meetings.

(/ ) Is approval of the investment company’s directors who are not affiliated 
os associated with the investment adviser, the principal underwriter, or any 
broker specifically required with respect to purchases and sales of portfolio 
securities.

2. Indicate briefly the organizational struc ture relevant to and the steps in­
volved in the formulation of the recommendation by t ie  investment adviser for 
the purchases and sales of portfolio securities. If pursuant to any unders tand­
ing, formal or otherwise, any person not a full-time employee regularly fur­
nished to the investment adviser or the investment company during the past 
fiscal year advice or information (oth er than solely through uniform publica­
tions distributed generally) concerning purchases and sales of securities for 
the portfolio of the investment company, name such person, describe the cir­
cumstances involved, and report the remuneration (including commissions paid 
in connection with transact ions in portfolio securities of the investment com­
pany ) paid for such advice.

3. (a ) Do dealers who sell shares of the investment company, or broker- 
dealers who furnish benefits in the form of payment of expenses or otherwise 
(bu t not including investment advice or information covered under item 2) to 
the investment company or to its investment adviser or to dealers who sell 
shares of the investment company, partic ipate in commissions paid in connec­
tion with purchases and sales of portfolio securities for the investment com­
pany, either directly in payment for executing purchase and sale orders or 
indirectly by particip ating in the commissions paid  to the brokers who execute 
purchase and sale orders?

(b ) If  the answer to (a ) is “Yes,” describe briefly the policy followed with 
respect to the degree of participa tion of such dealers or brokers and the basis 
or bases upon which such particip ation is allocated, including the natu re of the 
benefits made available to the investment adviser or investment company. In 
connection with this description set forth the names and positions held, in the 
investment company, investment adviser, underwriter or otherwise, of the per­
son or persons who advise with respect to such participation, and the names and 
positions held of the person or persons who direct such participation.

State whether or not there has been any material change in this policy during 
the 3 most recent fiscal years. If there has been such a change, describe the 
previous policy in the same manner, and state when the change in policy was 
made.

(c ) Set forth, in order for the last  fiscal year, the 20 dealers selling the 
largest dollar amount of shares of the investment company. Show the tota l 
dollar amount of shares  sold by each. Also set forth  the brokerage commissions 
received by each by virtue of direct or indirect particip ation in the purchase 
and sale of portfolio securities for the investment company. Show separately 
gross commissions received for executing portfolio tran sac tions; amounts re­
ceived from other brokers or dealers at  the request of the investment company,
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it s pr in ci pa l u n d er w ri te r o r it s in ve st m en t ad vi se r;  am ou nt s pa id  to  ot he r 
br ok er s or  de al er s or  ot he r jie rso ns  a t th e dir ect ion  or  re qu es t of th e in ve stm en t 
co mp an y, it s pr in ci pa l u n d er w ri te r or  its  in ve st m en t ad vi se r. (F o r pu rp os e*  of 
th is  ite m  an d ite m (d ) bel ow , co ns id er  as  br ok er ag e th e am ou nt  of th e pr ot it 
o r co mm iss ion  on th os e pr in ci pa l tr an sa ct io ns (i .e ., new  issu es an d se co nd ar y 
d is tr ib u ti o n s)  w he re  th e pro fit or  com mi ssi on  is fixed  by ag re em en t un de r th e 
ru lt *  of  a na tion al  se cu ri ties  ex ch an ge , or w he re  th e di sc ou nt  or con ces sio n is 
tix ed by pr os iie ct us .)

(< ) Set  fo rt h,  in or de r fo r th e la st  fisc al ye ar , th e 2 0  br ok er s who rec eiv ed  
tli e g re at es t am ou nt  of  br ok er ag e co mm iss ion s by vi rt ue of  d ir ec t or  In di rec t 
p ar ti ci p at io n  in th e pu rc ha se  or  sa le  of po rt fo lio  se cu ri ties  of th e inv es tm en t 
co mp an y. For  ea ch , giv e tli e br ok er ag e comm iss ion s rec eiv ed,  set  fo rt h as  calle d 
fo r by ite m  (c ) abo ve. >

(c ) Set fo rt h  fo r th e al st  fiscal y ea r th e to ta l co st of po rtf ol io  se cu ri ties  (i n ­
cl ud in g Gov er nm en t se cu ri ti es ) pu rc ha se d by th e in ve st m en t co mp an y fro m , am i 
tli e to ta l pr oc eeds of po rtf ol io  se cu ri ties  sold  by tli e in ve stm en t comp an y to, ea ch  
de al er  or  br ok er  na me d in an sw er  to (c ) an d (d )  ac ting  as  pr in ci pa l, an d ea ch  
o th er de al er  or  br ok er  am on g tli e 20  de al er s or  br ok er s who en ga ge d as  pri uc i- •
pa ls  in tli e la rg es t am ou nt of  suc h pu rc ha se  an d sa le  tr an sa ct io ns . (I )o  no t co n­
si de r. fo r pu rp os es  of  th is  qu es tio n, pr in ci pa l tr an sa ct io n s in wh ich  th e pro fit 
or  com mi ssi on  to tli e de al er  is fixed  by th e ru le s of a na tion al  se cu ri tie s ex ch an ge , 
or  in wh ich  tli e di sc ou nt or  c onc ess ion  i s fixed  by pro sp ect u s .)

(/ )  if . pu rs ua nt  to an y ar ra ng em en t or und er st an di ng  or  pr ac tic e, w he th er  
oc ca sio na l or  re gu la r, or de rs  fo r tli e pu rc ha se  o r sa le  of  se cu ri ties  on be ha lf  of 
on e in ve stm en t co mp an y ar e  pla ce d w ith  a br ok er  or  de al er  in re tu rn  fo r ad vic e, 
in fo rm at io n or  ot he r se rv ice s pr ov id ed  to an oth er  in ve st m en t co mp an y, ex pl ai n 
tli e n a tu re  of an y su ch  ar ra nge m en t or pra ct ic e an d in di ca te  tli e nu m be r and 
am ou nt  of su ch  tr an sa ct io n s w ith in  th e pa st fisca l ye ar . Id en ti fy  th e br ok er 
or de al er  i n ea ch  su ch  cas e.

S ta te  w he th er  o r no t th er e has  bee n an y m at er ia l ch an ge  in th is  ar ra ng em en t 
o r pr ac tice  du ri ng  th e 3 mo st re ce nt  fisc al ye ar s.  If  th er e ha s bee n su ch  a 
ch an ge , de sc rib es  th e pr ev io us  ar ra ng em en t or  pra ct ic e in th e sa m e m an ne r, and 
st a te  wh en  th e ch an ge  w as  ma de.

In st ru ct io n  : If  re co rd s w ith  re sp ec t to  b ro ke r- de al er  p ar ti ci pa ti on  are  kep t 
on a co mb ine d ba si s fo r In ve st m en t co m pa ni es  w hi ch  ha ve  th e sa m e 
in ve st m en t ad vi se r or  pr in ci pa l un d er w ri te r,  th e in fo rm at io n ca lle d fo r in 
( c ) , ( d ) , (c ) an d (/ )  of th is  Item  ma y in th e a lt er n at iv e lie giv en wi th 
res pe ct to  ti n te n et  ions in th e po rtf ol io  se cu ri ti es  of  al l in ve stm en t com ­
pa ni es  fo r wliii It th e in ve st m en t ad vi se r or  th e pr in ci pa l u n d er w ri te r aid ed 
in suc h ca pa ci ty .

4.  Na me  ea ch  br ok er  or  de al er  pa rt ic ip at in g, d ir ec tl y  or  in di re ct ly  in br ok er ag e 
co mm iss ion s pa id  in co nn ectio n w ith  tr an sa ct io n s in po rtf ol io  se cu ri tie s of th e 
in ve st m en t com pa ny , an y officer, d ir ec to r,  p ar tn er , or  re gi ster ed  re pr es en ta tive  
of  whic h is. to  th e kn ow led ge  of  an y of th e jie rso ns  na me d in re sp on se  to ite m 
3 ( b )  or  of  an y officer , di re ct or , p n rt n er  or  ow ne r of  5  pe rc en t or  mo re of  out­
st an din g vo tin g se cu ri ties  of  th e in ve st m en t ad vi se r, a me m be r of tli e Im me di ate  
fa m ily  of  an y jier son  na m ed  In res |s» ns e to  Item  3 ( b )  or  of  an y officer, di re ct or , 
p a rt n e r or  ow ne r of 5  jie rc en t or  mo re  of  ou ts ta nd in g vo tin g se cu ri ties  of  th e 
in ve st m en t com pa ny , th e in ve stm en t ad vi se r, or  th e pr in ci pa l un der w ri te r.
W ith re sp ec t to  ea ch  suc h fa m ily  re la tion sh ip , giv e th e na me s, re la tion sh ip s to
ea ch  ot he r, an il th e  re sp ec tiv e po sit io ns  he ld by  th e jie rso ns  con cernw l. Also
sho w th e br ok er ag e com mi ssi on s (s et  fo rt h  ns re qu ired  by item 3 ( c ) ) rec eiv ed  by *
ea ch  su ch  br ok er  o r de ni er  d ur in g th e mo st rec en t fisca l ye ar .

As us ed  he re in  "i m m ed ia te  fa m ily” slin ll in cl ud e an y of  th e fo llo wi ng : sjs ius e. 
son . da ug ht er , fa th er,  mo th er , br ot he r,  si st er , son -in -la w.  da ug ht er -in -la w . 
br ot he r- in -law . sis te r- in -la w. fa th er -ln -ln w , m ot he r-i n- law . un cle , au nt, ne ph ew , 
an il nie ce . Fo r th e pu rp os e of de te rm in in g w he th er  an y of  th es e re la tion s ex is ts  
a le ga lly  ad op ted  ch ild  of a jte rso n sh all  be co ns id er rtl  a ch ild  of su ch  jter-»tn.
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SE CT IO N H I— OIKE4TORK ANO OFF IC ER S OF IN VEST M ENT AOVISKK

1. With  re ap ed  to each dir ect or,  officer, mem ber of  ho ad vi so ry  bo ard or  com ­
m itt ee  of. an d an y person  (o th er  tha n emplo yee * or peraons prov id ing st a ti st ic al 
se rv ice)  who pu rs uan t to co n tr a il  or  ot he r arr an gem en t re gu la rly fu rn is he s in ­
ve stm en t ad vice  or  in fo rm at ion to. th e inve stm en t ad vi se r an d with  res jiect to  
each  part ner ha ving  one  o f the th re e lu rg es t part ner sh ip  in te re st s or  ea ch  ow ne r 
of ."» (te rce nt or mo re of th e ou ts ta nd in g vo ting se cu ri ties  of  th e inve stmen t ad ­
vis er.  a s the ca se  may la?:

i« , S ta te  the na me an d re la tion sh ip  to  th e inve stmen t ad vi se r of  ea ch  such  
pe rson  an d the pr in cipa l occupat ion or  em plo ym en t iu wh ich  he  is engaged, 
al iv e th e name  an d pr in cipa l bu sin ess of  an y co ris »rat ion or  ot her  or ga ni za tion  

<  in wh ich  s uch em ployme nt Is c ar ri ed  on.
(ft)  S ta te  when he was  ti rs t elec ted  or  ap im in ted to ea ch  such  posit ion witl i 

the inv es tm en t ad vi se r. As to ea ch  name d part ner an d ea ch  such ow ne r of 5 
l>ercent or  m ore  s ta te  th e d at e as  of wh ich  he q ua lif ied  as  such.

(c ) in di ca te  th e in te re st  he ma y ha ve  in th e pr in cipa l un der w ri te r or an y 
•  br ok er  fo r th e inve stmen t comp any. In  th e ca se  of  publicly  ow ned co nq sin ies

on ly an  in te re st  of  5 jie rcen t or  mo re  nee d be sho wn . In the ca se  of a part ner­
sh ip  on ly in di ca te  w he ther  or  no t he  bus on e of  the th re e lu rg es t par tn er sh ip  
in te re st s.

(d »  If  th er e is an  ad vi so ry  bo ard or com mit tee in di ca te  it s fu nc tio ns  an d th e 
fre qu en cy  o f it s meetings.

2. In sc ri be each  tran sa ct io n with in  th e lu st  fisc al yea r lietween th e in ve st ­
me nt com pan y, its  princ iiNi l unde rw ri te r or  an y br ok er  na med  in response  to 
item 3 of  sec tio n II , an d (a ) an y di re ct or of the inv es tm en t ad vi se r, (ft)  an y 
office r of  the inve stmen t ad vi se r or (c ) to th e know led ge of  an y officer or  di re c­
to r of  t he  inve stmen t ad vi se r, an y ot he r co ri si ra tion  o r o rg an izat io n of  wh ich  a ny  
such  office r or  di re ct or  wa s an  aff ilia ted  iierso n, o th er th an  by vi rt ue of  being  
a d ir ec to r ther eo f.

In st ru ct io n:
<«, Includ e th e na me of ea ch  pe rso n whose  in te re st  in an y tr an sa ct io n 

is de sc rib ed  an d the natu re  of  the re la tion sh ip  by rea son of wh ich  su ch  in ­
te re st  is de scrib ed .

(ft) As to an y tran sa ct io n inv olvin g th e pu rc ha se  or  sa le  of  as se ts  st at e 
the cost  of  the as se ts  to  the pur ch as er  an d the cos t th er eo f to th e se lle r if 
he se ller  was  such  officer, di re ctor , or ot he r co rjx ira tio n or  orga ni za tio n,  ami 
such  as se ts  we re  acquim l by th e se lle r w ith in  2 yea rs  pri or to  the tr an sa c­
tion. If  th e in te re st  of an y pe rson  ari se s fro m th e iio sit ion of such  iier son  
as  a part ner in a pa rtne rs hi p,  only th e am ou nt  inv olv ed in th e tr an sa ct io n 
with  the par tn ers h ip  m ssl  be st at ed .

(c ) No in fo rm at ion nee d to  be given with  res jie ct  to  no rm al bro ke rage , 
comm erc ial  an d inve stmen t ba nk ing,  leg al,  acco un tin g.  publi c ut il ity  and 
tel ephone  se rv ice s or  w ith  res jie ct to  se rv ices  sol ely  as  an  officer,  di re ct or  
o r emp loyee.

(d ( No in fo rm at ion need be given w ith  re aped to  tran sj ic tion s no t in ­
volving re m un er at io n fo r se rv ice s whe re  th e ag gr eg at e am ou nt  did  no t ex- 
• «ssl S1.(MM» no r with  res pect to tr an sa ct io ns inv olving  rem un er at io n fo r se rv ­
ices w he re  th e re m un er at io n did  no t exceed $1,000.
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Section IV.—Financial statement of investment adviser
Name of investment adviser_________________________________________________________________Stateme nt of income and expense as per accounts for year  en di ng ____________________

(O mi t cen ts)

(a)

Inv estment 
advisory 
services 

to clients

(b)
Other related 

services to 
investm ent 

advisory 
clients 1

(c)
Underwriting  
and dist ribu­
tion of regis­
tered  invest­
ment com­

pan y sh ares 1 •

1. Income:
(a) From registered investment comp anies -.........
(6) From oth er c lien ts_____________  _________

OPERATING EXPEN SE

2. Salaries of officers, directors, a nd pa rtn ers:3
(a) Dir ect.  . _____________ ________________
(b) Allocated for own us e____________________ _
(c) Allocated for this rep ort___________________

3. All othe r sa lar ies :3

(a) Dir ect . _____ ______ _________________
(b) Allocated for own use. ___________________
(c) Allocated for this rep ort_________ _________

4. Fees paid for techn ical an d other inves tment consul­
tant  services:

(a) Direc t_________________________________
(b) Allocated for own us e____________________
(c) Allocated for this report________ ___ _  __

5. Pay ments for stati stical, research, and  rela ted 
services:

(a) Direct__ ___________ ______ — __________
(b) Allocated for own use____________________
(c) Allocated for this report , __  __________

6. Other selling a nd sales promotion expense:
(a) Direct_________________ _______________
(b) Allocated for own use. ___________________
(c) Allocated for this repo rt__________ _  - .......

7. General and  adminis trat ive expense, excluding 
salaries:

(a) Dir ect.  __ _____________________________
(b) Allocated for own use _____________  ______
(c) Allocated for this report___________________

8. Special charges or cred its :4 '
(a) Di rec t., _____________________________
(b) Allocated for own use . _______________ ___
(c) A llocated for this r epo rt______________  ___

9. Total operat ing expense:
(a) Direct_________________________________
(b) Allocated for own use . __________________
(c) Allocated for th is re port__________  _______

10. Ne t before income taxes_________________________
11. Income taxes 3__ ____. _________  ______________
12. Ne t af ter income taxes__________________________

1 Include custod ian, transfer and  divid end disbursing  fees for inv estm ent  companies.  Do not include brokerage. Specify items included.
2 Net, after deduc tion for dealers’ or wholesalers’ commissions.3 Include  all other remuneration and  profit-shar ing plan  contribu tions . Also include par tne rs’ wi th­drawals or any portion thereof, if such amounts are considered compensation or paym ents  in lieu  of salaries.4 Special charges or cred its—list and  descr ibe ________5 If  subject  to corpora tion income tax.
N ote .—Include in cols, (a) throu gh (c) the expense items as al located to sources of income in the com­pany ’s accounts  showing separa tely direct charges and allocations by formula or otherwise . If possible use direct charges; otherwise  use allocation made for interna l purposes.  If nei the r of these is a vailable allocate charges for the purpose of this report indicating t he basis of allocat ion by footnote.

SECTION  V----DIRECTORS AND OFFICERS OF PR IN CIPA L UNDERWRITER

1. With respect to each director and officer of the principal underwri ter, and 
with respect to each partner  having one of the three largest partnership interests or each owner of 5 percent or more of the outstanding voting securities of the 
principal underwriter, as the case may be:

(a) State  the name and relationship to the principal underwriter of 
each such person and the principal occupation or employment in which he 
is engaged. Give the name and principal business of any corporation or 
other organizat ion in which such employment is carried on.
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(b) Sta te when he was  firs t elected or appo inted  to each such position 
with  the principa l underw rite r. As to each named  pa rtn er  and each such 
owner  of 5 percen t or more, sta te  the  date as of which he qualified as such.

(c) Ind icate the intere st he may have in the investme nt adv iser  or any 
broker for  the inves tmen t company. In  the  case of a publicly  owned com­
pany  only an intere st of 5 percent or more need be shown. In the case of a  
partnership  only in dica te whe ther  he h as one of the  three larg est  pa rtnership  
interests.

2. Describe  each transactio n within the  las t fiscal yea r between  the  invest­
ment  company, its inves tment adviser or any brok er named  in answer  to item 3 
of section II  and (a) any dire ctor  of the  principa l underwrite r, (ft) any officer 
of the principal underw rite r, or (c) to the knowledge of any officer or dire ctor 
of the  principa l underw rite r, any other corporat ion or organization  of which 
any such officer or dire ctor was an affiliated person  o ther  tha n by virtue of being 
a dire ctor  thereof.

In struct ion:
(а ) Include the name of each person  whose int ere st in any tran sac tion  

is described  and  the na tur e of the  rela tionship  by reason of which such 
intere st is described.

(б) As to any t ran sac tion involving the purchase or sale of assets sta te the  
cost of the  asse ts to the  purchaser and the cost thereof to the  seller if the 
seller  was such officer, dire ctor  or other corporat ion or organ izatio n, and 
such asse ts were acqu ired by the  seller within 2 years prior to the tra ns ­
action. If  the inte res t of any person arises from the position of such 
person as a pa rtn er in a par tnership, only the amount involved in the  t rans ­
action w ith the p artner ship need be state d.

(c) No info rmation  need be given with respect to norm al brokerage, 
commercial and investment banking, legal, accounting,  public util ity,  and 
telephone services or with respe ct to services solely as an officer, director,  or 
employee.

(d) No info rmation  need be given with respe ct to tran sac tions not  in­
volving remunera tion for services where  the aggregate amount did not 
exceed $1,000, nor wi th respe ct to transactio n involving rem uneration for 
services where the remu neration did not  exceed $1,000.

SECTION VI— DIRECTORS AND OFFICER S OF TH E INVE ST MEN T COM PANY

1. With respect to each director  and  officer of the  investment com pan y:
• (a)  Sta te the name and rela tionship  to the investment company of each

such person  and the  principa l occupation or employment in which he is 
engaged. Give th e name and princ ipal business of any corporat ion or other 
organizat ion in which such employment is car ried on.

(b) Sta te when he was first  elected or appo inted  to each such position 
with the  inves tment company. Sta te by whom he was proposed to be a 
director  or officer of the investment company and describe any unde rstan ding

•  or ar rangem ent  pursua nt to which he was so elected.
(c) Ind icate the  inter est,  if any, he may have in any inves tment  adviser, 

principa l und erw rite r or broker for the investme nt company. In  the case 
of a publicly held company only an int ere st of 5 percent or more need be 
shown. In the  case of a par tne rsh ip only indicate whethe r he has one of 
the three l argest p artner ship in teres ts.

(d)  Ind icate each immediate fami ly rela tion ship with any othe r direc tor 
or officer of the investment company or with  any direc tor, officer or othe r 
affiliated person of the investment adviser, or principa l und erw rite r of the 
inves tment company or any broker named in item 3 of section II.

Ins truc tion  : “Im mediate family” shall  include the persons l isted in the ins truc­
tion to item 4 of section I I.

2. Describe each transa ction within  the  last fiscal yea r between the  invest­
ment advise r, the principa l underwrite r or any brok er named in answer to item 
3 of section II  and any dire ctor  or officer of the  investment company who is  not 
affiliated with  the investm ent advise r, the  princip al underw rite r, or the  broker , as 
the  case may be, or to the knowledge of any officer or director  of the investment 
company, with  any other corpo ration o r organiza tion of which any such officer or 
director  w as an affiliated person  other tha n by virtue of being a  d irec tor thereof.
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In s tr u c ti o n :
(a ) In cl ud e th e na me of  ea ch  i»erson wh ose in te re st  in  an y tr ansa cti on  

is de sc rib ed  an d th e na tu re  of  th e re la tionsh ip  by re as on  of  which  su ch  
in te re st  i s de scrib ed .

(ft) As to  an y tr an sa ct io n  invo lv ing th e pur ch as e or  sa le  of  ass et s st a te  
th e co st of th e  as se ts  to  th e purc has er  an d th e co st  th er eo f to  th e se ller  if 
th e se lle r was  su ch  officer , direc to r,  or  oth er  co rp or at io n or  or ga ni za tion , 
an d su ch  as se ts  were ac qu ired  by th e  se ll er  w ithin  2 yea rs  pri or to th e 
tr an sa ct io n.  I f  th e  in te re st  of  an y pe rson  ari se s from  th e po si tio n of  such  
pe rson  as  a  p a rt n e r in a part ners h ip , on ly th e  am ou nt  inv olved in the 
tr an sa cti on  w ith  t he  p art ners h ip  nee d be st at ed .

(c ) No in fo rm at io n need  be give n w ith  re sp ec t to  no rm al  br ok er ag e,  com ­
mercial  or  in ve stm en t ba nk ing,  leg al,  ac co un tin g,  pu bl ic  u ti li ty , an d te le ­
phone se rv ices  or  w ith  re sp ec t to  se rv ices  sol ely  as an  officer , direc to r,  or 
employee .

(d ) No in fo rm at io n ne ed  be give n w ith  re sp ec t to  tr ansa cti ons no t in ­
vo lvi ng  re m un er at io n fo r se rv ices  w he re  th e ag gr eg at e am ou nt  did no t ex ­
cee d $1,000, no r w ith  re sp ec t to  tr ansa cti ons invo lv ing re m un er at io n fo r 
se rv ices  w he re  the  r em une ra tion  di d no t exce ed  $1,000.

3. If  a t an y tim e w ith in  th e la st  2 fisc al years  an y dir ec to r or  officer of th e 
in ve stm en t co mpa ny  wh o w as  no t th en  af fil ia ted wih th e in ve stm en t ad vis er  or  
pr in ci pa l underw ri te r,  as  th e ca se  may  be, has  bee n in de bt ed  (o th er th an  by 
v ir tu e of  m ar gi n ac co un ts ) in am ou nt  ex ce ed ing $1,000 to  t he  in ve stm en t ad vi se r 
of, th e pr in ci pal  underw ri te r of, or  an y dir ec to r,  officer,  or o th er  af fil ia ted  pe rson  
of th e in ve st m en t ad vis er  or  pr in ci pa l underw ri te r of, th e  in ve stm en t co mp any 
(a ) na me ea ch  su ch  pe rson  to  wh om  he was  so  inde bted , (ft)  st a te  th e  la rg es t 
ag gr eg at e am ou nt  of  inde bt ed ne ss  to ea ch  su ch  pe rson  a t an y tim e du ri ng such  
pe riod  an d th e am ou nt  pr es en tly  ou ts ta ndin g,  an d (c ) st a te  th e ra te  of  in te re st  
pa id  or  ch ar ge d th er eo n.

4. S ta te  w he th er  th e bo ar d of d ir ec to rs  of  th e in ve stm en t co mpa ny  ha s de le­
gat ed  au th ori ty  to  ac t fo r it be tw ee n bo ar d me et ings . If  so, id en ti fy  th e pe rso n 
or  g ro up  a nd  indi ca te  the  n a tu re  a nd  exte nt of  su ch  d eleg at ion.

5. If  th e  in ve stm en t comp any has  an  ad vi so ry  bo ar d or  co mmitt ee  in di ca te  
it s fu nc tion s an d th e fr eq ue nc y of  i ts  mee tin gs .

EXHIB ITS

Th e fo llo wing sh al l be a tt ac hed  to  or  su bm it te d w ith  th e re port  in re sp on se  
to  th e quest io nna ir e :

1. Copy  o f t he  fu nd’s cu rr en t pros pe ctus .
2. Copy  of  th e fu nd 's  an nu al  re port  to sh ar eh old er s fo r ea ch  of th e la st  2 fiscal 

ye ar s.
3. Copy of th e in ve stm en t ad v is er' s annual re port  to  sh ar eh old er s fo r ea ch  of 

th e  la s t 2 fisc al ye ar s if  th e advis er  is pu bl ic ly  he kl  an d if  such  re port  has  been 
d is tr ib u te d  to  sh ar eh ol de rs .

4. Copy  of th e pr in ci pa l u nderw ri te r’s annual  re port  to  sh ar eh old er s fo r each  
of th e la st  2 fiscal  yea rs  if  th e underw ri te r is  pu bl ic ly  he ld  an d if  such re po rt  
has been d is tr ib ute d  to sh ar eh ol de rs .

5. Copy of  pr os jie ctus  re la ting  to  an y of fe rin g to  the pu bl ic  mad e w ith in  th e 
pas t 3 ye ar s of se cu ri ti es  of th e in ve stm en t ad vi se r a n d /o r princ ip al  unde rw ri te r.

Mr.  Mack. Mr. Glenn?
Mr.  Glenn . Cou ld you comment on wh eth er or  not the  $750,000 

wou ld be sufficient fo r the  conduct of th is  invest iga tion?
Mr.  Cary. Congres sman Gle nn,  I  s aid  t ha t at the moment I deemed 

it  to  be sufficient. We might at some la te r da te come back  to you if 
we foun d th at  t he  s tud y required a deeper  s urvey in one or  two area s 
th an  we or igi na lly  antic ipa ted . Moreove r, if ou r stu dy  in respect of 
mu tua l fund s were  incl ude d wi thi n the  amb it of  the  reso lution,  
th is m ight  req uir e add ition al fun ds.
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Mr. Glenn. Do you have in mind any organizat ion at this.time as 
to officers and employees?

Mr. Cary. Yes, Congressman Glenn. I asked our budget officer, 
our comptroller, to p repare  fo r you a char t which I  hope you will not 
hold us to exactly, a chart of the  type of organization w’e would have 
for the purposes of this study and roughly how it would be budgeted 
out.

I therefore have a chart and also an estimated cost of the proposed 
organization of this study which I would be very happy to submit 
for the record, if you would like.

Mr. Mack. Without objection, tha t will be done.
(The chart  referred to follows:)

Sec ur ities and E xc ha ng e Com mission

Estima ted cost of proposed organization of the Division of Securities Markets

E x p e n s e

F is c a l  196 2,  S e p t .
1, 19 61 , t o  J u n e  30, 

19 62

F is c a l  19 63 , J u l y  1. 
19 62 , to  D e c .  31 , 

19 62
T o t a l

P o s i t i o n s C o s t P o s i t i o n s C o s t P o s i t i o n s C o s t

P e r s o n a l  s e r v ic e s - — ______________ _________
L e s s :  A d j u s t m e n t  fo r  l a p s e  . . ............... .............

65 $ 5 4 5 ,3 70  
2 1 4 ,0 7 0

65 $ 5 4 5 ,3 70  
275 ,3 7 0

65

N e t  p e r s o n a l  s e r v i c e s ............... .................. 3 3 1 ,3 0 0
6 ,0 0 0

2 7 0 ,0 0 0  
4 ,0 0 0

$ 6 0 1 ,3 00  
1 0 ,0 0 0P o s i t i o n s  o t h e r  t h a n  p e r m a n e n t ___________

T o t a l  c o s t  o f  p e r s o n a l  s e r v ic e s _______ 3 3 7 ,3 0 0 2 7 4 ,0 0 0 6 1 1 ,3 0 0

O t h e r  e x p e n s e s :
P e r s o n a l  b e n e f i t s ________________________ 2 4 ,2 0 0

1 0 ,0 0 0

4 1 ,3 0 0
3 ,0 0 0  
1 ,7 0 0  

1 9 ,0 0 0

1 2 ,1 0 0
2 ,0 0 0

2 0 ,6 0 0  
4 ,0 0 0  

80 0

3 6 ,3 0 0  
1 2 ,0 0 0

6 1 ,9 0 0
7 ,0 0 0
2 .5 0 0

1 9 ,0 0 0

T r a v e l ___________________ _____ _____ _
C o m m u n i c a t i o n s  a n d  r e n t a l  o f  s p a c e  

a n d  e q u i p m e n t ________________ _____
P r i n t i n g . _______________________________
S u p p l i e s ...................... ........................... ...........
E q u i p m e n t ____________________________

S u b to t a l ,  o t h e r  e x p e n s e s _____________ 9 9 ,2 0 0 3 9 ,5 0 0 138, 70 0___________
G r a n d  t o t a l _______ _____ _____ _______ 43 6,  50 0 3 1 3 ,5 0 0 75 0,  COO

7 3 0 1 0 — 6 1 3
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Mr. Cary. It assumes a jxirt ion,  of  course, of this year. Probab ly 

as a  pract ica l matt er  we could not get a larg e n umber of (icoplc on the 
payro ll until,  let us say, September. The n there would be a  full  pa rt 
of  next  year. It  would assume f ur th er  th at  ult ima tely  we would have 
about  65 people on t he pay roll  in t his  job.

I will submit  th is, if th at  is all right.  I will subm it both  of  them 
fo r the record.

I would l>e glad to dis tribu te to you nt thi s time  a copy of  the 
ch art , for  those who mig ht like to look a t it at thi s time,  and  also ask 
me questions c oncerning it.

Air. Glen n. Mr. Cary,  the pres ent adm inistration has  used the  
term  of “consu ltan ts” quite frequent ly in the emp loym ent of  persons 
in the  d epartments  o f Governm ent.  1 believe tha t they  have used it 
so general ly that they  have had need to give these people posi tions 
for  one reason or anoth er and have not had the prop er  ti tle  to employ  
them.

How do you use it in you r state ment when you say th at  you will 
have to employ  the int erm itten t services  of  exp ert s or consultants? 
Wo uld you explain  the dist inc tion  between experts  and  consultants , 
how they will lx> used?

Mr. ( ’ary. A es, sir. I-ct us take the  point of consultant first, 
Congressman  G lenn.  I can give you exam ples of the type of  pe rsons 
we would like to br ing in. These are  persons th at  1 have recently 
persuaded to come and  work for the Commission, but  who cannot 
work on a full -tim e basis. They are otherwise  involved.

One of them is a very dist inguish ed lawyer who has been wil ling  
to give  up his association with a company in ord er to come a nd work 
with us ns a con sul tan t over the past 3 months. Another, for  
exam ple, is a form er pa rtn er  of a lnrge  New York law firm who is 
presen tly a professo r at  the Yale Law School. I have  talked with 
him as recen tly as last Sa turday  in the hope th at  I could get his 
services  to work most of  th is summer.

Mr. C urtin. Did I und ers tand you to say Yale?
Mr. Cary. Yale Law School; yes, sir .

. I hat kind of person can not  leave the university in his  pa rti cu lar 
instance ent irel y, and yet he would be willin g to offer his  se rvices on 
a con sul tan tship basis. Those are the  type s of people who I assume 
we can get for  thi s stud y. Th is will not be a long -term  employment 
with the Securit ies and Exchange  Commission. Indeed, as you note, 
the  report  is to be due Ja nu ary 3, 1963. There fore, we would hope 
to bring  them in for  a term  or on a p art -time  basis in ord er to give us  
the  benefit of  th eir  experience.

That is one type of pe rson I had in mind with  respect to consultan ts. 
As to dif ferent iat ing  the word “co nsu ltan t,’’ which you rais ed, from 
the  word “exper t,” obviously both of  the  two people I have re ferre t I 
to are extremely  exp ert in the field of  cor poratio n law and  finance. 
I would not have them  unless they  were.

I suppose by the same token , we shall have t o br ing  in not necessari ly 
ns consultants , but in most instances as co nsult an ts,pe rso ns  who are 
experts . Fo r example , I know of one economist  who I talked  w ith last 
Fr ida y in connection with thi s very study who, himself,  has made a 
long -term  stu dy of the  problem o f specialists on the  exchanges. Such 
a man is defini tely an exp ert.  Wh ether or  not I can bri ng  h im in as
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a full-time person for the next year and a half, assuming this is ap­
proved, or whether or not I shall have to hire him as a consultant, I do 
not know at th is time.

Mr. Glenn. Can you refer  to page 6 of your statement, where you 
say there has been over a 100-percent, increase in the maintenance of 
branch oflices by the member firms of the New York Stock Exchange in 
th n past 10 years?

Do you have any idea as to whether or not these branch offices are all 
around the world or are they confined to the United States?

Mr. Cary. I think I will ask Mr. Loomis to speak about that.  I 
happen to know that some of them do have branch offices in foreign 
countries. But the extent of that , I think, I would have to leave to 
him.

Mr. Loomis. The grea t bulk of  these branch offices are in the United 
States. I do not have an exact figure. I might estimate over 95 
percent. On the other hand, some of the large r securities firms, the 
very big ones, have branch offices in various points in Europe, and 
there are a few firms—smaller firms—who do a considerable foreign 
business and who likewise have branch offices in  Europe, and I think 
there are a few branch offices in Asia. Whether there are any in 
Africa yet I am not sure. There are some in South America as well, 
but the bulk of them are here.

Mr. Glenn. Thank you very much.
Thank you, Mr. Chairman.
Mr. Mack. Mr. Hemphil l?
Mr. Hemphill. Thank you, Mr. Chairman.
One of the leading papers of the country had an article I noticed 

this morning headed “Stock Shennanigans.” It  went on to say in the 
headlines tha t many brokers are worried of Government probes in 
the American Exchange.

Why is tha t necessary at thi s late date  af ter having had a Securities 
and Exchange Commission for going on 27 years now ?

Mr. Cary. Congressman Hemphill, the reasons lying  behind it are 
these, and I would like to ask Mr. Loomis to speak on this, too: The 
basic reasons are tha t the policy generally of the Securities and E x­
change Act was to provide for a very substantial amount of self­
regulation by the exchanges.

The part icular area most emphasized by the article to which you 
refer  was one involving specialists and the way specialist activities are 
conducted pursuant to exchange rules. Most specifically, it narrows 
down in large part to the priva te investigation which you mentioned, 
which we are making with respect to the activities of specialists on 
the American Stock Exchange.

It  may be in tha t area, in the ligh t of a case which is presently 
sub judicea, and, therefore, which we would not plan to discuss in this 
hearing-----

Mr. Hempiitll. I did not ask you to discuss it.
Mr. Cary. I know. Tha t case has raised problems with respect to 

whether or not the rules relat ing to specialists on tha t exchange are 
adequate at the present time, and whether such rules as already exist 
are presently being adequately enforced.

Those are the basic problems. In other words, whether or not the 
self-regulation up to this time has been adequate. I think, for any 
fur the r detail on that point, I might  ask Mr. Loomis to speak.
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Mr. H emphill. I was not asking you for the detail. I wanted the 
big picture. The thing  th at concerns me is not the particular matter 
involved, which I  do not intend to discuss, because I  t hink  it  is in the  
courts, and properly so.

Mr. Cary. Yes.
Mr. H emphill. But the thing t ha t concerns me is tha t the Ameri­

can people have been led to believe tha t we have a regula tory com­
mission which is protecting their interests, and evidently the interests 
of the American people have not been protected.

Now we have here in the scope of th is resolution a proposed inves­
tigation  in which we say we are going to investigate to see what is 
wrong. Why, af ter 27 years of experience and of regulation and cases 
do we have to go into an investigation now ? If  we do not know with 
all tha t experience, what good is it going to  do to spend $750,000 to 
create some bureaucratic empire?

Mr. Cary. May I say first of all tha t the investigation to which you 
refer was institu ted by the  Commission as a priva te investigation be­
fore this  resolution was suggested. I have no doubt tha t at times the 
Securities and Exchange Commission, as all other commissions, is 
slow in react ing to a par ticular situation.

But the facts of the m atter  are th at, as soon as these facts involving 
several people in respect of the American Stock Exchange were 
brought to our attention, we took immediate action and, indeed, are 
looking into it  to see whether those facts, as they were brough t to our 
attention , should lead to a fur ther  tighten ing of the rules. Whether 
or not we could be in a position to prevent all such activities from 
taking place is certainly doubtful in my mind.

Therefore, I  do not want to claim tha t we are doing in every way 
the most superb job in the  world; nevertheless; this investigation is a 
demonstration in itself of the fact tha t we are trying to meet those 
problems which arise, and I think will inevitably arise, in a period 
when there is such high market activity.

I would like to have Mr. Loomis speak to that  further.
Mr. H emphill. I t would be impractical to say th at you could pre­

vent every sort of manipulation. We have a lot of laws and a lot  of 
enforcement officers, but people still break the laws.

Over the  past few months I have been noticing in the newspapers, 
and I  have to give some credence to it, the fact tha t the president of 
the stock exchange and other people in authority  in th at industry  have 
been making all of these statements warning the public about buying, 
making these statements tha t they think the public is being misled.

I assume tha t those newspaper articles have come to the attention 
of the Commission, have they not ?

Mr. Cary. Indeed they have, s ir; yes.
Mr. Hemphill. How much fire is there under all the smoke ?
Mr. Cary. In  a general answer, I  would say tha t there have been 

evidences of a substantial amount of manipulation. Indeed, in our 
presentation  before Congress on the budget, we demonstrated tha t we 
are making more investigations than  we have made in the past  in 
order to ascertain whether or not manipula tive practices do exist.

Secondly, I think tha t we can say that we have taken action in 
certain areas. For example, we have issued proposed regulations  with 
respect to lurid  advertising. We are constantly taking action which
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is intended to preven t the  existence, or  trv to preven t the  gro wth , 
of  the type of act ivit y and  of  manipu lat ion  to which you refe r.

I would like to ask Mr. Loomis to speak more  specifically on this.  
Mr. Loomis. The re is not a grea t deal  I can add  to what the  c ha ir­

man said. As he mentioned, the  basic  scheme of thi s act, insofa r as 
the  exchanges are concerned, is th at  they  shall  engage in a substantial 
amount of sel f-re gulatio n. They have  rules which  are  fai rly  elab or­
ate, which are  designed to p rev ent m anip ula tion s.

As the  ma rke t conditions  developed over  the  rece nt yea rs in such 
a way th at  i t ind ica ted  t hat  ther e was a grea ter  oppor tun ity  and pe r­
haps a grea ter  like lihood of  impro per activ ities , the  Commission in­
sti tut ed  cer tain inv est iga tion s which  have given  rise to the  action to 
which you refer. As a result of  tha t inve stigation, which  was an ex­
tensive  one, we learned a cer tain amoun t abou t how these  things 
can be done under modern conditions.

As the  Chairma n has  mentioned, we then ins titu ted  a bro ader in ­
qui ry with respect to the  operatio ns of rules and prac tice s on th at  ex­
change to make  sure , so to  speak, or to try  and  see if they  are  keening 
pace wi th the times. If  th is reso lution is enac ted, th at  in qui ry will bo 
conside rably broadened.

The inq uir ies  which  have  been made so fa r, and the  ones now in 
progress, are  being  done by de tai ling a rela tive ly small gro up of ou r 
enforcement  officers to work on thi s ma tter . We do not  have a grea t 
surplus of  capable  enforcement officers. Tha t smal l gro up of enforce­
ment officers could not do what is conte mplated by the  pen ding reso­
lution. Tha t would take a lar ge r gro up and  a different typ e of pe r­
son to do i t.

But  we have, with in the  lim ita tions of  o ur  resources, responded to 
the  changin g cond ition s on the  mar kets which appea red  to give an 
op po rtu ni ty for  thi s type of  thing. How much  fire the re rea lly is 
beh ind  thi s smoke I am not sure we know, bu t we inte nd  to find out.

Mr. H em phill . Mr. Din gel l w ante d to ask a  quest ion.
Mr. Dingell (presid ing) . I f  from  wh at you say is true, in the  

last  mon ths there has been evidence of a sign ificant amoun t o f mani­
pulat ion  of one tyjxj or ano the r, would  it not ap pe ar  desi rable th at  
there had been some scrutin y not  only by the  SEC , bu t also by the ex­
chan ges and  the  NA SD  of thei r rules and regula tions fo r poli cing  
themselves?

Mr. Loomis. Yes, si r;  and  the re has  lieen. The Ame rican  Stock 
Excha nge has l)een enga ged in the last fi mon ths or  so in revising 
cer tain of its  rules. I know for a fac t tha t the  NA SD has also de­
voted quite a lot of thou gh t to modifying its rules in various  areas 
of  concern, incl uding the  mutual  fun d area th at  you allu ded  to 
ear lier .

There  is no dou bt th at  the re is need for  the  exchange and  the 
NA SD  to reexamine  thei r rules and  practices. I am prett y sure 
tha t they are  doing so. Undoubtedly  they  will give you more in fo r­
mation  when they a rc heard.

Mr. D ingell. Hav e you ail}’ idea when the  NA SD and  the  two 
majo r exchanges commenced thei r scrutiny o f their rules and reg ula­
tions?

Mr. Loomis. I would assume th at  th at  is a con tinuin g process. I 
would not be able to say th at  they began  it on a cer tain day.  I



SECURITIES MARKETS INVESTIGATION 3 5

thi nk  they  do it continu ousl y, alth ough  I do feel, just from  my own 
experienc e, t hat  w ithi n the  las t—ap pro xim ate ly the per iod  o f 1 y ea r— 
1 have  seen a lit tle  more act ivi ty in th is  line tha n 1 had  notic ed 
before. W he the r tha t gives the answ er, I  d o no t know.

Mr. Cary. Mr. Ch air ma n, may 1 ad ve rt to one question which 
was asked a m oment  ag o by Cong ressm an Hemp hil l ?

Mr. D inge ix. I y ield  th e floo r back to M r. Hemp hill .
Mr. Cary. I simp ly wanted to ask wheth er or not  yo ur  comm ittee 

would  be inte rest ed in the  ma ter ial , inc lud ing  several chart s, which 
I have  ava ilable de mo nstra tin g our ac tiv ity  in the field of inv est iga ­
tions.

Mr. D incell. I believe we have the m.
Mr. Cary. You have  those; th at  is correct. I did  not know 

whe ther , in orde r to answ er more ful ly the  po int  made  by Con gres s­
man Hemp hil l as to wha t we are  doin g, you would  be intere sted in 
my ma kin g some sta tem ents in respect to our act ivi ties  in sto p order 
procee dings?  inv est iga tin g criminal  cases, which have grown,  and 
ad mi nis tra tiv e proce edings, involvi ng the  denial or  revo catio n of 
licenses of bro kers  an d d ealers.

Mr. H emphill. I would be inte res ted , bu t I th ink I have  alr ead y 
used too much of my time.  He re is the  th in g th at  conce rns me as a 
rep res entativ e of the  people. Th e people  of thi s cou ntry who inves t 
for  a large pa rt are  people who do not know an ythi ng  abo ut the 
marke t. Th e local salesman comes by and  he wan ts to sell a mutual  
fun d or  som ething else, and  he has some nice looking  lit er atur e say­
ing  th at  his  company invests in wh at we call the  blue ribbons, and it 
looks mighty good. The n t he person invests .

Fr om  th at  poi nt on he has  no con trol , because in the  first  place  
his investm ent is no t larg e enou gh for him to take his time, it may 
be a  widow or some lady wit hout some busine ss expe rienc e exce pt she 
has  fun ds, and  the  salesman hap pen s to have  been a frie nd of her 
hus ban d or  som ething, bu t she loses con trol  at  th at  poin t. She has 
pu t the  money in. From  th at  po int on, she is in the  han ds of the  
Ph ilis tin es,  unles s the  Sec urit ies  and  Exc han ge Commission is the  
polic eman  it  is s uppo sed to be.

The ques tion in my min d is wh eth er or  not the  American publ ic 
is ge tti ng  the protect ion it thi nk s it. shou ld have  since we have  the 
reg ula tor y agency, and  the  next  question in my min d is wh eth er or 
not th is inv est iga tion or  study,  it  we ap pro ve  the  resolutio n, would  
prod uce as the  Ame rican  publ ic would  th ink it should produce.

The  average  jx'rson on the. str ee t does not know an ythi ng  abo ut 
the marke t, and  if we pass  thi s reso lutio n, we would be tel lin g them  
th at  we are goi ng to produce, when, as a matt er  of fac t, th is stu dy  
may not produ ce.

I am conce rned because 1 thi nk  the  aver age person thi nk s th at  
because, we have  a Sec urit ies  and Exc han ge Commission th at  they 
have  much bro ader prot ecti on tha n in ac tua lity the y have. I t  con ­
cern s me, liecause th at  is my res ponsi bil ity  since I represent  the  

people , and  I th ink  your resp ons ibil ity is to carry  out the  sta tut es 
in ke eping with the  in tent of  Congress.

I am not say ing  th is in criti cism , but  thi s th in g has concerned me 
ever  since I have been priv ileg ed to lie on th is  subcommittee.  We 
have  yo ur  agenc y and  the n we tu rn  up with all thes e sta tem ents,
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with headlines of stock shennanigans, and one thing and another, 
and the public has a right  to ask, “What are you going to do about it ? 
Why haven’t you done something before ?”

I would like to have your comments.
Mr. Cary. It  is very diiiicult to answer that precisely, Congressman 

Hemphill, but I would say these things: Fir st of all, the primary 
thrust  of our acts is twofold. One is forcing disclosure of info r­
mation, no matte r how unkind it is, so tha t the public actually is 
informed in connection with the sale of securities; and the second 
is this broad group of activities under the Securities and Exchange 
Act attempting to prevent fraud and manipula tion of all types. 
Thirdly, we have some fur ther  regidatory functions, as, for  example, 
the Investment Company Act with respect to  mutual funds.

As to whether  or not our powers are adequate or our rules are tigh t 
enough, i t is true tha t we have all of our manpower at the present 
time concentrated in these activities which are at thei r all-time high 
in regist ration  of securities and in attempting to prevent fraud and 
manipulation of  all types.

As a consequence, we have not had enough opportunity to back 
away and look at the problems. One of the most helpful features of 
this study will be that , while the manpower tha t we presently have 
is engaged in administra tion, other people can investigate whether 
we are going fa r enough, whether our present rules are adequate, and 
whether we should do more.

That is really the basis for this study.
Mr. Hemphill. If  we pass this resolution, you are prepared to 

come back to us on Jan uary 3, 1963, and say to us as a committee 
of Congress that,  “For  the protection of the American public, we 
make these recommendations” ?

Mr. Cary. We will, and, indeed, we hope to come back before 
Jan uary 1963 in some instances when points have arisen which require 
immediate action.

Mr. Hemphill. And tha t would include people as in the example 
I  gave you?

Mr. Cary. Tha t is correct, sir.
Mr. Hemphill. There would be some protection for the innocent 

American who t rusts a friend  and, in turn, who trusts a company, 
who may just be a salesman for them. The fact tha t she may lose 
control as a background, the Securities and Exchange Commission 
will not let her be defrauded ?

Mr. Cary. We t ry to prevent any defrauding of anyone.
Mr. H emphill. You would make some recommendations along that 

line if th is study were authorized?
Mr. Cary. Tha t is correct.
Mr. H emphill. I  thank you for your help this morning.
Thank you, Mr. Chairman.
Mr. Mack. Mr. Kei th?
Mr. Keith . Mr. Chairman, I would like to have you confirm or 

otherwise reject a thought  tha t one might gather from a question 
tha t Mr. Dingell p ut to you, that a majority  of the mutual funds were 
invested in over-the-counter ventures. This was not my impression. 
I  thought tha t by and large the mutual funds invested the ir moneys 
in whatever marke t was best.
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Certainly in Boston the mutual funds very often invest in blue chip 
stocks, and they are  not, generally speaking, over-the-counter transac­
tions.

Mr. Cary. Congressman Keith , may I draw a distinction between 
what the investment companies invest in and the  shares of those com­
panies. For  example, the X investment company will be investing 
very frequently in, as you say, blue chips, including securities traded 
on the New York Stock Exchange and the other exchanges.

That is different from the securities of the investment company, 
itself, which are issued by the investment company. The salesmen 
who sell the shares of the investment company, not the assets, are 
frequently members of the National Association of Security Dealers 
and thereby subject to the supervision of that  organization.

I th ink th at is what we were referring to.
Mr. K eith. As I  understood the exchange between the two of you, 

the investments were going into the over-the-counter types of» trans ­
actions, the investments of the investment companies. I am glad to 
have th at corrected.

Mr. Cary. It  is true, sir, tha t in some instances, investment com­
panies may invest in over-the-counter and, indeed, some securities 
which are illiquid.

Mr. Keith. But this would be in accordance with your regulations , 
would i t not?

Mr. Cary. It  would so indica te; yes, sir.
Mr. K eith. I was interested in the exchange concerning the cost of 

this service to the funds as a whole. I did a little  arithmetic,  too. 
The average investment in  such an account might be in the vicinity of 
$10,000. One-half of 1 percent on that is how much money ?

Mr. Cary. I s it $500 ? No, it is $50.
Mr. Keith. You see, there is quite a difference between $500 and 

$50. This man who has $10,000 in the market is getting for $50 some 
rath er competent advice, it seems to me.

I have only once or twice ventured into the market, and I would 
think in retrospect it might have been better for me to stop worrying 
about the overhead on some of these investment funds and to have 
my share of the growth of the economy of this  country by not concern­
ing myself about tha t one-half of 1 percent for whoever this  man is 
tha t is get ting it.

Who is gettin g it? Who is the one or what is the firm tha t gets the 
one-half of 1 percent ? Is there one firm or are there several ?

Mr. Cary. Congressman Keith, this bears on the question of how 
mutual funds are organized today. Normally, when a mutual fund 
or investment company is organized, the investment advice is rendered 
to tha t fund by a separate organization, known as an investment 
adviser.

They are subject to a contract with the investment company p ur­
suant to which they receive, as you say, a fraction  of a percent of the 
total assets of the company on an annual basis.

Mr. Keith. What I am trying to determine is whether or not we 
have one giant  organization tha t gets all of this business for a fixed 
fee and is, in effect, controlling tremendous amounts of capital,  with 
perhaps a monopoly on this type of service, and where the marke t 
might  suffer very substantia lly through the fact that there was one
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agency o r one company, in effect, determining the policy for many 
mutual funds.

Mr. Cary. Generally, there is one investment adviser for each 
mutual fund and for no others. However, I want to amend tha t 
briefly.

Fir st of all, of course, there are some mutua l funds tha t are very 
large, as you know, over a billion dollars.

Secondly, it may be that  in some instances a part icular organization 
has what is known as X fund No. 1, X fund No. 2, X  fund No. 3, 
which they sell, and  which have different types of investment por t­
folios. In  respect of each of these, the same investment adviser might  
perform an advisory function. Generally, however, an investment 
adviser would serve only a group of funds having a common name, 
rath er than  serving the X  fund, and then the Y fund, and then the Z 
fund.

Mr. Cohen, I think, might be able to comment on this more deeply 
than I have.

Mr. Coiien. No, I think you have fair ly covered the range of 
possibilities.

Mr. K eith. Wha t I want to know is, is i t competitive between one 
investment advisory firm and another? I t was implied in an earlier 
exchange that there was a uniform rate, so there would stil l be com­
petition as to which one got the best results for that  uniform rate.

I was just curious to know whether, when you looked behind the 
scene in all of these things, you found one firm was, in effect, handling 
a majori ty of the investment accounts of a majori ty of the mutual 
funds ?

Mr. Cary. I t cannot be said, that there  is one firm dominating them
Mr. Keith. There was a question about the amount of fire behind 

the smoke. Who is fanning the fire, or  is there anybody fanning the 
fire, in this parti cula r area ?

Mr. Cary. When you say in this part icula r area, you mean on the 
security market generally ?

Mr. Keith. No, in the mutual funds and the question of fees paid.
Mr. Cary. I believe th at the basis for the question raised by Con­

gressman Dingell is a series of lawsuits tha t have been filed against 
investment company officials—I don’t know whether  it is 50 suits.

Mr. North. Approximately 50 suits tha t have come to the attent ion 
of the Commission, but tha t does not necessarily mean tha t we know 
of all of them because they are private litigation.

On the other hand, it does not mean that  the  officials of 50 invest­
ment companies or mutual funds are under attack. In some in­
stances there are several suits pending involving the same investment 
company.

In other words, different groups of stockholders bring actions in­
volving the same company or perhaps the same group will bring one 
action in the Federal  courts and one in the State court, the second 
action l>eing a staying action pending the time tha t they can prove 
whether they have an action under Federal Law or not.

Mr. Cary. These suits are by ind ividual shareholders of the invest­
ment companies, on behalf of the companies, against the managements 
so-called shareholder derivative actions.
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Mr. Keith . These are not being stimulated, so fa r as you know, by 
anybody with any close tie-ins with the Securities and Exchange 
Commission, present o r past ?

Mr. Cary. Indeed, no. This is private  litigation.
Mr. Keith. I understand, but the people involved are in no way 

connected, at present or in the past, with the Securities and  Exchange 
Commission?

Mr. Cary. No, indeed, not tha t we know of. It  may be th at some 
alumni of the SEC are counsel, but I am sure tha t they will be on 
both sides of every issue.

Mr. Cohen. 1 might say tha t there is one gentleman who was an 
employee of the Commission for a short period of time, who has ap­
peared as counsel in a number of these suits.

It  has been suggested to the Commission in the past tha t perhaps 
there was something here that  required some inquiry. The Commis­
sion has, at least on two occasions, inquired into this matter very 
deeply, and there was no basis for suggesting tha t there was an im­
propriety under the rules or laws as we understand them.

Mr. Keith. I think I may support the expansion of this study 
into the mutual-fund field, primarily because I feel that  the public 
acceptance of this unique method of investment can contribute very 
greatly  to the expansion of our economy and at the same time give the 
small investor an opportuni ty to get a share of the  increased produc­
tivity of this country as represented by its capital  investment.

But I hope tha t in the course of this investigation you will not scare 
the public unnecessarily, scare them away from th is unique opportun­
ity that we have in our system of investment here in this country.

Thank you, Mr. Chairman.
Mr. Mack- Mr. Curtin.
Mr. Curtin. Thank you, Mr. Chairman.
Mr. Chairman, I understand that there is a great quantity  of securi­

ties sold in this country, by virtue of solicitation from foreign coun­
tries. I appreciate the difficulty of the authori ties in this country to 
control this, and I also appreciate what control we do have is not 
restricted  to the SEC.

However, I  was wondering, in the event this resolution is enacted 
into law, whether or not your investigation would go into this phase 
of the securtiesbusiness?

Mr. Cary. On that point I would like to ask Mr. Loomis to speak.
Mr. Loomis. I presume, Mr. Curtin, tha t you are referring to sales 

from Canada, primarily, because there have not been a great many 
direct sales from other portions of the world.

Mr. Curtin. Tha t is right.
Mr. Loomis. This parti cular study, at least in the framework of 

the language used, would not appear to refer  very much to tha t 
problem.

There are certain developments with regard  to tha t problem which 
may be of interest. Unti l recently, most of these sales from Canada 
were coming from two places, Ontario and Quebec.

There has been very litt le of it from Quebec recently because of the  
Quebec Securities Commission having maintained quite effective 
control.
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Recen tly,  only  w ith in a per iod  of 2 m onth s, an in iti at ive was taken in To ronto  by the  To ronto  Sto ck Ex change and  the  Broker- De ale r Associatio n of Toron to,  to  req uir e th at sales from Ontar io  int o the  Un ite d St ates  to  be  made  only  in com pliance  wi th the  F ed eral  securi ­tie s laws. 
#I f  t hi s wor ks out , the  problem will  be, I  th ink , at  least grea tly  im­pro ved .

Ano ther  signif ican t development  he re is the  f act  th at  over the  year s there has been a question as to wh eth er the  Ca nadia n Provinc ial  Securit ies  Commissions could  contro l sales th at  were m ade  outside the  Prov inc e and int o t he  U ni ted  State s or  wh eth er th at , unde r Canadia n co ns titut ion al  law, th is was a m at te r of In te rs ta te  or  In te rn at iona l Commerce-
On Ju ne  12 of  th is year,  the  Supre me  Co urt of  Canad a decided th at the Prov inc ial  Secur itie s Commiss ions ha d th at  au thor ity , and  uphe ld the act ion  of the Quebec Securiti es Commission in sto pp ing  these transact ion s.
So I  th in k th at  w hile  we will continue to  wor k wi th and stu dy  t hi s problem, we a re hopeful con cerning the fu tu re  f or  it. An d, as I say, it  does not seem t o me t hat  i t is quite  w ith in  the  scop e of a reso luti on which  focuses prim ar ily  on th e a ctivit ies  of domestic or gan iza tions,  th e exchang es and the  associations.
Mr.  Curtin . You hav e to ld us wh at  the y have done in Can ada . But  has th e SEC  been ab le to  do any th in g in th is  field ?Mr.  Loomis. Yes, si r;  it  has . Th ere  are  various measures th at  we have tak en in wo rki ng  wi th  the Canadia ns,  who are  the only peop le who can stop  or con trol  th is at  the  source. We  m ain tai n a res tri cte d lis t of  Ca nadia n securi ties  which have been or are  being offered ille ­ga lly  in  th is c ountry, and  n o b roker o r d ealer  in  the  U ni ted S ta tes wi ll de al  in th ose  securi ties  which d ampen s the se op era tion s.
In  addit ion , we hav e con duc ted a numb er of  inv est iga tions  in co­opera tion wi th Ca nadia n au tho rit ies , which  hav e pro duc ed actions,  crimi na l indictm ent s, convictio ns, in  th e U ni ted State s and in Canad a.Ve ry rec ent ly we sen t to jail  one of  the m ost noto rious o perat ors  who was  so unw ise as to s tra y th is  side of the  bo rder, and we have obtained ind ictme nts  and  refe rre d to the Dep ar tm en t of  Ju sti ce  a numb er of very im po rta nt  C anadian  cases whi ch we inv est iga ted  wi thi n the  p as t 6 mo nths in coope ration wi th Ca nadia n a uth ori ties.
These people do not like to  be  i nd icted  on eit he r side of  the border , and t hat  is one of  our best weapons.
Air. Curtin . D o you  inten d to con tinu e yo ur  ac tiv itie s in th at rega rd  ?
Air. L oomis. We  inten d to  contin ue, yes.
Air. Cur tin . Tha nk  you, M r. Chairma n.
Air. AIack. Air. Cary,  in my opening  sta tem en t I  re fe rre d to  y our sta tem ent before  the House  App ro pr ia tio ns  Com mitt ee, where in you ind ica ted  th at  you ha d over 1,000 ful l-scal e inv est iga tions underway.Air. Cary. Yes, sir.
Air. AIack. I  th ink th at  was com pared wi th  only  481 only 5 yea rs ago. We wou ld be i nte res ted  in ha ving  yo ur  comment as t o wh at  has caused the addit ion al invest iga tions.  Th e irr eg ul ar iti es  in the secu­rit ies  are a or the volumes tra de d which may  hav e caused it. W ha t has been responsible  fo r yo ur  mov ing  ?
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Mr. Cary. Congressman Mack, as I  indicated a moment ago, we do 

have here a few charts,  some of which may be of interest to you. 1 
would call your attention to char t 5, which does not make the dis­
tinction tha t you have indicated. It  is just entitled “Securities 
Investigations.”

That, basically, shows the number of securities investigations we 
have been making in the recent years. I t shows tha t we have sort 
of reached a plateau, the reason being tha t in the old days we referred  
to this as purely a securities investigation without  a qualitative di f­
ferentia l between full-scale and others.

Now the fact is th at the need has been so grea t for investigations, 
tha t I think rather than increasing the number of investigations we 
have increased the  number of full-scale investigations.

The facts of the  m atter  are that,  with this active market and with 
the possibilities of manipulation exis ting in it, there has been, as you 
indicate, and as I indicated in my earlier testimony before the House 
Appropriations Committee, a very substantia l increase in the number 
of investigations.

On this  point, I think Mr. Loomis might be able to give us some of 
the fur ther  details.

Mr. Loomis. As the chairman has said, we now have over 1,100 pend­
ing investigations, of which slightly over 1,000 are full-scale investiga­
tions. Those cases have been opened because there has come to our 
attention sufficiently serious indications of  possible violations, tha t it 
has been felt th at a full-scale investigation was necessary.

The number is h igher than it should be, but, in general, we can’t 
avoid opening cases in some of these s ituations which come to our at­
tention. We just have to handle them as best we can.

Mr. Mack. What is your full-scale investigation ?
Mr. Loomis. The distinc tion there is that we have two types, a full - 

scale or docketed investigation, and a preliminary investigation.
A preliminary investigation is a relatively  brief  inquiry which is 

primarily  directed at determining whether or not the re appears to be 
something in the situation tha t we have to go into. We run down 
leads and maybe it doesn’t amount to anything,  or maybe it is a situa­
tion we have to go into. If  we determine tha t it is a  situation we 
have to go into, it then becomes a full-scale investigation, attorneys 
and investigators are assigned to conduct it, and  it goes forward.

Because of the conditions we have encountered, we have had an in­
creasing number of these full-scale investigations, and have cut down 
on the number of preliminary, part ly because we don’t have the time 
to run down every lead, and partly because more of them seem to war­
ran t looking into than was true in some earlie r periods.

For  example, our Seattle regional office has almost stopped opening 
preliminary investigations. They haven’t had any in some time. They 
just make a preliminary check and then launch right into a case.

Mr. Mack. You have to make a prelimina ry check or a preliminary 
investigation, don’t you ?

Mr. Loomis. They probably make their prelim inary check without 
even opening a prel iminary investigation file because they figure tha t 
it wouldn’t be necessary.

Mr. Dingell. Will the chairman yield briefly ?
Mr. Mack. Yes.
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Mr.  Dingell. Are  you en terin g th at  the y make prel im inary checks  
in  the  na ture  of  a spo t check and th at  usu ally th is spot check lead s 
imm ediate ly then  i nto  a ful l-scal e inv est iga tio n ?

Mr. Loomis. No, sir.  I am re fe rr in g to th is type  of si tu at io n: 
We  get a le tte r fro m an investi ga tor com pla ining  abo ut a securi ties  
transact ion , fo r exam ple. We  will  look into th at  let ter , firs t pr e­
lim ina rily to see if  it  is a s itu at ion wi thin ou r ju ris dic tio n and amoun ts 
to an yth ing .

If  it tu rns ou t th at  it is eit he r no t a case wi thin our jur isd ict ion 
or the re was no vio lation,  we will  close the  prel im inary check.

If , on the  othe r hand , it  ap pe ars th at  the  man  may  have, in fac t, 
be defra uded , the n we may  open a full  inv est iga tion of  the  si tu a­
tion . That  is the  dis tin ction  I was at tempt ing to describe.

Mr. D ingell. Th an k you, Mr.  Cha irm an.
Mr.  M ack. Mr . Ch air ma n, in your  tes tim ony you refe rre d to the 

dev ious methods used to pe rp et ra te  frau d,  in re fe rr in g to the  in- 
>creased numb er of cases an d inv est iga tions  th at  you  have had, and  
th at  they  ar e more complex fo r th is reason .

Could  you tel l the  commit tee wh at you  mean by devious  methods 
used to perpe tra te  a fr au d ?

Mr. Cary. I  th ink on th at  po in t again , sir , I would like  to yield to 
Mr. Loomis.

Mr.  Mack. I  pre sum e i t is new in thi s field  ?
Mr.  Loomis. Well, it may  not be new, because many people who 

pe rp et ra te  fra ud s have alw ays  been devious  about it. Bu t I th ink 
that, the re is more of  it  by reas on of the Com mission’s enforcement  
work and  fo r othe r reasons.

People have taken more  pains  to cove r thei r tracks by operat ing  
throug h inte rmediaries,  h ank s in Sw itz erl and, nominees in Ca lifornia , 
and , in gen era l, to at tempt  to  com plic ate  o r frus trat e inv est iga tion by 
moving securi ties  throug h num erous na tional and  somet imes, in te r­
na tio na l, channe ls in an effo rt to conceal the  ide nti ty and  the  par ­
tic ipat ion of  the peop le who are  rea lly  beh ind  the  scheme,  hu t who, 
on the  su rface,  don’t app ear to have  a ny th in g to do wi th it.

Mr. M ack. Who would these peop le be? Wo uld  it  involve broker-  
dea lers?

Mr. Loomis. They are  a so rt of cross section of the  c rim ina l po pu la­
tion . They are bro ker -dealers, sometimes, ind ividuals  of va rying 
bac kgrou nd. Sometimes the y are  officers of cor poratio ns.  I t  is  q uit e 
a cross section.

Mr. Mack. 1,000 inv est iga tions  is quite  a lar ge  num ber.  W ha t 
percen tage of  these cases w ould have these unus ual  means to pe rpet ra te  
a fr au d ?

Mr. Loomis. That  is a li ttl e ha rd  to say. Fi rs t, I  migh t mention  
th at  these  inv est iga tions  run the  ga mut  of all  typ es of vio lations of 
the  securit ies laws. They are not all  frau d cases by any  means.

Some of  them  are  sales of  securi ties  wi tho ut reg ist ra tio n or op era­
tion of a bro ker -de ale r firm with ou t obs erv ing  the  var iou s rules.

They break down into those three catego ries  or com binations of 
them . (I f the  frau d cases, a con siderable  per cen tage and no t havin g 
read all of the  1,000 files, I can’t tell  you prec isely, do invo lve these 
devious devices,  a sub sta nti al percen tage .
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Mr. Cary. On th at  p oint  you might  be int ere ste d to know  the num­
ber  of  cri mina l cases, whi ch are  usua lly  mat ters  of  very subs tan tia l 
mom ent,  a nd  in whi ch some o f thes e very typ es  o f ac tiv itie s e xis t t hat  
you have  noted.

On th at , we hav e ha d a very subs tan tia l rise  in  criminal cases of 
re fe rra ls to the  D ep ar tm en t of Ju sti ce  in rec ent  y ears. That  is ch ar t 
6 of the gr oup o f ch ar ts which you have before  you.

Mr.  Mack. Thi s is also inc luded,  as I  recall,  in  your  tes tim ony be­
for e th e A pp ro pr ia tio ns  Committee.

Mr.  Cary. Tha t is cor rec t, sir .
Mr.  Mack. Mr.  Loomis,  can you give us an  example of  a case not 

pend ing  whe re you  ha d involve d a bro ker-d eal er in th is  opera tion?
Mr.  Loomis. Le t me m ake sure  I  un de rst an d you, in volving a broke r- 

dea lers  v iolatio ns or  i nvolv ing  a fr au d pe rp et ra ted by broker -de ale rs?
Mr.  Mack. A fr au d case, where  the bro ker-d ea ler  pa rti cipa ted in ­

dir ec tly  or d irec tly .
Mr. Loomis. We  hav e ha d a numb er of  those. One  inst anc e, fo r 

example, invo lved  a Ca nadia n—well, tak e the one th at  involved an 
Am erican  c orp orati on  wh ich was dorma nt.  I t  ha d been forme d in the 
Western  States  many years  ago as a minin g com pany, and ha d gone  
out  of  business, in sub stance.

A nominee, ac tin g fo r a pro mo ter , pu rch ased  all  of  the stock of 
th is  v en tur e fo r some $5,000. Th e prom oter  t he n took  control of  the  
corpo rat ion  and  spl it i ts s tock  about 100 to  1 an d d ist rib uted  t hat  stock 
among  abou t 20 or  30 pe ople who acted, in tu rn , as h is nominees. Th is 
stock was the n tra ns po rte d by prea rra ng em en t up  to Ca nada , and 
the n was oste nsib ly purch ase d fro m person s in Ca nada  who were  a lso 
nominees  f or  the pro mo ter  a t a s ub sta nt ial  m arku p by a b rok er- deale r 
firm controlled by the  pro mo ter  alt ho ug h he did no t ap pe ar  in  its 
manag ement .

Th is bro ker-d eal er firm which  then  ha d pu rp or tedly bo ug ht  th is 
stock for  $2 or $3 a sha re, proceede d to r esel l i t w idely to the  A merica n 
pub lic,  based on represen tat ion  th at  th is com pany ha d all kind s of 
prop er tie s way  ou t in the West, which rea lly  rep resent ed some very  
dub ious mi ning  prop ert ies  whi ch the  prom oter  had picked  up  and  
pu t in to it.

Tha t is one exa mple of t he type  of case o f which we hav e h ad  several  
in the  las t year o r so, or 2 years .

Mr. Mack. In  a case such as th at , you wou ld take act ion  again st 
the  bro ker-d eal er ?

Mr. L oomis. Yes, sir.  In  th at  case th at  you re fe r to, the broker - 
deale r firm was p ut  ou t of business, an d the pr incipa ls were  ind icted  
and p leaded  gui lty .

Mr.  Mack. The se new frau d cases th at  you re fe rre d to, Mr.  Cha ir ­
man , those would  be vio lations  of the rules, the  pres en t ru les  or s tatute s, 
would th ey  not ?

Mr. Cary. Yes, s ir : pr im ar ily  of e ith er  the S ecu riti es and  E xchange 
Ac t or t he  Se cur itie s Act.

Mr.  M ack. We have a ro llc all  on at  the pre sen t time. Mr . Cha ir ­
man , would it  be possible fo r you to re tu rn  at  2 o'clock?

Mr. Cary. We wil l be here.
Mr. Mack. Th e committ ee sta nd s in recess  un til  2 o’clock th is 

aft ern oon.
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(W here upon , a t 12:15  p. m ., th e  s ub co m m it te e rece ssed , to  reco nv en e 
a t 2 p. m ., th e  sam e d ay .)

AFTER RECESS

(T h e  su bc om m it te e re co nv en ed  a t  2 p. m ., H on . P e te r  F . M ac k,  
ch a ir m an  of  th e  su bc om m it te e,  p re si d in g .)

M r.  M ack . T he co m m it te e w il l com e to  o rd er .
M r.  C ha ir m an , w he n we  ad jo u rn ed  th is  m orn in g , I  w as  ask in g  a 

ques tion conce rn in g lo op ho le s in  th e  st a tu te s o r th e  ru le s of th e  ex ­
ch an ges  o r t h e  N ati onal A ss oci at io n o f S ecuri ty  D ea le rs .

I  ass um e t h is  re so lu tion w ould  co ve r t h a t  are a.

STATEM ENT OF WILLIAM L. CARY, CHAIR MAN OF TH E SEC URITIES
AND EXCHANGE COMMISSION; ACCOMPANIED BY COMMISSIONER
BYRON D. WOODSIDE; COMMISSIONER J.  ALLEN FR EA R;  FRAN K
J.  DONATY, COMPTROLLER; PH IL LIP  A. LOOMIS, JR ., DIRECTOR ,
DIV ISION OF TRA DING AND EXC HANGES;  MAN UEL F. COHEN,
DIRECTOR, DIV ISION  OF CORPORATION FIN AN CE ; WA LTER P.
NORTH, ASSIS TANT GEN ERA L COUNSEL; ALLAN CONWILL, GEN­
ERAL COUNSEL; AND AR TH UR  FLEIS CH ER , JR ., LEGAL ASSIST­
ANT TO TH E CHAIRMAN— Resume d

M r.  C ar y. T h a t is co rr ec t,  si r.
M r.  M ac k. In  y ou r te st im ony b ef ore  th e  A p p ro p ri a ti o n s  C om m it te e,  

yo u re fe rr ed  to  th e in cr ea se  in  th e  c ri m in al cas es.  I  be lie ve  it  was  
fr om  8 ca se s in  1955 to  so m eth in g  like 53 o r 58 cases in  1960.

M r.  C ar y. M r.  C hair m an , on  th a t,  as  I  in d ic ate d  to  yo u,  we  ha ve a 
c h a r t w hi ch  m ay  gi ve  some  in d ic a ti on  of th e  si tu a ti on  w it h  re sp ec t 
to  c ri m in al cas es.  I t  is c h a r t No . 6 o f th e  c h a rt s  s ubm it te d  to  y ou . To 
go  in to  fu r th e r  de ta il  w ith  re sp ect to  it , I  w ou ld  like  to  as k W a lt e r 
N o rt h , o u r G en er al  C ou ns el , to  sp ea k.

M r.  M ack . M r.  C hair m an , hav e th es e ch art s be en  m ad e av ai la ble  
to  us ?

Air. C ar y. T hey  hav e be en  m ad e avail ab le  to  th e  co m m it te e.  P e r ­
haps we  ha ve  ad d it io n a l co pi es  fu r th e r  th a n  th os e th a t wer e d is ­
tr ib u te d . T h is  is si m ply  a ch a rt , M r.  C hair m an , w hic h sh ow s th e 
num ber o f ca se s co nc lu de d,  th e  num ber pen d in g  in  th e  D ep art m en t 
of Ju s ti ce , w hi ch  w ou ld  giv e o u r to ta l w ork lo ad  fr om  th e  peri od  
1955 to  1960, and  sh ow s th e im m en se  in cr ea se  in  th e  num ber s sp ec ifi c­
al ly  w hi ch  a re  p end in g  in  th e  D ep art m en t o f J u st ic e .

I  th in k  th e re  are  m or e d e ta il s on  th is  th a t m ig h t be  de ve lo pe d by  
Air . N ort h .

Air . N ort h . Air. C ha ir m an , in  th a t are a  o u r ch a ir m an ’s st a te m en t 
bef or e th e  A p p ro p ri a ti o n s  C om m it te e sh ould  no t be  m is un de rs to od.  
In  li f ti n g  it  out o f co nte xt i t  p e rh ap s  ga ve th e  im pr es si on  th a t we  
ar e tr y in g  to  cl ai m  ou r cri m in al lo ad  has in cr ea se d si xfo ld  o r se ve n­
fo ld . T h a t is not tr ue.

N in et ee n hun d re d  and  fi fty- five  happened  to  be  th e low y ear in  
re ce nt yea rs , and  1960 was  th e  h ig h  yea r.  S peak in g  in  te rm s of  
av er ag es  fr om  1950 th ro u g h  1958, th e  lo ad  w en t up  an d do wn fr om  
th is  low of 8 t o a h ig h  of 27, bu t it  aver ag ed  18 cases ov er  th a t 9- ve ar  
sp an .
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Then all of a sudden came 1959 and 1960, and in those 2 years alone 
we referred 101 cases. So you had nearly a 200-percent increase, bu t 
certainly not anything like a sixfold or sevenfold increase. We are 
not attempt ing to establish that.

Mr. Cary. Many of these are very large cases which require not 
only the work of the U.S. attorney’s office, but sometimes as many as 
three or four of our own people working with them, frequently day and 
night , for an extended period of time in order to develop a case for a 
cri mina l tr ia l.

Mr. Mack. It  is still a substantial increase.
Mr. Cary. Indeed it is.
Mr. Mack. Even if you take the average.
Mr. North. Tha t is right.  It  is nearly  200 percent. In this current 

year, I might add, up to the week before last, we had referred 41 
cases. I think  last week we refer red 2, and we still have 2 o r 3 more 
in the shop tha t may be referred before the end of the month, so again 
this year our total will run about 45 or thereabouts.

Mr. Mack. Is this based on the fiscal year ?
Mr. North. Fiscal year ending J une 30; yes, sir.
Mr. Mack. It  will exceed the number referred in the last fiscal 

year?
Mr. North. No. It  will be about half a dozen less. Last year we 

had 53. This year it looks like our total will be around 45. One 
reason for the dropoff is that our field personnel are so busy working 
with the  U.S. attorney’s offices on the 101 cases we referred in the  past 
2 years tha t they do no t have as much time to develop new cases as 
they had before we thrus t that peak on them of the  pas t 2 years.

Mr. Mack. I presume there  are some of the 53 cases pending from 
the fiscal year 1960.

Mr. North. The major ity are pending. We made a li ttle study of 
that. They asked our office to put  together figures on the length of 
time it took a criminal case to get—from the time our Commission 
refers it until  it is finally disposed of, either by a p lea or by a tr ial, 
or however it may end up, or dismissal.

Our figures showed tha t on the average—some are much longer 
than this and some much shorter—it took about 16 months from the 
time we referred a case until it was finally disposed of. If  tha t average 
holds good for the cases we referred in 1960, more than half  of them 
would still be pending in the U.S. attorney’s offices throughout  the 
United  States.

Mr. Mack. Could you tell me the natu re of  some of the cases pend­
ing without gett ing into the individual cases?

Mr. Cary. I think  I  m ight call on Mr. Loomis to give us some pic­
ture  of that.

Mr. Loomis. Some of them involve the type of f raud that I referred 
to this morning, these devious devices, if I  may say so. Others involve 
manipulation. There are two or three, at least, manipulation cases 
in there. Others involve misconduct of a grave nature  in the opera­
tion of a broker-dealer firm where somebody in the firm misappropri­
ated or looted the customers’ property.

Others involve large-scale and deliberate distributions of securities 
in violation of the Securities Act, accompanied on occasion by counts 
charging  manipulation.

73010—61
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Mr. Mack. Then in many o f the cases pen din g, the inv estors  would 
have lo st money innocent ly.

Mr. Loomis. Tha t is  corre ct;  yes.
Mr. Mack. Now, Mr. Ch air man , do you feel th at th is resolu tion  a s 

introduced  would cause  the  Comm ission to look into t hi s are a to de ter­
mine  w hether  we have p ro pe r san ctio ns fo r these violations ?

Mr. Cary. Yes, Mr. Ch air ma n. Un doubted ly th is wou ld he lp in 
th at  d irec tion .

Mr. Mack. Mr.  Ch air ma n, we will hav e to ad journ the he ar ing fo r 
perha ps a 15-m inute per iod . We  hav e a rol lca ll on the  House  floor. 
I f  you don ’t  m ind  wai tin g fo r a few min utes , we wil l ans wer t he  c all 
an d then  con tinu e th e he arings.

Th e committee  wi ll sta nd  in recess fo r 15 m inutes.
(A  s hort recess was  tak en.)
Mr. Mack. Th e commit tee will  be in order.
Mr. Ch airma n, we were  disc uss ing  the numb er of cri mina l cases 

which hav e been re fe rre d to the  De pa rtm en t of  Justi ce . Th ere  has 
been a sub sta nti al increase  in  the  numb er ref err ed . You hav e in di ­
cated the na ture  of the cases.

Do you  have any views  con cer ning the  increase  in the numb er and 
wh eth er t hat is caused  by new ac tiv ity , o r w hethe r i t i s ju st  an  increase 
in the volum e?

Mr. Cary. I am sure , Mr.  C ha irm an , t hat  p art  o f i t is a f uncti on  of  
the increased  business ac tiv ity  an d ma rket act ivi ty.  Ce rta inly there 
have been a numb er of  very subs tan tia l cri mina l cases, pe rhap s com­
pa ra tiv ely more than  there have  been in the past.  As  to  any  detai ls 
on th at , I  m ight  ask  M r. Loomis w he the r he has an ythi ng  to add.

Mr. Loomis. I th ink t hat  is about the  answer. Th ere  h as been m ore 
activ ity , and also we have fe lt th at  because  some of these cases were  
inc rea singly  serious, we s hou ld use the cr im ina l sa nct ions in  the s ta tu te  
more oft en ins tead of ce rta in  othe r types of  remedies.

Mr. Cary. Th ere  is one oth er are a th at  m ight  be mentioned , and  
th at  is, namely,  we have ha d a numb er of cri mi na l cases where the re 
has been fa ilu re  of r ep or tin g un de r the  Sec uri ties Act . A gr ea t deal  
of  th e discussion we have ha d in the las t h ou r has b asical ly been wi th 
respec t to frau d a nd man ipula tio n unde r th e Securiti es Exchange Act.

Th ere  have  been m ajo r cases inv olv ing  f ai lu re  to  repo rt  v ery  ma te­
ria l inf orma tio n in r eg is tra tio n s tate ments , which  ha s led to successful 
crimi na l prosecut ion.

Air. M ack. In  y ou r tes timony , you  also gave ce rta in  da ta  concern ­
ing the increase  in ad min ist ra tiv e proceedings looking towa rd the  
denying  o r revoking of  r eg is tra tio n of  b rok ers  a nd  dealers.

Mr.  Cary. W ith  resp ect  to th at , sir , I also had a ch ar t which was 
used  ag ain  in the  Ap pr op ria tio ns  Com mitt ee, and  th at  was cha rt  No. 7, 
whi ch you have , en tit led  “A dm inist ra tiv e Pro ceedings To Den y or  
Revoke Re gis tra tio ns  o f Brokers  an d Dea lers , or  T o Ex pe l Fr om  the  
NA SD .”

Th at  ch ar t shows a con tinuously ris ing tre nd  bo th in the number 
of  ad mi nis tra tiv e p roceed ings concluded and also the n um ber  pendin g 
at  th e end  o f each  year.  The to ta l, of course , the  numb er conc luded, 
and the numb er pen ding, demo nst rate ou r workload. Indeed , there  
has been a very subs tan tia l increase.
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I can give you the figures from this char t or perhaps it might  be 
better to ask Mr. Loomis if he would give them in fur ther detail.

Mr. Loomis. There has been, as indicated in the char t, a substantial 
increase in the number of adminis trative proceedings commenced, 
particularly in 1960. Tha t was a big year for them. I thin k we 
will not have quite as many commenced this  year, partially  because of 
the workload on the tria l lawyers and the hearing examiners makes 
it hard to  carry a heavier load of them.

Mr. Mack. Is there some particular  reason for thi s increase in 1960 ?
Mr. Loomis. I think  again i t is a function of the increased activ ity 

in the markets and the resul t of the fact the we have had more broker- 
dealers engaging in some type of misconduct because of the oppor­
tunities  for tha t type of thing in these markets, and also there has 
been an increase in the number of cases in which broker-dealers, per­
haps because they felt they were too busy, did not conduct thei r busi­
ness properly. They violated the capital rule or  various of the other 
rules dealing with the conduct of the business to such a degree tha t 
we felt tha t there should be a proceeding.

Mr. M ack. Would this also cover cases where insufficent records 
are kept?

Mr. Loomis. Yes, there are a number of those cases. We often find 
a combination of failure to keep records and violation of the capital  
rules. The two seem to tend to go together quite often.

Mr. Mack. Mr. Keith ?
Mr. Keith. On this  question, what percentage of the total number 

of brokers and dealers would this be ? Would this not be relatively 
uniform? There has been an increase in the total number of brokers. 
You might put this on a percentage basis on a more even keel.

Mr. Loomis. There has been an increase in the total  number of 
broker-dealers, but I do not think tha t increase is as steep as the 
number of proceedings. For  example, in 1958 there were 4,600 broker- 
dealers registered, and we now have 5,400, which is an increase of 
about 1,000 or 800, perhaps a 20-percent increase, if my mathematics 
are right. The number of proceedings has risen more rapidly.

Mr. M ack. When you were before the Appropria tions Committee, 
Mr. Loomis, you made a statement on th is subject, and I would like 
to quote, concerning the evidence of rigg ing:

I th in k we  ha ve  ha d per hap s mor e m an ip ula tion ca se s in  var io us st ag es  of 
adm in is tr a ti ve an d cr im in al  pr oc ee di ng s th an  I ev er  reca ll.  Of  co urse , th ey  
a re  fa ir ly  old . I t is dif ficult  to  sa y how mu ch  is go ing  on a t th is  tim e. The re  
is on e in di ca tion  on th at.  In  ad di tion to  our  fo rm al  in ves tigat iv e proc eeding , 
we  ha ve  w hat is know n as  qu izz es  w he re  we susi>ect so m ethi ng  is  wrong  by 
re as on  of  a m ark et mo ve men t an d we go in to  th e var io us br ok er s an d id en ti fy  
who  bo ug ht  th e  se cu ri ties  an d wh o br oug ht in  th e var io us  or de rs , to  see if  th er e 
is  any  m an ip ul at io n go ing  on.

D ur in g th e wh ole  la s t fiscal  year we  ha d 88. In  th e la s t 9 m on th s we  ha ve  
ha d 89. The re  are  m or e in  th e la s t 9 mon th s th an  in  th e en ti re  fiscal ye ar . Thi s 
co mpa re s w ith 53 ca se s fo r th e co m pa ra bl e pe rio d la s t ye ar .

Are tlie quizzes preliminary investigations tha t you refer red to?
Mr. Loomis. It  resembles a preliminary investigation, but it is not 

included in the figures of preliminary investigations tha t were given 
to you earlier. It is a separate  type of preliminary inquiry.

It  is correct that we have shown an increase. I have the figures over 
the past 5 years. In 1957 fiscal year we had 37 commenced; in 1958, 
66; in 1959, 89;  in 1960,88; in this fiscal year 112.
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So the number of quizzes commenced has approximately doubled in the last 4 years.
Mr. Mack. Do these quizzes lead to formal proceedings by you or by the stock exchange ?
Mr. Loomis. They may do so. Of course, they don’t always. In fact, probably in the majori ty of these instances we do not find evi­dence of an actionable manipulation. If  there is evidence, we will have a formal investigation and it may become an administrative pro­ceeding or a criminal case, or it may be referred  to an exchange for the ir attention.
Mr. Mack. You don’t deal with the manipula tion and rigging cases by administrat ive procedure, do you ?Mr. Loomis. Yes, we will sometimes take action against a broker- dealer in  an adminis tration proceeding charging him with  some form of manipulation. If  it is a very aggravated case it may become a criminal case. Not infrequently it will be both. We may have first an administrative  proceeding to get h im out of the business and then refer  the matter to  the Department of Justice.Mr. Mack. In  cases of manipulation or rigging , damage is done to investors and it would seem tha t an administrative  proceeding would not be appropriate.
Mr. L oomis. I am glad you mentioned this. If  we catch the  th ing while it  is still going on, we can go into court and seek an in junction to stop it. If,  on the other hand, it is a ll over by the time the evi­dence is assembled, then we have no choice except administrative  and criminal proceedings.
Mr. Mack. So that  most of the cases would be administrative and criminal proceedings and not only administrative proceedings when there were cases of rigging or manipulation involved.Mr. Loomis. If  there was any serious manipulation or rigging in­volved we would try  to make a criminal case out of it, tha t is right, sir.
Mr. Mack. Mr. Chairman, I don’t guess you have had too much experience with regard  to the amendments to the  Investors Act which became a law last year. I think  every one of us has had experience with litera ture  and advertisements purportin g to put  us on a hot issue. Ju st what is being done in this area ?Mr. Cary. Mr. Chairman, we have published one statement on that . I  th ink tha t is a matter which I  would like to leave to Mr. Loomis.Mr. L oomis. The Commission, acting under the Investment Advis­ors Act amendments, published late l ast year, a proposed rule dealing with advertis ing by investment advisers. That proposed rule was designed to deal with the problem tha t you have in mind, and in form­ulat ing it wTe were guided by some of the types of lurid  litera ture that we either received or observed from other sources. The pro­posed rule would in effect prohibit, in investment adviser advertising, the use of testimonials, the practice of refe rring  to  specific past rec­ommendations as evidence of what may happen in the future—I got IBM  in 1936—the representation tha t a part icular graph,  chart, or formula would in itself furnish  the answers to  investment problems, and a general prohibition upon the use of advertisements which are false and misleading. Tha t proposal was circulated and published for  comment in accordance with the requirements of the Administra-
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tive Procedure Act. Quite a large number of comments were re­
ceived from investment advisers, brokers and dealers, and citizens. 
We have completed evaluating those comments and summarizing 
them, and we will be going forward with this proposition, taking a d­
vantage of some of the useful suggestions which have been made, I 
think, in the  very near future.

Mr. Mack. Many innocent investors have been lured into the se­
curities field through these advertisements.

Mr. Loomis. The advertisements certainly appear to be calculated 
to do t hat  and some of the people who have written to us indicated 
tha t tha t happened to them.

Mr. Mack. Mr. Cary, you have stated tha t you could not over­
emphasize the importance of the investment company field. You 
have mentioned the large growth which has taken place in this in­
dustry. Your inspection of investment companies is now on a 10%- 
year cycle. You indicated tha t you hope to get i t down to an 8-year 
cycle. It  seems to me tha t this is a long period of time and that 
situation  should be greatly improved. You indicate tha t one of the 
items into which to look is whether there is an excessive turn ing of 
portfolios to create brokerage commissions. Whether there are tran s­
actions with affiliated persons. Whethe r the portfolio  is in line with 
their  announced investment policy. This is of great interest  to the 
committee. I was wondering if you could tell us something about 
what is going on in this field. I know that  many of us have felt at 
various times th at there were excessive turnovers of the portfolio.

The managers would stand to gain through tha t arrangement.
Mr. Cary. On that point I would first like to adver t to chart  No. 8, 

which is among the ones submitted to you earlie r today. This chart 
indicates in a general way the continuing growth in the number of 
investment companies, and the continuing growth  also in the number 
of shareholders accounts and, of course, as one might expect the con­
tinuing growth in the market value of assets. We have now reached 
a point, as you well know, where the  total amount held by mutual 
funds is substantia lly in excess of $20 billion. You have raised a, 
question with respect to the inspection cycle, and quite properly, it 
seems to me, raised the question as to the adequacy of our cycle i f we 
say we are simply getting it down from 10 years to 8 years. At  the 
outset in our adminis tration  of this act, as I understand it, there was 
no regular inspection being done, and such inspection was insti tuted 
relatively recently. The effort, of course, will be to get increased 
personnel to make these inspections. It  may be, in fact, if i t becomes 
a choice between the different areas in  which, we have to marshal our 
manpower, tha t perhaps more of it should be allocated to this func­
tion. We have the competing primary demands of getting  the regis­
tration statements out—in connection with the 1933 act, registrat ion 
and full disclosure program. I note also the competing demand of 
the field of fraud and manipulation to which we have just adverted. 
I do feel t ha t the immense growth in the number of investment com­
panies, the number of shareholders and the quanti ty of assets, all lead 
us inevitably t o a belief th at more personnel and more effort will have 
to be directed toward this area, including, I might say, inspection. 
Now, as to getting into certain points with respect to turnover and 
other matters tha t you mentioned, I would like to ask Mr. Cohen to 
speak more in detail.
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Mr. Cohen. Mr. Dingell refer red this morning to the Managed 
Funds  case. Tha t case perhaps illustrates the situation in which a 
number of the things  to which you have adverted occurred. There 
was, as the Commission found, a churning of the port folio to produce 
profits which would enhance the picture  of tha t company when the 
salesmen attempted to sell the shares of that  company. It  was also 
found tha t in some respects the activities in that company did not 
conform to the statements of policy. This is, as you have pointed 
out, related to our inspection program. It is also related to our review 
of the material filed by these companies with the Commission through­
out, the year and in revised prospectuses. The Commission has found 
in other instances, situations which may suggest the possibility of 
undue activity. However, apart  from the Managed Funds case, there 
is not any other case tha t I can cite at the moment as to which the 
Commission has made a public pronouncement. At any rate, this 
experience that  this Commission has had in part led to the development 
of the questionnaire to which 1 adverted this morning, which has now 
been introduced into the record, in an attempt to develop information.

I think  th at all of this may be related to the ambit of the resolution 
in the sense tha t at least it has been suggested th at this churning or 
undue act ivity may in some way be stimulated bv a desire to increase 
sales of the securities of the fund. To that extent it would bring us 
within the ambit, of the resolution.

Mr. Mack. Did I understand you to say that this is a Managed Fund  
case and the  only case where you found "the churning of the portfolio.

Mr. Cohen. 1 said the Managed Funds case is the only one I am 
aware of  in which the Commission has issued a public announcement 
discussing churning.

Mr. Mack. There are other cases that have come up before the 
Commission ?

Mr. Cohen. There are other cases which have come to the attention 
of the Commission and we have looked at them. 1 think  the word 
churning may be perhaps an unfor tunate term in reference to those 
cases. Where there has been some unusual activity we have made 
inquiry. In most cases, it is an understandable  activity related to the 
investment policy of the fund. Where the activi ty seemed to be other­
wise unusual appropriate  corrections have been made.

Mr. Mack. On the surface it appeared to be excessive turnover  of 
the portfolio.

Mr. Cohen. It  is difficult to respond yes or no to that question 
because it does have a relationship to the policy of the particular  fund. 
One fund  may have a policy of generating income as the main policy. 
Anothe r may be interested in developing what are referred  to as 
capita l gains and growth. But in any event there have been some 
situations where it has been suggested, or it appeared, as you have 
said, that  some inquiry should be made into the activity of that part icu­
lar  fund. We do this as the result of inspections and as the result of 
our review of the material filed with us.

Mr. Mack. The Managed Fun d case was not revealed as the result 
of a routine inspection, as I recall.

Mr. North. Tha t is exactly how we ran onto it.
Mr. Cohen. Yes. The Managed Funds case was developed from an 

inspection which was then followed by more intensive investigation.
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Mr. Mack. Yo ur  routi ne  insp ect ions, the n, wh ich  are underway 
at  the presen t time, look int o th is  pa rt ic ul ar  m at te r of  excessive 
turnover.

Mr.  Coh en . Yes, si r;  they  do. By  the  v ery  n atur e of th ings , thes e 
insp ect ions are  affairs th at  take  conside rab le tim e and expertis e and 
review of complex documents.  T hat  is one of  the  reas ons  w hy it  h as 
been  difficult fo r the Commission to acco mpl ish a gr ea t ma ny more 
inspe ctions.

Mr. Mack. I  certa inl y hop e th a t th is  cycle can  be reduce d con­
sidera bly . E ig ht to  ten years  seems to me to  be a lon g time.

Mr.  Cohen . Tha t is a short -time  goa l, Mr. Ch airma n, I  th in k the 
Commission wou ld agre e, bu t viewing it  fro m our prese nt position,  
an 8-year cycle seems to be a subs tan tia l imp rovement .

Mr. Mack . I t  is subs tan tia l improvem ent . I  feel perso na lly  th at  
it  should be reduced.

Mr. Cary. I th in k we will  joi n you  in th at  an d do ou r very best.
Mr. Mack. Mr.  Ca ry, in connect ion wi th the  pro mo tiona l lit er a­

tu re , I  hav e a comment fro m Com mission er McE nt ire , who  was be­
for e ou r com mitt ee se vera l years  ag o :

The development of mutual  funds,  if kep t reasonably  free of abuse, may well 
poin t toward a fu rth er  broadening of the  base of American capi talism. At the  
same time, it places  a gre at respo nsib ility  on our doorstep, f or the  expansion has  
not been accomplished withou t high-pressure salesmanship and the  new in­
vesto rs to whom the mutual fund  has  appea led are, as a whole, somewhat 
inexpe rienced and naive as compared to those who have  tradit ion ally invested 
in American enterprise.

As  lar ge  as the grow th  of mutu al funds was  af te r the wa r, at  the 
tim e th at  Com missioner McE nt ire  spoke , the grow th since th a t tim e 
has been ra th er  ast ounding . Of course, we are  intere sted in the in ­
cre asing  a cti vi ty  o f sales  l ite ra tu re  t hat you hav e a t the  p res ent time, 
an d a lso as to  wha t is be ing  done by  th e a ssoc iation,  the Na tio na l Asso­
cia tion o f Securi ty Dealers, to co ntrol this .

Mr . Cary. I  tli ink on th at  ques tion I  wou ld like  t o ask  Mr. Cohen 
to speak.

Mr.  Cohen . I  th in k th e remarks  of Com mission er M cE nt ire  were 
based on experience  of  the Commiss ion in  the lat e fo rties  in pro mo­
tio n of  the sale  of sha res  of  mutua l fund s an d othe r inv estme nt 
companies.

Be ginn ing  in about 1948, the Commiss ion and the NA SD  as a  jo int  
ventu re undertook  to  examin e in to  th is  en tir e field. I t  was a rat he r 
exh aus tive inv est iga tio n of  all  of  the sales mater ia ls used  by all  com­
pan ies  ove r a pe riod of yea rs. A ft er  a stu dy  of these docume nts for 
ap prox im ate ly 2 yea rs, the Commission, in 1950, prom ulga ted  a very 
elaborate sta tem ent of  policy .

Th e sta tem ent  of  poli cy is lar ge ly  an in te rp re ta tio n and an ex­
plan at ion of the an ti fr au d pro vis ion s as they  re la te to the sale  of  
investment com pany sha res  un de r the Securiti es Ac t of 1933 a nd  the 
com parable pro vis ion s un de r the Investm en t Comp any  Ac t of 1940. 
Th at  st ate me nt of  policy was , as I  say , adopte d in  1950.

W ith  experience  acc um ula ting, it  was then  amend ed mate ria lly  in 
1955, based on a 5-year experience , and amended ag ain in  1957. At  
the outset,  th e NA SD  under too k, by vi rtu e of  its  responsibi liti es un ­
de r the Maloney Act, an d as a measure of  sel f-r egula tio n, to  police 
the lit er atur e of  its  own members.  I t  has  a rule which pro vid es th at
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literature must be submitted to tha t organization within 3 days of 
its use.

In  actual practice, it requires, p ractical ly requires, all of its mem­
bers to submit the material in advance of use. Tha t material is re­
viewed by the NASD. If  they have any problems about it, they 
usually come running over to our shop and we discuss it.

From time to time there are questions that have arisen under the 
statement  of policy. The NASD has adopted and circulated widely 
interp retations of these provisions and explanations of their  applica­
tion in various circumstances. These, too, were promulgated or pub­
lished afte r consultation with the Commission.

Even where the NASD undertakes this review, the materia l must 
also be filed with the Commission. The statute  requires tha t it be 
filed within 10 days of its use. I t is reviewed normally by our people 
in connection with their  review of repor ts and other "documents.

There are, however, a fai r number of companies, and some rath er 
large, where the dist ributo r is not a member of the NASD, and, there­
fore, this self-policing arrangement does not apply. In  those cases, 
of course, the Commission undertakes the entire  process of review and 
examination of the materials.

I have a document here which was published by the NASD which 
contains the s tatement of  policy, the interpretations they have issued, 
various charts  and tables which have been published "from time to 
time. I think  i t is a rather full document on this  partic ular  subject. 
If  the committee wishes, I would be glad to introduce it for the 
record.

Mr. Mack. We would be glad to have i t in our file. If  it  is appro­
priate, we will include it in the record.

Then do you have policing activity in this area where the broker- 
dealer  is a member of the NASD ?

Mr. Cohen. With respect to investment company literature?
Mr. Mack. Yes.
Mr. Cohen. Yes, we do. Our autho rity is not diminished by the 

fact tha t NASD is in the picture. But  with respect to lit eratu re par ­
ticula rly, the NASD has undertaken, as a cooperative venture with 
the Commission, self-policing in this area in the first instance. How­
ever, this does not in anyway impair the responsibility or the author ity 
of the Commission.

Mr. Mack. In  a self-policing activity, what action does the NASD 
take?

Mr. Coiien. Normally, when the l itera ture  comes to tha t organiza­
tion, i t is reviewed. They have a staff th at is concerned almost solely 
with the problem of reviewing th is sales literature. If  to those peo­
ple there is some question under the statement of policy, they im­
mediately indicate tha t the lit eratu re may not be used. Occasionally 
there is a suggestion that the matter be taken up with the staff of the 
Commission, and th at is done, But the main activity  is prophylactic , 
by preventing the use of misleading literature.

Where improper  li teratu re has been used, nevertheless, and despite 
these provisions of the NASD rules, tha t organization undertakes 
discip linary  action and has in many instances.

Mr. Mack. By suspension ?
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Mr. Cohen. By suspension, by fine, or by other sanction appropria te.
Mr. Mack. Mr. Cary, 1 believe you referred to this matte r, and it 

has received some publicity in the past. That has to do with the pric­
ing of many new issues of over-the-counter securities and the fact that  
before the day is over, many of these new offerings have more than  
doubled the price at which they were offered.

In  your testimony, you went on to say:
This  rai ses  quest ions a s to wheth er th ere  ar e fo rms of  man ipulation  in t ha t kind 

of a deal. This  has  taken place with a number of so-called hot issues today  
so as to be of pa rticular  ala rm to us.

Mr. Loomis said:
There are various  prac tices whereby thi s can be arti fical ly stimulated.
Could you tell us something about what  is going on with these new 

issues in the over-the-counter market  ?
Mr. Cary. I would like to s tar t i t off and then I would like to turn  

to Mr. Loomis for greater detail in this area.
There have been in the  past  year, at least to my knowledge, a num­

ber of stock issues which have come out and moved up rapidly, in­
deed, on the very same day or immediately therea fter. As you say, 
they are referred to in the street as hot issues.

Now, as to what is underly ing them, this is an area in which we 
believe we should make fur ther study, if and when we obtain this 
appropriation . There are evidences in some instances, as Mr. Loomis 
has indicated, of manipula tion, and in other cases there may be a possi­
bility or, indeed, more than possibility, a likelihood, th at the parties  
original ly issuing the securities held a very substantia l amount off 
the market in order to have a relatively thin market which would 
move up rapidly immediately upon the issue.

Those are two of the factors in the situation. I think  perhaps Mr. 
Loomis could fill in other points I have not discussed.

Mr. Mack. Tha t certainly would be a means of manipu lating  the 
market.

Mr. Cary. Very definitely. It  is an aspect of manipulation, holding 
off g reat chunks of stock from the market at the time of issue. We 
have already had a release on this point, and I think Mr. Loomis 
might want to mention tha t to you.

Mr. Mack. Mr. Loomis, I am particularly interested in what you 
referred to as art ificial stimulation.

Mr. Loomis. The device to which the chairman referred is one o f 
these artificial devices, artificial influences, that I had in mind. Typ i­
cally, these hot issue situations, as the chairman identified them, are 
companies which have never been in the public markets before and 
for which there is, therefore, no established market price.

They come to market for the first time, quite frequently in the l ast 
year or so they have been rather glamorous sounding, companies with 
“tronics" in their  name somewhere. The public has been much inte r­
ested in this type of investment and there has been a great demand for 
them.

In addition, the supply is generally small in the market afte r the  
offering is made. Most of the investors who acquire one of these issues 
do not immediately turn around and resell it, so there is not very much 
available for those who want to buy it.
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This unbalance of supply and demand, in itself, causes a rise in the 
price. The device which the chairman referred to of p utting some of 
the stock away in the accounts of the firm or its  officers or the under­
writer, or its partners,  or others, just increases and accentuates that  
unbalance between supply and demand, and intensifies the tendency 
for the price to rise.

There are other devices, such as giving part of the  stock to a broker- 
dealer upon condition tha t he will commence trad ing it at rising 
prices, and telling investors tha t they can have some if they will buy 
some more in the after-marke t, thus intensifying the demand for  these 
issues.

Afte r a study that  we made, the Commission issued a release on 
October 23, 1959, Securities Act Release No. 4150, which discussed 
some of these practices and pointed out the manner in which they vio­
lated various provisions of the  sta tute. We have a copy available for 
you if you would wish it.

Following that,  the NASD, which had always taken an interest in 
this hot issue problem, or at least had done so for 10 or 12 years, 
undertook a restudy of thei r rules in the matte r in consultation with 
the staff of the Commission, and in May of 1960 came out with a revi­
sion of their  so-called free-riding interpretation which deals with this 
practice of withholding portions of the issue in accounts of friendly  
accounts or inside accounts, and much tightened their rules  so that  any 
withholding, unless the  amounts are insubstantial, and not dispropor­
tionate, is now prohibited by the NASD.

1 understand they have filed a large number of complaints against 
members, charging them with withholding portions of the issue. 
Fif ty or so in one distric t, as I understand it, have been filed in recent 
months, disciplinary proceedings against members.

We also have some broker-dealer proceedings pending at the pres­
ent time in which we charge that  the market was artificially influ­
enced by this practice. We are in hopes that  the cooperative effort 
and work of the Commission and the association has cut down on this 
practice.

We have also found one or two plain manipulat ions in this field 
which we are readying for  the Department of Justice.

I am told tha t the hot issues have not been quite so hot in the  last 
couple of weeks, but that,  in essence, has been the problem that  we 
have been wrestling with.

Mr. Mack. You do not rely on the NASD for policing in this  area, 
do you ?

Mr. Loomis. No, sir. We also watch for it  in broker-dealer inspec­
tions and investigations, but the NASD can be very helpful. We re­
tain, as in the field Mr. Cohen referred to, our responsibility and 
jurisdiction.

Mr. Mack. I will have to inte rrup t the proceedings now because 
we have to answer a quorum call.

I might say, Mr. Chairman, th at I think we can wind up our activ i­
ties here in about 10 or 15 minutes afte r I return. But at least two 
members of the committee asked me or requested tha t I keep you 
here unti l they returned, for fur ther  questioning. I would like you 
to wait a few minutes after the recess, if you do not mind.

Mr. Cary. I will be glad to, sir.
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Mr. Mack. The committee will stand in recess for about 15 minutes.
(A short recess was taken.)
Mr. Mack. The subcommittee will be in order.
We now have a quorum present.
Mr. Cary, over the years the Securities and Exchange Commission 

has mentioned tha t they had difficulty in auditing all the brokers and 
dealer's tha t were registered with them. I presume that you are  still  
having tha t same problem, that is, in regard  to a sufficient number  of 
auditors. Is tha t correct?

Mr. Cary. Yes, sir. I would like to ask Mr. Loomis to enlarge on 
that.

Mr. Loomis. Yes, sir ; we still have the  same problem. I think  we 
have succeeded in improving our coverage somewhat in recent year's. 
The number  of inspections of broker-dealers made by the Commission 
has increased from—it has been increasing fair ly steadily—from 820 
in 1955 to 1,200 in 1957, to 1,499, approximately 1,500 in 1960, and 
we hope to do about 1,500 in this current fiscal year. The number of 
broker-dealers has also been increasing somewhat over the same period, 
so we have difficulty in gaining, but we have been for the last few 
years working on a 3-year cycle, or sometimes a little  less. We had 
hoped to be below tha t except for the increase in the number of 
broker-dealers.

I might mention the fact tha t our inspections are not technically an 
audit  in the sense a certified public accountant does an audit. The 
purpose of our inspections is designed to determine whether the 
broker-dealer is complying with all of the requirements of the sta t­
utes. In  addition to our inspections we have a rule requiring broker- 
dealers to  file an annual financial report with the Commission. That  
rule was revised a few years ago to require substantially all of the 
broker-dealers  to have that  re port certified by an independent public 
accountant.

So, in addit ion to our inspections of about a th ird  of the population 
in the broker-dealer field, we get an audited financial statement once 
a year from substant ially all of them.

Mr. Mack. Do you have an oppor tunity  to  check the audit tha t you 
receive once a year ?

Mr. Loomis. The financial statement is examined by our accountants 
to make sure that it is in order and in conformity with the rules, and 
nothing about it suggests anyth ing suspicious. We don't have the 
manpower to go back and check the accountant's work unless some­
thin g looks wrong.

Mr. Mack. But you do inspect all of them ?
Mr. Loomis. We get this audit  from all of them, and we inspect 

now approximately 1,500 a year. Tha t is an increase of over a third 
in the last few years.

Mr. Mack. With  reference to the financial statement or audi t tha t 
is submitted to you, the personnel in your office will check all of these 
statements ?

Mr. Loomis. It  is really checked twice. It  is examined first by an 
accountant in the regional office where the broker-dealer is located, 
who is generally famil iar with that  part icular business, and then we 
make another spot check in our office here in Washington, of the 
audited financial statement.
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Mr. Mack. Then your inspection and audit of broker-dealers is 
more of an inspection than an aud it ?

Mr. Loomis. Our inspection by our inspectors is really an inspection 
rather than an audit in the technical sense of the term.

Mr. Mack. H ow long does it take you to get around to all of the 
broker-dealers with your inspection and audit  ?

Mr. Loomis. As I say, there is an aud it every year by an accountant. 
As far  as our  inspectors are concerned, we are working toward and 
working now on an essentially 3-year cycle, so that on the average we 
would get around to everybody once every 3 years. It  doesn’t work 
out tha t way, because some of them we have to go into more often 
because they present a problem. Others, therefore, we have to let go 
longer. But the  average is every 3 years.

Mr. Mack. What would be the problem? Would tha t be a vio­
lation?

Air. Loomis. Well, there would be technical violations, or the firm’s 
capital  position would be close to the line. He would have just 
enough money. Or he would keep his books and records not very 
well, ju st well enough to get by or otherwise we would feel tha t he 
would require a lit tle closer scrutiny than  some other people.

Mr. Mack. Would it be safe to say tha t you put some of them on 
probation ?

Mr. Loomis. In some instances something like tha t is done by the 
regional adminis trator. He may make them file a financial statement 
once a month, and in each case where there are violations, even tech­
nical ones, discovered in an inspection, we write a lette r to the broker- 
dealer advising him of these and telling  him tha t we expect him to 
correct them.

When we go back, if  we find he hasn’t done so, he may be in some 
trouble.

Mr. Mack. What help do you get from the National Association of 
Securities Dealers? Do they provide a similar inspection?

Air. L oomis. They inspect t heir  members. The primary purpose of 
their  inspection is to make sure tha t the member is complying with 
the rules of the association, but they also look for violations of our 
statutes, and particularly  for capital violations. If  they find one, 
they inform us. AVe don’t rely on thei r inspections in the sense o f 
leaving their  members to them. We also inspect their  members, but 
we a ttempt to coordinate the work to the extent tha t we don’t both 
arrive at the same time, or too closely together. We do, of course, 
get assistance from them in the sense that they are covering some of 
the people, too.

Air. Mack. Then you have some cooperation from them in your own 
inspections.

Air. L oomis. Yes, we do. AVe have what is known as a cooperative 
inspection program which is primarily designed to prevent undue 
duplication, and to prevent everybody’s inspectors arriv ing at the same time.

Mr. AIack. Under  your cooperative program, do you rely on them 
to do some of your work ?

Air. Loomis. No, no t in essence. AVe think  tha t their  inspections 
are valuable, but we don’t really think  th at it relieves us of our obli­
gation to inspect their members as often as we can.
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Mr. Mack. Mr. Keith, did you have any questions tha t you wanted 
to ask?

Mr. Keith. I thought I  had read something in this morning’s Wall 
Stree t Journal  concerning some reports  tha t were available to the 
industry  which might have shed some l ight on the problems tha t we 
are facing. They hadn’t been par ticula rly concerned with thi s info r­
mation tha t was available. I wondered if there was any tie-in be­
tween tha t and the National  Association of Securities Dealers. I have 
just picked up the Wall Street Jou rnal to refresh my mind on that. 
Can you enlighten me?

Mr. Cary. Congressman Keith, I am fami liar with the article  to 
which you refer. I have not read i t in full, tha t is, in detail. I t may 
be tha t there is something involving the National Association of 
Securities Dealers there. I thought the principal thrust related itself 
to one stock exchange, and most specifically our p rivate  investigation 
of tha t exchange and what action tha t exchange was taking  at the 
present time in the light of or, shall we say, in anticipation of our 
investigation. I don’t recall tha t the discussion in the Wall Street 
Journal  article  of today bore on the NASD. It  may be another article. 
But if you are refe rring  to the one on the right -hand  front page, I 
think I have described it more or less correctly. I might  ask Mr. 
Loomis or Mr. Cohen to correct me if I have not.

Mr. Loomis. I have read the article in question, and I think it is 
accurate th at there is very little  reference to the National Association 
of Securities Dealers, which operates only in over-the-counter trad ing, 
while this article seems to be concerned with exchange trading.

Mr. Keith . Are you satisfied tha t the National Association of 
Securities Dealers are by and large doing a good job of regulat ing 
their  membership?

Mr. Cary. I have been here so briefly I would like to ask Mr. Loomis 
to reply to that.

Mr. L oomis. Well, I think tha t they work ha rd at it, and I  have a 
great deal of respect for the  organization. They have a very difficult 
job. As has been said of us sometimes, i t could perhaps be improved. 
But I  think they are doing the very best they can.

Mr. Cary. Of course, the purpose of this study, itself, is to see 
wherein there may be improvements, both from our standpoint and 
from their  own standpoint. Therefore, it would be hard for us to 
make a complete generaliza tion when, indeed, one of the functions of 
the study would be to, you might say, provide some testing.

Mr. Keith. Thank you, Mr. Chairman.
Mr. Mack. Mr. Chairman, you indicated you have an investigation 

and study into the American Stock Exchange.
Mr. Cary. Of the rules and practices of the American Stock Ex­

change relat ing primarily to specialists. That is the general pu rport 
of the st udy; yes, sir.

Mr. Mack. Was tha t initia ted because of an appa rent  breakdown 
of the self-regulation in the exchanges ?

Mr. C ary. Well, of course, we are r igh t now in the private investi­
gation stage, and tha t investigation primarily stems from the case 
which was adverted to earlie r this morning. The question we have 
to ask is whether or not present rules of tha t exchange are adequate, 
and /or  whether or not though adequate they were adequately enforced.
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I will say, just to demonstrate the shadings, we might  say, tha t since our private investigation has been instituted, there have been several new rules promulgated by the American Stock Exchange re­lating  to this area, which may indicate tha t they, themselves, would feel that certain activities of specialists require more attention.
Mr. Mack. Your investigation also is for the purpose of determin­ing whether rules are being violated at the present time ?
Mr. Cary. That  is correct, whether the rules are adequate and whether the present rules, if adequate, are nevertheless being violated.
Mr. Mack. Is there any reason for not going into other exchanges to make a similar study?
Mr. Cary. Well, I  will put  it this wa y: I would say that we have a case basis for an investigation, a private investigation, of the rules and regulations relating to specialists on the American Stock Ex ­change. We do not at this time have a similar case basis in others. And the rules of some of the other exchanges are different than those on the American Stock Exchange. Therefore, it is our thought th at with that  concrete basis as a sta rt, we ought to limit this investigation to the American Stock Exchange. It may be that, if House Joint Res­olution 438 is enacted and afte r this private investigation has pro­ceeded, one will want to determine on a comparable basis what the other exchanges are doing.
Mr. Mack. Then you would limit to this one investigation of this one exchange at this time until  at least you completed your in­vestigation ?
Mr. Cary. Until  we get well along in the one.
Mr. Mack. I noted on page 8 of your statement, and I think  this will be my last question, you sta te :

W e no te  th a t th e is su er s hav in g se cu ri ti es  re gi st er ed  on th e N at io na l Sec ur it ie s Exc ha ng e a re  re qui re d to  file w ith  th e Co mm iss ion  mon th ly , se m ia nn ua l, an d annual re port s es se ntial ly  det ai li ng  th e m ate ri a l ev en ts  which  ha ve  oc cu rred  duri ng  th e re por ting  pe rio d,  in cl ud in g fina nc ia l data , merge rs , an d tr an sa ct io ns w ith  in side rs .
Would these reports today require information concerning sub­stantial sales to various corporations, where a director has a substan­tial  interest ?
Mr. Cary. May I ask whether your reference is to sales and pur­chases of shares in a corporation ?
Mr. Mack. I am not talking about sales, but purchasers from com­panies owned by directors of the corporation.
Mr. Cary. Yes. In other words, not of shares bu t of products or what have you from and to the corporation. The answer is, in gen­

eral, yes. We have disclosure requirements in several areas: first, in respect of new registrations under the Securities Act of 1933; second, in respect of filing reports under the Securities Exchange Act of 1934 by listed corporations; finally another group of corporations, which, having  once registered under the 1933 act with respect to a new issue, are required to file reports if, generally speaking, their  securities, at the time of registra tion, exceed $2 million.
In all of those three areas there must be reporting of transactions on the p art  of insiders, which include directors, officers, and major share­holders. Therefore,  if, for example, these parties  are making a sub­stantial sale to the corporation or purchase from the corporation, where a material transaction is involved, it must be reported.
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Mr. Mack. I>o you have any  au thor ity  toda y to  dea l wi th thes e 
conflic t-of-in tere st cases th at  have been occur ring, especia lly in recent  
mo nth s ?

Mr. Cary. On the  gen era l con flic t-of-in tere st question, I suppose if  
one can gen eral ize , we are  r ef er ring  to a n um ber o f recent cases which 
hav e been reporte d in the  press . I t  can be said  th at , in a numb er of  
filings th at  come th roug h the Com miss ion,  fo r example, un de r the  
Secur itie s Ac t of 1933, the re are  disc losures of some tra nsac tio ns  
between the di rec tor  o r officer on the one ha nd  and the  co rpo rat ion  on 
the other. Pe rhap s in some ins tances  th at  disc losu re is inadeq uate. 
We  at tempt  to force it to be adequate. In  some insta nces , of course, 
pa rti cu la rly  when you are  dealing  wi th a lar ge  corpo rat ion , it  may  
not be ma ter ial  in ter ms of the investor. Tha t is, it  m ay be sma ll in 
amoun t, alt ho ug h pe rhap s grea t in pri nc iple. In  some of those in ­
stances, I can conceive of  the fac t th at  a rel ative ly minor tra nsac tio n 
might no t be repo rte d because it w as no t m ate ria l.

Ge ner alizin g w ith  re spec t to con flic t-of -int erest tra nsact ion s, firs t of 
all, if they are  mate ria l, the y must be rep ort ed. You wou ld have a 
fa ilu re  of disc losu re, in othe r wor ds a vio lat ion  of  the regi str at ion 
requirements, if the y were not rep or ted , or if the y were  inadequate ly 
rep ort ed. Of  course , the argu men t fre qu en tly  will be made th at  a 
pa rt icul ar  t ransac tio n is no t mate ria l enough  to be rep ort ed.

I  do th ink th at  o ur  p rin cipa l func tio n at  th e mom ent in the  field of 
confl ict of int ere st is in br inging  insid er tra nsac tio ns  to the pub lic  
att en tio n th roug h the  disc losure  requirements. We  hav e othe r pr o­
visions  of ou r acts whi ch touch upo n th is subject , bu t the y are  more 
na rro w in scope t ha n the  one  to  wh ich I  th ink you have  had  reference.

We  ha d, fo r insta nce , 16 (b ), dealing  w ith  dir ec tor s and  officers pur­
chasing  and sel ling  securit ies on a short -sw ing  basis . We have sec­
tion 10 (b ), deali ng  wit h th e gene ral  fai lu re  of  dis closure  when insiders 
are  eit he r pu rch as ing or sel ling secu ritie s. We  also  have  much  br oade r 
sup erv iso ry provis ions, I  wou ld say,  un de r the  Investm en t Com pan y 
Act, but  I am re la tin g my self in th is  a rea  to the  broa d disc losu re are a 
ra th er  tha n t he  Inv est me nt Company  Ac t alone.

Mr. Mack. Then you have au thor ity  t o deal  wi th th is problem  only  
pr im ar ily  w here they  f ail  to comply wi th yo ur  di sclosure  r egula tions?

Mr. Cary. Tha t is correc t. An d it  would only  cover, of  course, t ha t 
gro up  of compa nies  which  re gi ste r new issues un de r the  Secu riti es Ac t 
of 1933, or list ed companies und er  the  Se curiti es E xchange A ct  of  1934.

Mr. Mack. You req uir e these repo rts  fro m all  of  the  corpo rat ion s 
who are  lis ted  on the  exchang es ?

Mr. Cary. Al l the  c orp orations list ed on the  e xch ang es:  correc t.
Mr. M ack . An d you r equir e s im ila r r epor ts from all those th at  have 

securi ties  of a class  ag greg at ing more th an  $2 milli on ?
Mr. Cary. Th at  is cor rec t, sir,  which hav e issued  securi ties  under 

the  reg ist ra tio n req uir ement s of the 1933 act.
Mr. Mack. In  yo ur  sta tem ent, fur th er , you say :
A large but  unknown number of issues in whose secu ritie s the re is a sub stan­

tia l public in ter est  are  not subject to these repo rting requirements.
Mr. Cary. Tha t is co rrect, s ir. Tha t is, th at  whole  g roup , in clu din g 

some very large  companies, indeed, which are  not  list ed on any  ex­
change , which have not  issued  any  securi ties  in rece nt times, so th at
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they are not under section 15(d ), as I recall, of the 1934 act, and which, 
therefore, are free of any juri sdiction  of the Securities and Exchange 
Commission.

Air. Mack. These other corporations would come under the National 
Association of Securities Dealers, would they not ?

Mr. Cary. Not as companies. You see, the NASD really has its 
jurisdic tion exclusively with respect to brokers and dealers and not 
with respect to the companies or issuers themselves. As a consequence, 
I suppose the answer would be “no” to you, except tha t the broker 
and dealer might  be relating himself to a part icula r security of a 
company.

Mr. Mack. Then these companies would not have to make repor ts 
to anyone ?

Mr. C ary. Tha t is correct, unless there might he a State law require­
ment, if it was an insurance company, pursuant  to an insurance law 
of the State.

Air. AIack. Air. Chairman, I want to thank you very much for your 
appearance today. You have been very patient. And I  want to thank 
your staff also.

Mr. Cary. We appreciate the opportunity to appear, Mr. Chairman. 
Thank you.

Mr. AIack. The committee will stand adjourned until 9 :45 tomorrow 
morning.

(Whereupon, at 4:35 p.m., the subcommittee recessed, to reconvene 
at 9 :45 a.m. Wednesday, June  28,1961.)
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W ED N ESD A Y , JU N E  28 , 1961

H ou se  of R epresen ta tiv es ,
S u b c o m m it tee  on  C om m er ce a nd  F in a n c e  of t h e  

C o m m it t e e  on  I ntersta te  and  F ore ig n  C om m erce ,
W as hi ng to n,  D.G .

The  s ub co mmittee  m et  at  10 a .m. , purs uan t to  recess, in roo m 1334, 
Ho use Office Bui ld in g,  Ho n. P ete r F . Mack (c ha irm an  of th e su b­
committee ) pr es id ing.

Mr. M ack . The  co mmittee  wi ll com e to  orde r.
W e ar e c on tin ui ng  h ea ring s t his  m or ni ng  on Ho us e Jo in t R esolut ion 

438.
W e ha ve  w ith  us th is  m or ni ng  th e ch ai rm an  of  th e bo ar d of  go v­

er no rs  of t he  Nat io na l A ssoc ia tio n o f Se cu rit ie s De ale rs,  Inc ., Mr. W il ­
lia m II . Cl afl in .

The  associa tio n ha s mem be rship ma de  up  of  br ok er s an d de aler s 
who co ns ti tu te  par ti ci pat io n in  th e ov er -th e-co un te r m ar ke t. Thi s 
co mmittee  ha s bee n par ti cu la rl y  conc ern ed  ab ou t at te m pt ed  rigg in g 
an d /o r m an uip ula tion  of  t he m ar ke t an d man y peop le ha ve  i nd ic at ed  
th a t the prob lem e xists  espe cia lly  in  t he  o ve r- the-co un te r marke t.

I  wo uld  say th a t in view of  recent  ev en ts th a t it  doe s no t ap pe ar  
tha t, th ey  h av e a mo no po ly in  th is  ar ea , but it  is a m at te r w ith which  
th is  com mi tee  ha s been conc ern ed  fo r some tim e. W e ar e espe cia lly  
ha pp y an d ve ry  pleased th is  m or ni ng  to  ha ve  th e ch ai rm an  of  th e 
bo ar d of  g ov erno rs  of  th e N at io na l Assoc ia tio n of  Se cu rit ie s De ale rs.

Mr . Cl afl in , we wi ll be ha ppy to  ha ve  yo ur  test im on y a t th is  tim e.

STATEMENT OF WILL IAM H. CLAFLIN II I,  CHAIRMAN, BOARD OF
GOVERNORS, NATIONAL ASSOCIATION OF SECURITIES DEALERS,
INC.; ACCOMPANIED BY SAMUEL S. WHITTEMORE, MEMBER OF
BOARD OF GOVERNORS AND CHAIRMAN OF THE LEGISLATION
COMMITTEE; DONALD H. BURNS, ASSISTANT TO THE  EXECUTIVE
DIRECTOR; AND MARC A. WH ITE , COUNSEL TO THE  ASSOCIA­
TION

Mr . Cla fl in . T han k you, Mr. Mack.  I  wan t to  ex pres s my  dee p 
ap pr ec ia tio n fo r be ing pe rm it te d to  come he re  to da y an d to  say , in ­
dee d, it  is a ve ry  re w ar di ng  ex pe rie nc e pe rs on al ly  to par ti c ip ate  an d 
1 hope we can be of  some assis tanc e an d make some co nt ribu tion  to  
yo ur  comm itte e.

Mr . C ha irm an  an d me mb ers  o f th e subcom mi tte e, I  am  W il liam  H. 
Clafl in  I I I ,  of  Bo sto n, Mass.,  ch ai rm an  of  th e bo ar d of  go ve rn or s of  
th e N at io na l As so ciat ion of  Se cu ri tie s De alers, Inc.
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I am accompanied today by Samuel S. Whittemore, Spokane, Wash.r a member of the board of governors, and chairman of the  legislation 
committee of the association. Also with me are Donald II. Burns, 
assistant to the executive director, and Marc A. White, counsel to the 
association.

We regret tha t Mr. Wallace II. Fulton, executive director of the 
association, is unable to be with us because of a recent illness.

We are here to discuss House Joint Resolution No. 438, which would 
amend section 19 of the Securities Exchange Act of 1934 by adding a 
new subsection under which the Securities and Exchange Commis­
sion would be authorized and directed to make a study and investiga­
tion of the adequacy, for the protection of investors, of the rules of 
national securities exchanges and national securities associations, in ­
cluding the rules for d isciplining members of these organizat ions for 
conduct inconsistent with just and equitable principles of trade.

The associat ion is in favor of the resolution and the amendment to 
section 19 of the Securities Exchange Act of 1934. We note tha t the 
proposed amendment authorizes the Commission to make a study and investigation, and we wish to point out that we believe a study of the 
rules of the various exchanges and the association may well be bene­
ficial in the light of the growth and increased activity in the securities 
markets and the fact that in the past 25 years there has not been time,, nor available funds and personnel, for a concentrated review of the 
operat ion of these organizat ions and their  procedures.

As to tha t part of the resolution which relates to the association, 
we question whether this appropriation would be justified merely to 
investigate the association’s rules, or the association’s enforcement procedures. We cite the following reasons:

The National Association of Securities Dealers, Inc., is the only organization in the country registered pursuant  to section 15A of the 
Securities Exchange Act of 1934. The principal work of the associa­
tion is the continuous examination and investigation of members to 
see that  our rules, certain rules and regulations  of  the Securities and Exchange Commission, and certain regulations of the Board of Gov­
ernors of  the Federal Reserve System are being complied with by our members.

The association’s rules of fai r practice, adopted in compliance with 
section 15A of the Securities Exchange Act of 1934, constitute a code 
of ethics which in many areas goes beyond statutes or general rules 
of law in the securities field. They are directed to the public interest 
as well as the welfare of the securities business, and are designed to 
promote within our industry high standards of commercial honor and just and equitable principles of trade.

The association has previously furnished the Subcommittee on Leg­
islative Oversight of the In ters tate  and Foreign Commerce Committee 
a history of the association and its activities from formation through 
the year 1958. This history was the subject of a subcommittee publica­tion in 1959.

This publication traces the history of efforts a t self-regulation by 
the industry from 1934 to the passage of the Maloney Act amendment 
in 1938 under which act the National Association of Securities Dealers was established.
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As the aforementioned reprint  indicates, the association performs 

many functions in an effort to carry  out the congressional inten t as 
expressed in the Maloney Act, but its main function is tha t of self­
regulation of the membership by constant enforcement of its rules 
and certain  of the rules and regulations of both the Securities and 
Exchange Commission and the Federal Reserve Board.

This enforcement results in complaints, disciplinary proceedings, 
and decisions imposing penalties of expulsion, suspension, fines, or 
censure. These decisions are the work of the association's 13 regional 
districts or so-called distr ict business conduct committees. They are 
reviewed by the  board of governors of the association and in turn  for­
warded to the  Securities and Exchange Commission for their  review.

In instances where a member or a registered representative feels 
aggrieved at a decision of the association and has exhausted his 
remedies within the association, he may appeal to the Securities and 
Exchange Commission. The Commission may, by its own action, call 
up the decisions for review. Of course, any person aggrieved by a 
Commission decision may appeal to the Federal court of appeals.

In  the 3 years since the information was compiled for the subcom­
mittee repr int, 23 cases have been appealed to the Securities and Ex­
change Commission. Thus, the Commission has had occasion to con­
sider specific cases involving most of our rules and through the hearing 
of these cases is continuously reviewing the nature and scope of our 
examinations, disciplinary actions, bylaw’s, rules, and interpretations.

In  addition to the continuous review’ implicit in the disciplinary 
area, it should be noted that the association has never put  into effect 
a rule, interpretation, or policy until the Commission has  considered 
the matter  and determined that it will not disapprove. Any proposed 
changes in these would, of course, be subject to  the  same procedures.

In order not to remain s tatic during the growth  of the business and 
to meet problems and new techniques, we consult on a continuous 
basis with the staff of the Commission and the Commission itself. 
Our aims are similar: the protection of investors through  integri ty 
in our business. By achieving this, the public interes t is served.

We are all aware of the great interest in securities which has marked 
recent months. Nor can w’e overlook the fact that this has been a 
cyclical development since the end of World War II . Statist ics indi­
cate the grow’th of the business itself in this period.

In 1946, the association had 2,514 member firms; in 1956 it had 
3,634; and as of May 30, 1961, we had 4,586. In 1946, members had 
849 branch offices; in 1956 there were 2,548; and as of May 30, 1961 
there were 4,373. In 1946, 23,374 representatives were registered 
with the association; in 1956 we had 48,566; in May 1961 w’e had 
93,351 registered representatives.

This rapid and constant growth has caused the association to con­
duct numerous studies of its own. In  the last  few years we have 
given consideration to and have had almost continuous discussions 
with the Division of Trad ing and Exchanges of the Commission re ­
lating to the improvement and modernization of our rules. Promi­nent in these discussions have been:

1. Improv ing the admission standards required of registered rep­
resentatives and the adoption of a more searching and difficult ex­
amination which will require a f ar  grea ter knowledge of the securities business prior to admittance.
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2. Changes in tlie rules to provide increased monetary penalties.
3. Possibility of broadening areas of  disqualification of individuals 

entering the business.
4. Amending and changing our methods of enforcement of the 

association’s policy on “free -riding and withholding,” which is de­
signed to insure t ha t those new issues which command a premium at 
the time of offering are sold to the public and not to insiders or used 
for commercial advantage.

5. Modernization of the association’s 5-percent policy, which re­
lates to the fairness of markups in dealings with customers.

We have completed some of these projects. We have also taken 
up many minor matters  which rela te to streamlining  procedures when 
the times have indicated the necessity for change. These efforts 
serve to keep us well aware of the need for continuous review of 
problems and solutions.

For  these reasons we do not believe the expenditure of money as 
proposed would be necessary solely to determine the adequacy or 
enforcement of our rules. We hope tha t a study of the rules of the 
association and those of the exchanges on an overall basis can be 
found to be helpful , and for this reason we are in favor of the resolu­
tion.

We assume th at Congress would intend tha t this study go beyond 
the mere question of adequacy of current rules and will include con­
sideration of present-day problems in the securities markets and those 
which can be envisioned in the future.

There is one other area in our business where we are studying the 
effects of rapid growth. Assets of mutual funds have recently passed 
the $20 billion mark, and this expansion of the investment trus t busi­
ness has caused us to renew the emphasis on our responsibilities and 
activities in  th is field.

Much is yet to be learned about the role of variable annuities and 
real estate investment t rusts in the securities field. Wha t effect will 
electronic equipment for handling quotations and bookkeeping have 
on the operation of the business and the customary methods of mar­
keting securities, and how will this affect the association’s inspec­
tion of our members?

It is to all of these areas and those which may be inherent in the 
operation of the exchanges tha t we hope the study will be directed.

Our industry would not feel tha t I was fulfilling my trust if I did 
not emphasize the serious s tate of the present backlog of new issues 
waiting to be processed by the Securities and Exchange Commis­
sion. The long delays resulted from this condition dangerously im­
pair the flow of new capital to industry.

Companies that have more immediate needs for capital are forced 
to find other ways of raising money, and these often are not to the 
best interests of the company or its public stockholders. We sincerely 
urge that every possible aid be given to the Commission to solve this 
problem and, if this study is instituted , to assure t hat  the workload 
will not fall on present personnel and tend to aggravate this already 
serious condition.

Should you determine to proceed, we are ready and willing to co­
operate in every way and are hopeful tha t this study will prove ad­
vantageous to the public and our industry.
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On beha lf of the  Na tio na l Associatio n of  Securiti es Deale rs,  Inc ., 
I wan t to th an k th is commit tee fo r the  op po rtu ni ty  afford ed us to  
comment on H ouse Jo in t Res olu tion  No. 438.

I f  you will  pe rm it me, Mr . Mack , since we pr ep ared  th is  st at e­
ment, we have ha d the  op po rtu ni ty  to  go through, tne  very in terest ­
ing tes tim ony of  yest erd ay,  and  I  wou ld like  to add a couple of  item s 
that  occ urred to us or were brou gh t to mind by th at tes timony .

Mr. Mack. You may proceed.
Mr. Claf lin . We  were plea sed to see in Mr.  Ca ry 's rem ark s th at  

he sees a need f or  stu dy ing the  activit ies  o f b rok er- deale rs who are  no t 
mem bers  of  any  associat ion.  Ou r experie nce  also ind ica tes  a need  
fo r t hi s inclusion and  we  wo uld like to h ea rti ly  endorse t his .

I  am  sure  that fro m yeste rday’s d iscussion the  prob lem  o f p ar t- tim e 
salesmen will  come up  and if  we can  save  tim e by com mentin g on it  
here, I  would like to  do so.

We hav e ha d seve ral committ ees stu dy  th is  problem. To da te 
we have had none  of thes e committ ees find any jus tifi cat ion  fo r the  
pos ition th at  the numb er of hours th at  a man works  is the cri ter ion  
as to h is a bi lity and va lue to the  indu str y.

We con tinuou sly  come up  with the  conc lusion th a t the  pr op er  ap ­
proach  to th is pro blem is one throug h fu rt her  ed uca tion, be tte r tr ai n­
ing  of  p erso nne l, and we a re cu rre nt ly  at tack ing the  pro blem throug h 
the means of a m ore dema nding  a nd  tho roug h exa minat ion . We feel  
th at  if  firms wil l imp rov e th ei r edu cat ion al program s, tr ai n  these  
men be tte r, th at  it will  ten d to solve th is prob lem.

We also, from the  p oin t of view of the indu str y,  wou ld like  to say 
th at  as fa r as the problem of  grow th goes, th at  we see both sides  of 
th is grow th p ict ure, one, as t he indu st ry  in creases in size and the  p ub ­
lic has  grea te r demands f or  ou r fa cil itie s, t he  s tand ar d of people whom 
we are  able to at tr ac t into the  indu str y is rais ed.  I  am sure all our  
firms cu rre nt ly  are  findin g a much high er  ca liber of  man wi lling  to 
come i nto  t he securi ties  ind us try  t ha n was tru e a few yea rs ago. Th is 
grow th  also at trac ts  or  makes our indu st ry  more at tra ct ive,  to the  
undesirable e lements  wh ich the  N ASD  is well  a ware and I  am sure  the 
SE C is, and we are both working to the bes t of ou r ab ilit ies  on th at  
phase.

Th ere was emphas is pla ced  ye ste rday on the lack of inform at ion in 
the  over -the-c ounte r m ark et.  Th is is v ery  correct  a nd  a p rob lem  t hat  
has  been wi th us fo r a good  many y ear s, and it is sti ll wi th us. I t  is 
one we a re w ork ing  on.

Our  p resent  appro ach is an att em pt  to form  a cle ari ng  corpo rat ion  
whi ch wou ld clear securi ties  fo r ou r mem bers  and via th is  rou te be 
able  to assemble figu res on volum es, on the ran ge  of  prices  du ring  a 
day, change  fro m the pre vio us day, and so fo rth . I  th in k if  ou r a t­
tem pt  h ere  is successfu l th at  it may well he lp to fill th is void .

I and my assoc iates ar e h ere  to  an swer any  q ues tion s t ha t you would  
like  to  ask  of  us a nd  I  sincerely ho pe we will be ab le to  be of assis tance.

Th an k you, Mr.  Mack.
Mr. Mack. Now, if  you establ ished th is cle ari ng  corpo rat ion  th at  

you  suggested, would th is no t be done by amend ment to yo ur  rule s?
Mr.  Claflin. Ou r pre sen t th in ki ng  on th at , Mr . Mack, is th at  

we wil l be the pro moters. We  hav e the  membership , and we feel 
th at  pro bably  we would no t end  up  in the pic tur e. We  would  get
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it  s tar ted , encourag e peop le to work on it, deve lop it, set up a s epara te 
corpo rat ion , and  hav e t he  memb ership  of the cle ari ng  c orp oration  it ­
se lf be the  d riv ing forc e an d the  owners. In  o ther  words, we are  the  
pro mo ters of  a good th in g ra th er  th an  tryi ng  to establ ish  a cle aring  
corpo rat ion  unde r ou r own assoc iation.

Mr. Mack. You wou ld leav e th at up  to your  mem bers , would  you 
not ?

Mr. Claflin. As soon as we ha d it  well on i ts feet, we wou ld with ­
dra w.

Mr. Mack. The mem bers  wou ld opera te the  co rpo rat ion ?
Mr. Claflin. Yes, si r;  the mem bers  wou ld opera te it. Th is, of 

course, is in the stu dy  stage an d we may be advised by the  SE C th at  
the y feel we sho uld  sta y in  it  or othe r sugges tions may be made, bu t 
th at  is the  way we are  aimed a t th e moment .

Mr. Mack. Y ou mentioned th at  yo ur  asso ciat ion is the  only asso­
cia tio n o pe ra tin g to day , is th at correc t ?

Mr.  C laflin. Yes, si r;  t he  only  re gis tered asso cia tion; th at  is rig ht .
Mr. Mack. And  the mem bers  of yo ur  asso ciation  are  dea lers  in 

sec uri ties ?
Mr. C la flin . That  is r ight .
Mr.  Mack. Th en  your  asso ciat ion includes prac tic all y all  of  the  

deale rs o f the country, is th at  correc t ?
Mr. Claflin. I  wou ld jud ge  fro m wh at  we can see th at there is 

somewdiat in  the  neighb orhood  of  5,400 in the coun try  of  which  ap ­
pro xim ate ly 4,600 are ours . I  th in k the tes tim ony yeste rday  covered 
th at .

Mr.  W hit e. In  the sta tem ent, Air. Cla flin  gave the  figure of  4,586 
as of  May  1961, and I  th ink Ch air man  C ary , yeste rda y, gave th e f igure , 
bu t I  believe it  is aro un d 5,400 bro ker-d eal ers  reg istere d un de r the  
Securit ies  and  Exchange Act  of 1954.

Mr.  Mack. Th e SE C reli es on yo ur  o rga niz ati on  to do most of  t he  
po lic ing  in the over- the -co unter  marke t.

Mr . Claf lin . Und er  ou r ru les; yes, sir.
Air. M ack. I t seems to me you rely quite  heav ily  on your  ind ivi du al 

members to  do a lo t of  the p oli cin g th at  needs to be done , is th at  cor rec t ?
Air. Claflin. Th ere  are  two  real app roache s. One  is to establ ish  

sta nd ar ds  of  high  con duc t th at  the y can live  up  to and the othe r is 
a polic ing  pha se, whi ch is like,  or  fa ir ly  sim ila r to wh at the SE C 
does  in conducting exa minat ion s of ou r membersh ip to see t hat  the y 
are comp lying wi th the  rul es and reg ula tio ns  of  ou r associat ion,  so 
we g ive  them  t he  s tand ards  a nd  t hen we insp ect  th em  to  see th at  they 
ar e l iv ing up to the s tan da rds.

Mr.  AIack. Ar e those s tand ards  you r rules?
Air. Claf lin . Those are  ou r rules,  bylaws,  and ou r in terp re ta tio ns  

of  th e rules.
Air. AIack. I f  the y did  no t live  up  to  thes e sta nd ards , the y wou ld 

be subjec t to  dis cip lin ary  act ion  ?
Air. Claflin. Tha t is correc t.
Air. AIack. H ow many employee do you  hav e in the  enfor cin g 

area?
Mr. Burn s. Th ere  are  a pp roximate ly 30 exa miners (and  3 in tr ai n­

ing)  on the  force th roug ho ut  the coun try  in the reg ion al offices and  
also a few wo rking  out  of th e execut ive office in Wash ing ton .
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Mr. Mack. Tha t is 30 examiners who would be invest igators?
Mr. Burns. Tha t is correct.
(The following additional information with respect to examiners 

was later submitted for the record:) »
Summary of examiners

Distr ict  secreta ries  who make examinations---------------------------------------  11
Exa miners in dis trict offices______________________________________  15
Examiners working out of executive office----------------------------------------  6
Executive  office examiners  recen tly employed who are  now tra ini ng -------- 4
Examiner in New York on 6 months’ leave of absence________________  1
Vacanc ies (5 in New York, 2 in Chicago, and 1 in Washington, D .C.) ------  8

Total_____________________________________________________  45
Mr. Mack. Does this not seem to be an inadequate force when you 

have such a tremendous number of dealers and registered repre­
sentatives ?

Mr. Claflin. We have a similar  problem to tha t which I assume 
the SEC has and tha t is finding qualified personnel. In our table 
of organization, we have au thorizat ion for about 10 more men which 
we are constantly  seeking out. Like many organizations in this field, 
there is a dearth  of personnal and a h igh demand in security houses 
and  the like fo r personnel such as ours. We have lost about four  of 
our finest men to the securities industry itself over the la st year or so.

Mr. Mack. You have 4,586 dealers who are members of your as­
sociation. It  would seem to me tha t with all of these representatives 
it would be a tremendous load for you to carry  with only 30 in­
vestigators.

Mr. Claflin. I certainly have personally an enormous admira­
tion for how hard  our staff works.

I think reference to our percent of members examined would be 
helpfu l, Mr. Bums.

Mr. Mack. May I ask first if you make routine examinations of 
all of the members of our association ?

Mr. Claflin. We do. Our goal is the same as the SEC ’s goal of 
a 3-year cycle, doing a third  of our members each year.

We are broken down into 13 districts. Each distr ict handles their  
own examination program within thei r distr ict so that each d istrict  
obviously varies. Some are  over the goal and some are underneath 
the goal.

Would you like our last year’s record on examinations and per­
centage thereof ?

(The information referred  to follows:)
Examinations for 1960-G1

Year

M ain office Branc h office

Num be r Pe rcen t of 
no rm al

Num be r Pe rc en t of  
no rm al

1960______________________________________________ 1,497 33.5 516 12.2
1961 (Ja n. 1 to Ju ne  30) ............................-.............. . ............ 758 16.4 216 4.9

Mr. Mack. If  you have 30 representatives, you would have difficulty 
making it  every 3 years, would you not ?
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Mr. Claflin. It  is a question of how many problems you have.
Mr. Mack. With some of them, when you ran into a problem, you 

would spend more time in one location plus the fact that I presume 
you would find s ituations existing similar to the Securities and Ex ­
change Commission, and that  is you would have to have more frequent 
investigations of certain members of your association.

Mr. Claflin. There are obviously bad boys whom we are inspect­
ing frequently or we go back to find out if they have learned their 
lesson, which is really a second phase of our enforcement program 
which is policing the bad boys as well as our routine investigation of 
members.

Mr. Mack. Do you feel tha t your rules are sufficient to  deal with 
the violators?

Mr. Claflin. We feel we keep our rules in a s tate of flow, if tha t 
is the prope r adjective. As we find problems tha t are new or coming 
up tha t we have not met before, we try to either  build a rule or in ter­
pretat ion tha t will give us the authority or the ability to solve tha t 
problem, or we rewrite an existing interpretation or rule to try to 
fill in the niche. Obviously new’ problems and new7 ways of getting  
around existing regulations are being thought  up all the time and we 
have to keep on our feet to meet the changing times.

Mr. Mack. In your annual report of 1960 you referred to the fact 
tha t 348 formal complaints were filed with the association during  tha t 
year and the Distr ict Business Conduct Committees of  the board ex­
pelled 36 representatives, suspended 16 members and 13 registered 
representatives, fined 189 members and 44 representatives, censured 
152 members and 36 representatives. Your report mentions that  68 
cases w’ere appealed or called up fo r review by the board of governors 
in 1960 w’hereyou had only 1 case 5 years ago.

The number of cases th at you have indicates tha t your 30 investi­
gators  w’ere quite busy during  tha t period of time.

Mr. Claflin. They were.
Mr. Mack. It  also confirms my feeling that, if you had additional 

investigators they might  have found other instances where you had 
violations.

Mr. Claflin. I am sure they would and we are diligently seeking 
additional personnel to add to our force to meet that  void.

Mr. Mack. I asked the Chairman of the Commission yesterday the 
reason for the increased number of violations and I would like to 
have your opinion today as to why you had 68 cases this year whereas 
you only had 1 case 5 years ago which w’ere appealed to the Board ?

Mr. Claflin. As I  was not. on the Board 5 years ago, I think  Mr. 
Burns can give you the history be tter than  I can.

Mr. White. I think the history of the statistics of the association 
will indicate tha t each year since its formation the association has 
picked up its activity in the disciplinary area. I think  you can also 
trace the growth with th e size of the budget i t had available to super­
vise and inspect to see tha t its rules were enforced.

In  the last 4 years, in the period during w’hich I  have been counsel 
of the association, I have seen this growth and every year we have 
more examiners and as a result more complaints and more actions 
before the board of governors and I think  tha t it is coincidental with 
the growth of the association’s activities as w’ell as the growth in the 
business.
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Mr. Mack. Can you tell us how you deal with members of your 
association. How is the disciplinary action taken with the members 
of your association ?

Mr. Claflin. I think our counsel can probably answer that.
Mr. White. The public has a righ t to file a complaint in any one 

of our distr ict offices. If  they cite one of our  rules or cite a general 
area of complaint th at would fall under our rules, we must accept that  
complaint and the distr ict business conduct committees in the 13 dis­
tricts throughout the Uni ted States must act upon it.

I do not know exactly what percentage of our complaints arise 
from public complaints, but it would be considerably less than com­
plaints  that  result from our own examinations. There, an examiner 
brings his report into this Distr ict Business Conduct Committee, 
they file a complaint, then the respondent is offered an opportunity 
to be heard and a decision is rendered by his Distr ict Business Con­
duct Committee. If  the respondent disagrees, he can appeal to the 
Board of Governors, or  if the Board of Governors feel a mistake was 
made or the penalty was wrong at the distric t level, they can call for 
a review. Then the parties can appeal to the Securities and Exchange 
Commission and beyond tha t to  the Federa l courts of appeals.

Mr. Mack. These same investigators would have the responsibility 
for exploring or investiga ting complaints from the public as well as 
making routine  inspections, is that correct?

Mr. White. Tha t is correct.
Mr. Mack. And the action is reviewed or taken actually by your 

Distr ict Business Conduct Committee, is that  correct?
Mr. White. Tha t is right , and they are members of the business 

who serve pursuant  to the bylaws.
Air. Mack. These actions can be reviewed by the Board of Gov­

ernors and then appealed to the Securities and Exchange Commis­
sion?

Mr. White. Tha t is correct.
Mr. Mack. Does the Commission have any jurisdic tion over you 

or authority over you to force you to take certain disciplinary actions ?
Mr. W hite. They cer tainly have residual Dowel’s over us by virtue 

of the fact tha t the association is registered under a section of the 
Securities and Exchange Act of 1934 tha t confers review powers. I 
think  in Mr. Loomis’ testimony he indicated yesterday tha t we at­
tempt to cooperate in this field. For  example when we find a net 
capital  violation which is a violation of a Commission rule, we imme­
diately notify the Office of the Division of T rading and Exchange of 
the Commission and conversely rath er than  proceed on their  own 
when a violation of one of our rules comes to thei r attention,  they 
will refer the matte r to us. For example, if they find a violation 
of our free-rid ing policy they would reter the matter to us and we 
do re fer matters to them which we feel are exclusively with in their 
jurisdiction because of an exclusive rule of the Commission which 
may be involved.

Mr. Mack. They have no direct means of compelling you to take 
disciplinary action?

Air. White. I do not think they would have to compel us. If  it 
were in our area we would do something about it.

Air. Claflin. I think  there is an additional order to that , Air. 
Mack. The SEC has the righ t to revoke our regist ration  if they
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feel  th at  we are  no t pro perly  ca rrying  ou t ou r dut ies , so from th at  
po in t of view the re i s a wa tchdog  clause on th is.

Mr. Mack. I t  is ve ry unlike ly. I t  wo uld  have to  be a se rious  offense 
befo re the SE C w ould  do th at .

Mr. Claf lin . That  is  r ight , b ut  we are  w ell aware  o f t hat  r elat ion­
ship and  c orr esp ondin gly , if  t hey express the opinion th at  we should  
do something, there would  ce rta inly  have to be very com pel ling  rea­
sons no t to  do it.

Mr. Mack. Yo ur  a ssoc iation has coop era ted  w ith  th e Sec uri ties and  
Ex change Commiss ion?

Mr. Claflin. That  is rig ht .
Mr. Mack. W ha t is the ex ten t o f your  ju ris dicti on  in the  m at te r of 

dis cip lin ing  yo ur  mem bers? That  is, does it  pe rta in  solely  to th ei r 
conduc t in  connection  wi th th ei r a ctivti es as de ale rs o r does a m ember ’s 
conduc t an d his a ctivit ies  as a broker or in  othe r fields such as m anager,  
sponso r or adv ise r to  an investment com pan y bear upon his con duc t 
wi thin the  dis cipli na ry  ju ris dic tio n of your  associat ion?

Mr. Claflin. Th ere are  seve ral pha ses  to  th at  question. Pe rh ap s 
the  easiest one to st ar t wi th is the investment tr ust  indu str y.  The 
who lesa lers  of  inv estment tru sts , the  div isio n of th at  field, are  mem ­
bers  of ou r asso ciat ion, bu t the ma nagers of  the funds are  not . As 
was b ro ug ht  ou t yeste rda y, most fund s are  org anized  on the bas is of 
ha ving  a ma nag ement  con tra ct wi th the  p epole who run th e fun d.

On the othe r side of  the  ch ar t, we have the wholesale r grou p who 
sell the fun d. Th ere  m ay be exceptions, bu t it is prac tic all y the rule 
th at th ese  two o rganiza tio ns  are no t one. Th e wholesale r is  our  mem­
ber . The ir  wholesal ing  procedures, ad ve rti sin g a nd  actions in gen era l 
are  sub jec t to ou r rule s, bu t the ma nagers are  no t mem bers  of our 
asso ciation  a nd  we hav e no  j ur isd ictio n over th em.

Mr. Mack. They could be mem bers , cou ld they not , in some 
instanc es?

Mr. Claf lin . Th inking  fro m th ei r po in t of  view, there is no pur­
pose.

Mr. Mack. Would you say  all  ma nageme nt companies are  no t 
mem bers  of yo ur  a ssoc iation?  Wou ld you  say no manag ement  com­
pa ny  is a member o f y ou r asso ciat ion ?

Air. Claflin. Th ere  m ay be one or  two  fund s which are org anized  
dif fer ently  fro m the  normal pa tte rn  where it  is all  one bal l of wax, 
bu t so fa r as the indu str y is conc erned, it  is n ot  ou r pro blem . We  can­
no t reach  the m on th e h an dl ing o f t hei r port fol ios .

Mr.  W hi te . To be a mem ber, the y hav e to  be a reg istere d bro ker - 
deale r and wh ate ver o rganiza tio n or  group  a pplies , has to  fi t th e defi­
ni tio n of  a  b rok er-dea ler.

Mr . Mack. You h ave  some broker -de ale rs,  do you not,  who are  a lso 
asso ciated wi th the manag ement  firms?

Air. Claflin. Are  you th inki ng  of people such  as Lehman?
Air. M ack. I  am  a sking th e question gen era lly . I am no t re fe rr in g 

to  any one firm.
Air. Claflin. No rm ally inv est me nt film s th at  st ar t inv estment 

trust s wou ld set up  a  co rpo rat ion  t o do th at and there might  be  com­
mingl ing of  person nel , bu t it  wou ld be a sepa rat e str uc ture  an d one 
th a t is no t a  memb er of  the  NAS D.

Air. AIack. I t  would be interes tin g to  know w ha t di sc iplin ary action 
you  can tak e in cases o f th at  ki nd  ?
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Mr. Claflin. Where there is mismanagement of portfolios?
Mr. Mack. Yes.
Mr. Claflin. We have no jurisdiction, and I do no t believe there 

is any action tha t we could take.
Mr. Mack. Wha t if the individual  also happened to be a member 

of your association ? Are you powerless to expell him for something 
tha t he has done in this management area ?

Mr. W hite. The basic rule of ours, the first section of article 3 of  
“Fa ir Practice” says that—
a member, in the conduct of his business,  sha ll observe high sta ndard s of com­
mercial honor and just  and equitable princ iples of trad e.

Theoretically, you can invoke tha t rule where you find unethical 
conduct and we have done it and we have many interpretations under 
that specific rule.

As the chairman pointed out, where we have found abuses in the 
industry, we have adopted interpretations under tha t section. This 
part icular question you raise has not come up, and, of course, the 
Board has not considered it.

Mr. Claflin. Whethe r we could take Section 1 of Article 3 and give 
a broad interp retation which reads, a member in the conduct of  his 
business shall observe high standards of commercial honor and just 
and equitable principles of trade, just as a personal opinion, I  would 
think tha t would be stretching “in the conduct of his business” to get 
at other businesses tha t he was in, but it might be possible. I am 
afraid  perhaps we are not the association to tackle the policing of 
the management of funds.

Mr. Mack. I am talking about how effective your disciplining is 
within your own organization. I t would seem to me that  this is an 
area tha t should be appropriate ly dealt with by your organization. 
In  o ther words, if  a man has two business operations, one as a dealer 
and a member of your association who abides by your rules and 
regulations, but then on the other hand, is involved in an illegal ac­
tivity in another business operation, it seems to me tha t if it is a 
related area, your organization should be able to bike disciplinary 
action.

Mr. Claflin. I t is a very interest ing point and we will explore i t 
and see if we can do something about it.

Mr. H emphill. I do not want to discuss the  Re case here, but I 
would like to know what your organization has done and what p lans 
your organizat ion has made for future policing in view of the facts 
which came to ligh t in the Re case.

Mr. Claflin. Tha t is an American Stock Exchange problem. I 
think I would be correct in saying they are not a member of our or­
ganization so we would have no jurisdiction. It  is out of my area.

Mr. H emphill. You do not have specialists in your organization?
Mr. Claflin. They would be members of the American Stock Ex ­

change but in most cases specialists are not registered with us because 
they do not do business with the public. They serve a function within 
the exchange itself but are not dealing with the public.

Mr. H emphill. But your organization does include people who are 
engaged in the investment fund business ?

Mr. Claflin. In  the distribution of investment shares, tha t is 
correct.
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Mr. H em ph ill. I  asked questions yeste rda y of the  C hairm an o f the 
Commiss ion relative  to  investment fund  uses. As an exam ple,  if  a 
woman bought some stock  in  mutu al fund s from  pe rha ps  he r hu sband’s 
best fri en d,  w ha t p rotection does she have  in  th e secur ities  fie ld t oday?  
The ordina ry  person  down in some pa rt  of  the country  who does not 
know an ything  abo ut stocks , bonds, secu ritie s, has no conceptio n of 
the marke t or  the rea l value . W ha t pro tec tion does such  a person 
have  today ?

Mr. Claflin. I  am assuming in th is case th at  pa rti cu la rly  the 
inv estme nt tr ust  was no t a prop er  inv estment fo r he r to make and  
wha t p rot ec tio n does she h ave ag ain st ma kin g a n imp rope r investmen t. 
Is  th at t he questio n ?

Mr. H em ph ill. Ag ain st being de fra ud ed , inv est ing  i n a fund  th at  
is no t soun d or one that  has misre pre sen ted  its elf , th ings  of th at  na ture  ?

Mr.  Claflin. There  is w ha t we cal l sect ion 2 of  o ur “Ru les of Fair  
Pr ac tic e,” which requ ires  th at  in recommending to  a c usto mer the  p ur­
chase, sale or  exc hang e of any sec uri ty, a member shal l have  reasonable 
grounds fo r bel iev ing t hat  the  recommenda tion  is sui tab le fo r such a 
cus tom er u pon  th e basis  of the fa cts , i f a ny disclosed by such customer, 
as to his  othe r securi ty holdings,  financia l needs,  and so on.

Th ere  have been some very he ar ten ing decis ions by the  Secur itie s 
and Ex change C omm ission  which hav e helped  us and th at  is an area 
where  we would  ta ckle th at  ty pe  of  p rob lem , which is one of mi sre pre­
sen tation. In  o the r words , if it were  no t p rope r fo r t he  widow to buy  
th at  secur ity , it  would  be a vio lation of  our  section 2.

Mr.  I I emptiill . Th is would go on down to the  actual  salesman who 
made the  sale to  the  customer  ?

Mr. Claflin . Al l reg istere d r epres entat ive s of our or ganiz ation  a re 
subje ct to t he  ru les  a nd r egula tions  and  d isc iplin ary actions  und er  o ur 
rul es  and reg ula tions.

Mr.  H e-m pi iill . Sup pose some mem ber of your  organiz ation  hire s 
or  assoc iates someone who is no t asso ciated wi th your  or ga ni za tio n; 
wou ld you have responsi bil ity  fo r wh at  th at  mem ber did?

Mr.  Claf lin . The mem ber is resp ons ible  to reg ist er his  sales pe r­
sonnel wi th us. He  would be in vio lation.  Were  we to expel or  sus­
pend th at  member, the  unreg istere d sale sma n probably would be 
nam ed as a cause o f that  an d the reb y h ave  th e same effect of rem oving 
him  fr om  the industry.

Mr. H em ph ill. The difficu lty th at  pur poses  to me is the fact  th at  
the  cus tom er who is ma kin g the purch ase  has  no know ledge pa rt icu­
la rly of wh at your  o rga niz ation  is tryi ng  to do or wh at the  A merica n 
Sto ck E xchange or  anyone else is t ry in g to do. Th ey  w ould  no t have  
any knowledge  of the  expulsion.  Th ere  is the  fact  th at  the y happen  
to rea d the  financia l page of the  pa pe r which they ju st happen to 
see wh at th ei r inv estment fund  is doin g t hat  day,  an d some people j us t 
rea d the  funn y pa pe r and the spor ts page in these days and  times, 
and if  we are  no t going  to give some mea sure of  pro tec tion by th is 
leg islation  to t he  cus tomer dow n the  line, I  th ink we are wind ow dre ss­
ing and  no t ge tti ng  to the  real he ar t of the  problem . It  seems to me 
we hav e passed leg isla tion where the  pub lic th inks  they  are pro tec ted  
and  the y a re no t.

Mr . Claf lin . Th is widow in question has th e r ight  to br ing h er  case, 
should  she lose  money th roug h the  inves tme nt, before  the  NAS D,  who 
would proceed in th e same m anner as i f th ey insti tu ted the  proceed ings.
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Mr. Hemphill. The only way she could possibly get her money back 
if she lost it would be to bring a case of fraud and deceit.

Mr. Claflin. That is correct.
Mr. H emphill. By th at time the bird who made the sale has flown 

the coop because tha t sort of individual is usually not responsible.
Mr. Claflin. I th ink in cases of fraud tha t the proper place for such 

actions would be the courts of law. Our association is set up to  pro­
mote high standards in our industry and it  is really an ethical associa­
tion. I do not think Congress would ever want to give us policing 
powers to the extent t hat  we would be enforcing law or get  into that 
phase of law.

Mr. H emphill. I am happy tha t you have an organization and 
I am delighted tha t you come down here and help us, because you 
are the  people who know the trade best, in my judgment. What we 
in Congress have to do is look to you people for the guidance in 
this very technical field.

We say a person can go in the courts in the case of a fr aud. How­
ever, there may be psychological problems. Perhaps a person might 
not want to go into court because he would not want to admit he 
had been a sucker, and in the second instance, sometimes the law is 
slow, and sometimes i t is embarrassing to the person concerned.

Our position is tha t of representa tive of the people and we have 
no other authority. We just represent the customer or, if we have 
a broker or security dealer, he is represented, too, so we have the  dual 
obligation, but it seems to me that the customer or purchaser is the 
person who needs the  most protection. Would you agree with that?

Mr. Claflin. We are certainly very anxious to give them all the 
protection we can. Our approach to it is to try  to weed out all of 
the bad apples in the barrel as fa r as we can spot them and get them 
out of our industry and set standards for our  salesmen and registered 
representative personnel to live up to which would prevent this type 
of th ing from happening.

Mr. Glenn. I believe you stated th at not all security dealers belong 
to your association; is that  so ?

Mr. Claflin. Tha t is correct.
Mr. Glenn. Then what is the attrac tion or inducement for security 

dealers to belong to your association ?
Mr. Claflin. It  is really a question of what they do. For  instance, 

in the Re case, they are performing a function tha t does not deal with 
the public, so there would be no purpose for organizations like theirs 
being members of our organization. They are policed by the ex­
change th at they work in.

There are also a number of salesmen who sell a part icular fund, 
the wholesaler of which is not a member of ours. Therefore, our 
requirement of not dealing with a nonmember is of no consequence. 
So there  is a big group there which do not belong to us because they 
are selling in essence one security which is issued by a nonmember.

Mr. Mack. You are refer ring to those companies tha t distribute 
and sell their own funds exclusively?

Mr. Claflin. Their own funds, yes. Perhaps Mr. White can clarifv 
that.

Mr. White. The di stributor of the fund is our member. There are 
various funds distributed by nonmembers and normally they are dis-
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tributed by their own distr ibut ing sales force, some of the very large 
ones. There are various other  broker-dealers who perhaps operate 
on an intras tate basis or by the  nature of th eir business see no advan­
tage to belongingto the association.

Tha t would make up the difference between the number of our 
members and the number of registered broker-dealers.

Mr. Glenn. My question is what is the  a ttraction to induce people 
to become members of your organization ?

Mr. Claflin. Section 25A reads:
No member shal l deal with any nonmember broker-dealer except at  the same 

prices for the same commissions or fees, and on the same term s and conditions, 
as ar e by such member accorded to the  general public.

You can see in the primary distribution of securities you would 
have to belong to the NASD to partic ipate  in any primary offering.

I f  an investment trus t is offering funds by prospectus which is the 
prim ary offering, and they are members of the NASD, no dealer 
can receive tha t concession unless he is also a member. Does tha t 
help?

Mr. Glenn. To some extent, bu t I  am still a littl e vague as to why 
anyone would want to join an association voluntarily  fo r the purposes 
of  having himself policed, which is what you do.

Mr. Claflin. If  they are really  doing business with the public and 
doing business with other broker-dealers who are members, they more 
or less have to be today to receive concessions. Many things are sold 
less a discount to a broker-dealer, which is his profit in the transac tion. 
With out being a member of the NASD they are not eligible to receive 
tha t discount. They cannot be put in a wholesale position, so to speak.

Mr. Glenn. Why are they not eligible to receive tha t discount if 
they are not members ?

Mr. Claflin. Because it is violation of our section 25A.
Mr. Glenn. If  they are not members, then it would not affect them.
Mr. Claflin. If  a member of the NASD is the d istribu tor, then the 

nonmember cannot participate in any way other than as i f he was a 
member of the public.

Mr. Glenn. In that situation, then, would you fine the distributor 
for dealing with a nonmember ?

Mr. Claflin. Yes, sir.
Mr. Glenn. Tha t is under your rules and regulations ?
Mr. Claflin. Tha t is right.  We would police our member because 

he did business with a nonmember. We would have no jurisdiction  
over the nonmember. We have numerous cases on that , but mostly 
throu gh inadvertence.

Mr. Glenn. Has it gone any fu rther than that, say to the Securities 
and Exchange Commission for their  approval or disapproval ?

Mr. Claflin. For appeal ?
Mr. Glenn. Yes.
Mr. W hite. Tha t par ticu lar issue has not, but the rule which the 

Chairman of the Board was citing is section 25 of article II I of our 
rules of fair  practice.

When the association was formed and adopted these rules of fai r 
practice, the Commission reviewed the rules and rendered the decision 
m which they did not disapprove of the rules.
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Th e bas ic po in t you  mak e goes to the  ad va ntag e to  jo in ing the 
associat ion,  which was conside red  by Congres s when it  adopted  the  
Maloney Act , and  the ad vanta ge  wou ld be th at  the mem bers  mu st 
tr ea t nonmem bers  a s mem bers  o f the public and wou ld no t give them 
a discou nt or  co ncession;  hence the advanta ge  o f jo in ing the associa­
tion.

Mr.  Claf lin . W ith ou t section 25A  we w ould  no t have  any  members.
Mr.  Glenn . On thes e dea lers who are  not members,  bu t make ap ­

pl ica tio n to get  in your  asso ciat ion, wh at test do you  ap ply on th ei r 
appli cat ion s?

Mr.  Burns . I f  there  are  no ex ist ing  stat ut or y ba rs which  wou ld 
pre vent membership , we are  requ ire d to a ccept them as mem bers.

Mr. Glenn . Ar e there any y ou hav e ever tu rned  down ?
Mr. Burns . Th ere  have  been.
Mr. G lenn . For  wha t reason ?
Mr.  Burns. Because there has been an ex ist ing  sta tu to ry  bar.
Mr.  G lenn . W ha t a re these?
Mr. W hi te . They are  set f or th  in  ou r bylaw s or in the S ecu riti es and 

Ex change  Ac t of 1934. I t  is a sim ila r ph rasing  of disq ual ificatio n. 
Our  disqualif ica tion  se t f or th  in o ur  bylaws  re lat e to an off icer -par tner  
who has  been the cause  o f an exp uls ion  o r revoca tion  by the Com mis­
sion  who has  been named in any  way in one of those  serio us disci­
pl inar y matters  o r who has been convicted of  a felo ny in the  past 10 
ye ars inv olv ing  conv ersio n, embe zzlem ent, or  sim ila r crim es ari sin g 
out of  the  use  of  securi ties  or  fu nds, so if  a  pe rson  fal ls into any  one o f 
those cate gor ies  se t fo rth in ou r b ylaw s, h e is n ot elig ible  fo r mem ber­
ship.

In  addit ion , he must be  tra ns ac tin g a se cur itie s business i n th e Uni ted  
States  an d/o r un de r St ate law  so th at  he is a qualified, reg istere d 
bro ker-d eal er p rior  to hi s a dm itta nce into m embership and the associa­
tion must admi t him unless he spec ifica lly has  a ba r cre ated by ou r 
bylaws.

Mr.  G le nn . I f  he  m eets t hese  requ ireme nts , t he n you  have  no  o the r 
reco urse  than  to a dm it him ?

Mr. Claf lin . Yes, sir.
Mr.  M ack. Can  you expel h im f or  the same reason ?
Mr. Claflin. Do you mean if  the re  had  been a stat ut or y ba r whi ch 

ha d not been disc losed ?
Mr. Mack. I) o you use the  same stan da rd  fo r expe lling  or  revoca­

tion  ?
Mr.  Claflin . Tha t is  correct.
Mr . W hit e. There  is a pro vis ion  if  an ything  deve lops af te r his  

mem bers hip , if  one of  these  bar s came in to being as a resu lt of  his  mem ­
bersh ip,  we st ar t mem bers hip  co ntinuanc e proceeding s. He  can arg ue  
it  out at  a  pro ceeding, bu t if  th e ba r e xisted, his  membership wou ld be 
canceled.

Mr.  Mack. Have  you ever  exp elle d anyone fo r th at  reason ?
Mr.  W hite . Yes.
Air. Glenn . On  page  5 you  sta te you  hav e ha d five pro jec ts 

unde r discussion the last  few years  and you  say you have com pleted 
some of these project s. Wh ich  of those hav e you com pleted ?

Mr. Claflin . In  No. 1, we are  in the final stag es of  com ple ting th is  
exa min atio n. We  have about 400 questio ns which  we are now field
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testing. The SEC has agreed to our making a stiffer examination, 
being able to use multiple-choice type questions and not having to dis­
close the examination prior to giving it, all of which makes for a much 
stronger admissions standard.

You could say tha t almost as far  as our  progress has permitted us 
to do it, we are in agreement there.

The changes in the rules to provide increased monetary penalties 
went in last June  o r Ju ly, which was an increase from $500 to $1,000 
for one violation.

No. 3 is something which has been discussed numerous times and we 
are constantly working on i t and we hope we will get some concrete 
results, but I  would say at the moment we had not arrived on No. 3.

With regard to free riding and withholding, our new policy went 
into effect in Apri l of 1960 and also our method of enforc ing tha t is 
now in effect.

Also, this  “modernizat ion'’ as it is termed, o f our 5-percent policy 
went into effect about a year and a quarter  ago, w ithout checking the 
dates, but i t is in effect today, and it has not been disapproved by the 
Securities and Exchange Commission and it is in our manual today 
for our members to live up to.

Mr. Glenn. That  is all, Mr. Chairman.
Mr. Keith. I have no questions, but I would like to compliment 

the witness inasmuch as he comes from my home Sta te of Massachu­
setts. He has done a fine job.

Mr. Curtin. Mr. Claflin, I notice in your statement you say there is 
considerable time lost between the time tha t applications for new 
securities are filed with the SEC and before they approve them. 
What is the average lost time ?

Mr. Claflin. That  is a question I am sure I am out of my bailiwick 
on. I am only one dealer who sees a few cases going in, but I think 
the average is up around 45 or 50 days. It actually varies tremen­
dously with the type of problem that  is before the SEC. Obviously, 
if it is something tha t had been there recently, such as a recent pros- 
spectus, and it is just a question of upda ting and reviewing, there  is 
not much time involved, but with some new company tha t is compli­
cated and where there is a great deal of detail to be worked over and 
there are  new problems, then quite sometime is required.

It  varies in each case, but instead of being the 20 days tha t you 
could more or  less count on in the old days, now it  may run 45 or 50 
days and you do not know when you are going to get your clearance.

Mr. Curtin. Wh at do you think  the solution to this would be, 
more personnel with the SEC?

Mr. Claflin. I am sure the question could be more intelligently  
answered by the SEC, but I would just assume if they had the adequate 
personnel they could process the increased volume of prospectuses in 
the old tradi tional 20-day period. I assume tha t it is personnel. I, 
of course, am not associated with the SEC.

Mr. Curtin. You say tha t you now have 93,351 representatives in 
your association.

Mr. Claflin. Yes, sir.
Mr. Curtin. How many of those are working par t time ?
Mr. Claflin. We have a study on that.  It  is about 22,500 or nearly 

30 percent of the 93,351 so far. Tha t was the la st count. Those are 
pa rt time.
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Mr. Curt in . Are  these new  re pr es en ta tiv es , or  sal esm en,  give n an y 
cou rse  o f t ra in in g  be fo re  th ey  a re  tu rn ed  loose on t he  p ub lic  ?

Mr. Cla fl in . Tha t,  of  cou rse , va ries  w ith eac h in di vi du al  firm,  of 
which  we ha ve  some 4,600. Eac h one obviou sly  tr ai ns hi s ow n re g­
is te red re pr es en ta tiv es . Th ey  have  to , ac co rd in g to  ou r ru les, ei th er  
ha ve  been in th e secu rit ies bu sin ess  1 ye ar  o r take  ou r exa m.

Mr. Curt in . Y ou d o giv e an ex am inat ion ?
Mr. Cla fl in . Yes , si r;  an d th at  is wh y we ha ve  been  so an xiou s to  

ti gh te n u p ou r ex am  proc ed ures  and  mak e i t to ug he r an d m ore d iffi cul t 
to  pa ss  a nd  re qu ire  g re at er  kn ow led ge.

Mr. Curt in . T hat  i s a ll.  M r. Cha irm an . T ha nk  you.
Mr. Mack . Y ou r a sso cia tion is ru n by  the  b oa rd  o f gov erno rs  ?
Mr. Cla fl in . T hat  is corre ct.
Mr. M ack . A s a  m em ber of  the  b oa rd  of  g ov erno rs,  y ou  ser ve  w ith­

out co mpe nsat ion ?
Mr. Cla fl in . T h at is corre ct.
Mr. M ack . T ha nk  you ve ry  much.
W e ha ve  an  execut ive sess ion sche du led  fo r th is  ho ur  an d,  if  co n­

ve nien t, we wo uld  l ike f or yo u to r et urn  at  1 :30.
Mr . Cla fl in . W e w ou ld be v ery pleased to.
Mr . Mack. The  comm itte e wi ll st an d in  recess u nt il  1 :30.
(W he re up on , a t 11 a.m. th e su bcom mittee  recessed,  to  rec onven e 

at 1 :30 p.m . t he  same  d ay .)
AFTE R RECESS

(T he subc om mittee  rec on vene d a t 1:45 p.m ., Hon . P ete r F . Mack , 
ch ai rm an  o f th e subcom mi ttee, pr es id in g. )

Mr. Mack. The  su bcom mi tte e wi ll com e to o rd er , p lease.
W he n we ad jo ur ne d a t noon I  had  ju st  in qu ired  ab ou t yo ur  asso­

ciat io n w ith th e Nat io na l Assoc ia tio n of  Se cu ri tie s De ale rs.  The  
bo ar d of  go ve rn or s ar e th e one s wh o ru n  th e na tion al  as so ci at io n; is 
th a t no t co rrec t ?

STATEMENT OF WILL IAM H. CLAFLIN II I,  CHAIRMAN, BOARD OF
GOVERNORS, NATIONAL ASSOCIATION OF SECURITIES DEALERS,
INC. (ACCOMPANIED BY SAMUEL S. WHITTEMORE, MEMBER,
BOARD OF GOVERNORS, AND CHAIRMAN, LEGISLATION COMMIT­
TEE ; DONALD H. BURNS, ASSISTANT TO THE EXECUTIVE DIREC­
TOR; AND MARC A. WHITE, COUNSEL TO THE  ASSOCIATION)—
Resumed

M r. Cla fl in . T h a t is co rre ct.  The y ar e th e po lic ym ak in g bo ard.
Mr. M ack. A nd  I  pres um e th a t th e bo ar d of  g ov erno rs  ar e ele cte d 

by  a ll of  th e m em ber d ea le rs ; is t h a t cor rect?
Mr. Cla fl in . The y come from  each  of  th e 13 di st ri ct s.  The  nu m ­

be r va rie s w ith th e nu m be r of  de aler s in  th e d is tr ic ts  an d th ey  are 
ele cte d by th e di st rict s.  Th ey  ar e pr op os ed  by a no m in at in g com ­
mitt ee  i n th e u su al  m an ne r.

Mr. M ack. I s th is  e lec tion a t a co nv en tio n or  is it  ju st  th e so lic ita ­
tio n of  vo tes  fr om  th e me mb ers  of  th e a ssoc iat ion ?

Mr. Bur ns . A nn ua lly , th e d is tr ic t co mmittee  in th e re sp ec tiv e di s­
tr ic ts  w ill  a pp oi nt  a n om in at in g c om mittee , c om posed  o f me mb ers  who 
are no t m em ber s of  t he  d is tr ic t c om mi ttee. T hat no m in at in g co mm it-  
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tee will name a candidate for the office of the board of governors and 
also for any vacancies which may arise on the district committee. 
Those names are submitted to the full membership in tha t dist rict, and 
if there is not an opposition s late wi thin 20 days they are considered 
to be duly elected.

Mr. Mack. This committee has the same responsibility in the dis­
tric t that the  board of governors has in the entire country ?

Mr. Burns. That is right,  and they are elected in a similar manner.
Mr. Mack. In your financial statement, I notice that  the amount of 

money you spent in I960 for complaints and investigations, travel and 
transcripts , was $109,000. Is that  the entire  amount that your organ­
ization spent for investigations concerning ir regularities of violations 
of the rules of your organization ?

Mr. White. Mr. Chairman, in addition  to that  figure, you will 
notice under the heading “Income, finance and costs,” a good portion 
of t hat  tota l figure of $112,000 would also go into th is general area of 
adminis tration of complaints, proceedings, and so forth.

In some cases we assess costs against the respondents; in other 
cases we absorb costs ourselves, depending upon the conclusion of the 
cases. But both of those figures or almsot the total of the expense 
item and the income item would go into the area of complaints.

Mr. Claflin. It should be pointed out. that most of the investiga­
tions are done by the district  offices. You will see a sum of $430,000 
there for the operation of those offices. The primary function of those 
is performing investigations of  the nature  you are speaking of.

Mr. Mack. Let’s clear tha t up. I)o you have separate appropria­
tions for  your distri ct offices ?

Mr. Claflin. Tha t is right. You see, the salaries of our 13 dis­
tric t secretaries and-----

Mr. Mack. Then this financial statement does not accurately re­
flect the expenses of your  association.

Mr. Claflin. Well, the primary function of these distr ict offices 
is making the investigations and inspections of our members, and they 
have a budget of thei r own.

Mr. Mack. Then you incorrectly answered the question I raised 
before, and that  was whether this $109,000 included all of the money 
tha t you spent for  complaints and investigations.

Air. W hite. I think what I attempted to say, Air. Chairman, was 
tha t items of out-of-pocket expenses in connection with those, such as 
transc ripts,  moving our examiners as witnesses, those items were in  
there, but in each district  we have a distr ict secretary and he is the 
princ ipal authority in that distr ict for making examinations, coordi­
nating this complaint procedure for the volunteer businessmen who 
sit on the committees. So t ha t 90 percent of his duties are in the 
complaint area.

Air. AIack. Then what we should do is add the expenses of the  dis­
tric t offices to the complaints and investigat ing figure, including the 
travel and transcr ipts, to get the amount of money tha t has been 
spent in 1960 ?

Air. Claflin. Tha t would be fairly close; yes, sir.
(Air. Claflin late r submitted the  following additional in form ation:)

Approxima tely $1,028,000 of expenses  for the  fiscal year ended September 
30, 1900, were incurred  in connection with compla ints and invest igations and en­
forcement  of the rules of fa ir  pract ice. This  amount represen ts allocations  of
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salaries and other expenses determined on the basis of estim ates  of time and ex­
penses devoted to investiga tions  and enforcement of the  rule s of fa ir  pract ice. 
The balance of  expenses for  the fiscal ye ar ($604,560) includes for  the most pa rt,  
printin g and dis trib uting the association’s manual and other publ ications and 
notices, adm inis trat ion  of the qualif ication exam ination for new registe red rep­
resenta tives and all other genera l adm inistrative expenses.

Mr. Mack. And th at is for  the year ending September 30, I960.
Mr. Ci âflin. Yes, sir.
Mr. Mack. Then your fines and costs as a result of these investiga­

tions came to $112,000?
Mr. Claflin. Tha t is righ t.
Mr. Mack. Mr. Curtin .
Mr. Curtin. I have just  an additional question or two, Mr. Chair­

man.
Mr. Claflin, the problem tha t has intrigued me for a long time is 

these over-the-counter transactions. As I understand it , stocks on the 
exchanges when sold, are sort of in the form of an auction. But when 
a sale is made over the counter, one purchaser  can place an order for 
a parti cular security and pay one price and someone else can get in. 
touch with his broker and buy the same security at exactly the same 
moment fo r a point or two above or below what the first purchaser  
would pa y; is that correct ?

Mr. Clafin. One is a buy order and the other is a sell order?
Mr. Curtin. No. Suppose I wanted to buy stock X, and I called 

my broker  and said I wanted to buy it and he said it was 65, and I 
bought it at 65. But at the identical moment, some other person 
wanting to buy stock X called his broker and might have to pay 66 
or 64; is tha t correct? Could tha t happen in over-the-counter 
transactions  ?

Mr. Claflin. It  is a two-way market  in the over-the-counter mar­
ket. There are firms, brokerage offices, tha t make markets. So in 
attempting  to  execute an order, he would go to  a house tha t made a 
market in this stock. He would give you a market, say, of 64 to 65. 
You might try  another two or three firms tha t make markets and 
find some bidding 63%-64%, making slightly different markets.

One of your  functions in executing th at order for your customer is 
to seek out the best market, and then execute to his best advantage. 
So if you found the best offering as 64%, you would go back to tha t 
broker and buy, say, 100 shares at 64%.

Somebody on the west coast might be doing the same thing,  and 
might go into four or five houses, and could find slightly different 
conditions out there, and might buy slightly cheaper or might buy at 
slightly more expense, because they might be dealing with different 
firms.

Mr. Curtin. So it would be possible for the same stock to be sold 
at di fferent prices in different sections, or even in the same section, to 
different purchasers, in  an over-the-counter deal ?

Mr. Claflin. Yes, i t is possible, but because of the national nature  
of most of these markets, made by big wire houses, mainly, the market 
often is emanating from New York, even if the order is on the west 
coast or down in Florida or in Boston. So they are making the same 
market all over the country.

Mr. Curtin. Is tha t same divergence possible on the exchange?
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Mr. Claflin. It  is possible what you say, tha t someone could pay 
a different price on the west coast than they do on the east coast 
at one par ticu lar time.

Mr. Curtin. Did you say it is possible?
Mr. Claflin. On the exchanges?
Mr. Curtin. It  is possible on the exchanges?
Mr. Claflin. Well, on the exchange you match orders, so to speak, 

and i t is not a quoted market but it is an actual bid-and-asked between 
brokers who are representing customers with the specialist having a 
function in there of tryin g to improve tha t market where possible 
and executing orders for o ther brokers; in o ther words, handling them 
on the post.

Theoretically, you would end up with only one seller. If  United 
States Steel sells at 82, and 100 shares are sold, there is only one fellow 
■who sold 100 shares at 82. The -west coast order may come in, a 
similar buy order, say, and he may pay one-eighth more or he may 
pay the  same price. lie may have to wait un til an order on the other 
side of  the market comes in and the two of them get together and 
agree on a price.

Mr. Curtin. Do you th ink that something should be done to make 
the price more even on over-the-counter transactions, or don’t you 
think  that  is necessary ?

Mr. Claflin. I am not too sure of what you could do to make 
it even. Very often, you take some of these firms making very big 
markets, thei r markets may be 1,000, 2,000, 3,000 shares on a market 
tha t is 1G to a quarter, and if they are making the best market, a fellow 
from California can come in and buy 100 shares at a quarter and 
a fellow from Boston come in and buy 100 shares at a qua rter and it 
will not budge the market a bit. I t will stay right there.

Mr. Curtin. Does your association do anything  toward stabilizing 
these markets in any way ?

Mr. Claflin. Well, as far  as s tabilizing the markets goes, I  would 
say we do not. The markets really move because of the-----

Mr. Curtin. Supply and demand?
Mr. Claflin. Or more buy orders than sell orders will move it 

up and more sell orders than buy orders will move it down, because 
actually the brokers are positioning the other side of the customer's 
order. Once he has bought 400 or 500 shares at a price, he wants to 
pull down and he is not quite so anxious to buy any more stock at 
tha t price, so that tends to move the prices down.

As that is the flow involved in this picture. I do not  know if you 
tried  to regulate it whether you might not do more damage to the 
market than good. I may have jus t served to confuse you. Have I  ?

Mr. Mack. I was wondering if you people are doing anything in 
regard  to quotations which would accurately reflect the sales of the 
various stocks.

Mr. Claflin. Our quotations are not quotations of sales similar to 
what you have on the New York Stock Exchange or the American 
Exchange, or the exchanges in general. There they are publishing 
actual prices. The “close” is the actual last sale made on that par ­
ticular exchange.

"We have no mechanism for knowing whether somebody bought or 
sold 100 shares in Texas or Colorado or what the last sale was. There 
is no central point at which this is assembled. So our service comes
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from assembling quotations as of a specified time, and we work on 
the basis of assembling actual bids on the securities and publishing 
(hem with what is loosely called a balloon, I think  is the term, on the 
offering side. But we are working our quotes off of the bid side of 
(he market.

Mr. H emphill. Could I ask a question at th at point?
Is it possible today on your existing laws and regulations for a 

group of stockholders to get together and indicate such a strong de­
mand for a certain stock tha t they could run it up out of its pro­
portionate value, line it up in large quantities?

Mr. C ’laflin. If  the question is, Is it possible to manipulate secu­
rities, the answer is obviously “Yes.” The normal over-the-counter 
market is not made up of broker-dealers buying for their  own ac­
counts, so to speak, in the market. The impetus is coming from the 
public.

A public o rder comes in to either buy or sell and it affects the over- 
the-counter market. Dealers trade  amongst themselves to cover their 
positions, obviously. If  they get too much stock that they have pur ­
chased, they may want to pass it off to two or three other brokers 
who haven’t got as much as they would like, so there is tha t inter ­
change.

But normally, what you are speaking of is not a normal operation 
in the over-the-counter market of four o r five brokers gett ing together 
and saying, “This stock looks too cheap. Let’s move it  up.”

Mr. TIempiiill. Wouldn’t demand for it have a natural tendency 
to move it up, if  there was a great demand ?

Mr. Claflin. Tha t is right , but the demand in normal operation 
would come from members of the public.

Mr. H emphill. Because actually the price which is quoted, the 
price which is pa id, all of it depends on one item: confidence, does 
it not basically ?

Mr. Claflin. The price depends on confidence ?
Mr. Hemphill. On the confidence tha t the purchasers in general 

have in th at par ticu lar stock.
Mr. Claflin. That is rig ht ; yes.
Mr. Hemphill. And, of course, the corporate background of the 

stock. Wh at I  was thinking was if four  or five brokerage houses got 
togethe r and decided th at they wanted to run up the price of some 
part icular stock, I  do not see anyth ing to keep them from doing it 
if they wanted to go into the market to make the demand. I t is 
perfec tly legitimate, is it not ?

Mr. White. If  your  question is direc ted to  manipulation where we 
can find tha t they have created a public demand by high-pressure 
tactics of selling and they, in turn , dominate the market, control the 
market  themselves, we put people like th at out of business. We have 
last year and the year before. If  we can show they really dominate 
the market and their selling techniques are designed to artifically raise 
this price, and there is no reason for it, we have held that is manipula­
tion under our rules and quite often we invoke the 5 percent policy 
we have because they are using as a base a cost tha t we quarrel with.

A lot of those cases have eventuated in expulsions, which are a 
matter of public record.

Mr. Hemphill. Suppose he is not a member of your association. 
Can you still pu t him out of business ?
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Air. White. We have no jurisdiction  over him. The Securities and 
Exchange Commission has cases under thei r antimanipulation rules 
similar to that, and they revoke the registrat ion of the  broker-dealer.

JSIr. H emphill. But unless someone gave away a confidence, if the 
agreement was in confidence among the—I don’t want to say con­
spirato rs, as I do not like to type people with names, but  it  there 
was some sort of conspiracy to create the demand, 9 times out of 10 
unless somebody talked on the thing you would not know it, would 
you, or would you know it by the demand ?

Mr. White. If  it were a very subtle arrangement, it  would prob­
ably be difficult to uncover. But  i f it were accompanied by what  we 
term “boilershop” or “buckethouse” technique, tha t in itself would 
give you an indication to look into it and you would probably then 
discover it.

Mr. H emphill. And then you could kick them out of your  associa­
tion ?

Mr. W hite. Yes.
Mr. H emphill. But you cannot p ut them out of the business in the 

sense tha t you would keep them from doing more business. Tha t 
is up to the SEC.

Mr. W hite. Tha t is righ t.
Mr. H emphill. Thank  you.
Mr. Mack. Reference has been made to a statement of policy worked 

out by your association covering the  distribution of investment com­
pany shares. Your report  last year indicated tha t there were some 
8,200 pieces of litera ture reviewed, and 5,200 required some sort of 
corrective action. Just how effective is tha t statement of policy?

M. Claflin. I s I lie question as to whether we think the statement of 
policy is effective or whether our enforcement of it is effective, or 
both ?

Mr. Mack. It  would seem to me that  if you had an effective s tate­
ment of policy, wasn’t the s tatement of policy issued for the purpose 
of mainta ining some minimum standards for informat ion in this 
litera ture ?

Mr. White. The statement of policy, which is in our manual and 
administered by us for our members, was adopted by the SEC as a 
guide to people preparing  sales l itera ture  in the area of investment 
trusts . They are supposed to conform to  that. I would think  i t has 
been very effective.

The indication of the number of comments we have had to make on 
material submitted to us, I  think,  just indicates the difficulty people 
have with the English language. The rules require them to file the 
liter ature they use with us 3 days after its use, but as a practical  
matt er they file the material they propose to use prio r to its being used. 
Then our investment company committee in our national  office re­
views that  material to see whether it conforms to the statement. Then 
if  it does not, they write them or telephone them and suggest ways that 
they can amend the literature or the statements they have made to 
conform.

Generally—in fact our experience has indicated that  they just amend 
it to conform to our comments. If  they should use i t without con­
forming, or w hat have you, we have taken disciplinary action and we 
have also, when we found out they used something which they have
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not submitted and we naturally have not had a chance to review it, and 
we found out about it, we have made them withdraw i t and destroy it.

Mr. Mack. Your statement of policy would permit them to use the 
litera ture  for 3 days ?

Mr. White. Tha t is correct. But  as a practica l matter , they run 
it through our office as a preventive measure.

Mr. Mack. Then would you say tha t all of the literature being 
used has conformed with your statement  of policy ?

Mr. White. I would say tha t the li terature used by our members, by 
and large, complies, because we have various, from t ime to time, dis ­
ciplinary cases involving a violation of this, but they are not among 
the most frequent of the violations we find.

One of the specific items every examiner looks for is fo r a file on 
litera ture dealing with mutual funds. So I would not say tha t the 
incidence of violation is high, which would indicate tha t the com­
pliance is high. I think the reason it  is high  is because they submit 
the materia l in advance.

Mr. Mack. Do you have any information concerning the amount 
of litera ture used which did not comply w ith your standards, with 
your statement of policy?

Mr. White. Our complaint statistics, if broken down, which we 
could do, would indicate the number of complaints which contained 
an item of violation of the statement of policy. As I  say, out of, say, 
300 complaints, for example, I  do not think  we would have 10 that  
would involve this violation.

I think the general impression we get is tha t there is compliance 
with it. I think tha t the statistic s on the complaints would show 
that , and the examinations, because our examinations have a specific 
item in them th at our examiners must check, th at he has reviewed the 
literature and whether or not he has found violations.

Mr. Mack. What type of procedure do you have for reviewing 
this literature?

Mr. White. Well, we have a staff in our Washington office com­
posed of the secretary of this committee and two assistant secre­
taries, as well as other clerical help who review all the material. 
Generally it is submitted annually by these distr ibutors of funds. It  
is material tha t they use for a period of time without making changes.

Those individuals go over every piece of literatu re. Of course, 
they get acquainted with the company and thei r methods of sales 
and the kinds of charts they want to use, and tha t sort of thing.

Mr. Mack. It  seems to me tha t if your statement of policy is e f­
fective there would be no need for all of this corrective action. In  
three-fourths of the  cases you seem to need corrective action. There­
fore, i t would seem to me that  they do not unders tand or do no t care 
to adhere to the statement.

Mr. Claflin. A great many of these 5,200 items th at they mention 
here are extremely minor, often just phraseologies, “Don’t use the 
word ‘within,’ use ‘in,’ because i t might  possibly mislead somebody.”

Actually, there is a phrase called “nitpicking.” You might call it 
that . But they want to be sure tha t they are not misleading anyone. 
If  we see anything, even the slightest thing,  we send it back, because 
a member usually does not care if we change it  or not, as long as i t is 
in compliance. So these are not major errors tha t we find. Many 
of them are very minor.
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Mr. Mack. You have established a 5-percent markup policy, which 
has been discussed here today.

Mr. Claflin. I am sorry ?
Mr. Mack. The National Association of Securities Dealers has 

established, I understand, a 5-percent markup policy.
Mr. Claflin. That has been in effect for a good many years, since 

1943. It  has been rewrit ten also several times, the most recent one 
being December 15, 1960. I may have mislead you by giving the 
inference tha t we had just put thi s into effect.

What I  meant was that  it had been reviewed, modernized, changed, 
so that it  met the modern times.

Mr. Mack. It  has been officially adopted by your association; isn’t 
tha t correct?

Mr. Claflin. Yes, since 1943, and actually in concept it has not 
been changed materially.

Mr. Mack. You exer t some effort in encouraging your members to 
live up to this policy ; is that right  ?

Mr. Claflin. It  is one of the major things that  we look for in our 
examinations. In  fact, we have a normal procedure which would be 
to take off a list of principal transactions, normally consecutive, and 
actually compute the percentage markup on those trades. Tha t is the 
way we would review it.

Mr. Mack. Does this policy apply to the investment company or 
investment trust?

Mr. Claflin. It  does not apply to, generally speaking, primary 
market  operations which are subject to prospectus. The investment 
trust s, of  course, are all offered by prospectus only, which is filed with 
the SEC, and the markups are disclosed in  t hat  prospectus available 
to the public. We do not police prospectuses.

Mr. Mack. Then it is over 5 percent in those cases ?
Mr. Claflin. In the investment trus t field their charge normally 

is in excess of 5 percent.
Mr. Mack. Why is there a grea ter charge for the mutuals than 

for your other business?
Mr. Claflin. I would like to have the investment t rust  field answer 

that question as I am again talk ing on someone else’s industry. I 
think one of the theories in back of it is that the size purchase in an 
investment trust is apt to be smaller than  in an over-the-counter 
transaction or an individual security transac tion.

There is also the promotional effort th at they put into selling their  
trust s, which may or may not be a legitimate  item, to consider 1 mean. 
Also, there is the normal st ructure of a wholesaler as well as a retailer. 
That is an expensive item that has to be supported.

Mr. Mack. Have you ins tituted  a similar policy in regard to these 
trus ts and mutuals?

Mr. Claflin. Do we have any authority ?
Mr. Mack. Would you have the authority to institu te a similar 

policy in regard to the investment trusts?
Mr. Claflin. Well, we have no authority over the markup or 

charge made on securities th at are offered by prospectus. Tha t is in 
the realm of the SEC,  I believe.

Air. W hite. And it is my understanding that the Investment Com­
pany Act contains a maximum of 9 percent as to contractual plans.
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This has tended to hold sales charges on regular purchases to some­
thing  below that  figure, 71/2 to 8% percent. I think  th at there would 
have to be a change in the law or certainly a  concerted effort acceptable 
to the  Securities and Exchange Commission before tha t area could be 
looked into.

Mr. Mack. I understand tha t tha t is the  case, tha t there is a maxi­
mum of 9 percent in the law, and tha t in the case of the investment 
companies’ mutual shares tha t they are, in most instances, r igh t up 
to the line charging the 9 percent. I was concerned about this.

I t seems to me that  if  a 5-percent markup is adequate in other areas, 
even in cases where they have a smaller investment or small invest­
ments, that these others might fall in the  same category. Is tha t not 
true, th at they are charging 9 percent ?

Mr. Claflin. I would say it ranged 7^2 to 8% percent.
Mr. Mack. I noticed tha t you have been concerned about the dealer 

misuse of customers’ funds, and I think you have recently issued a 
revised interpreta tion seeking to prevent the misuse of customers’ 
funds where dealers have been paid by customers but delay forwarding  
payment to the underwrite rs. If  tha t is true, what need was there 
for th is in terpre tation  ?

Mr. Claflin. I think what you are re ferring to is what we call our 
prompt-payment rule, which we put out because we found that dealers 
were slow in forwarding funds from the retailer , retai ling dealer, to 
the wholesale dealer. There were occasions where this delay we felt 
was unnecessary and possibly the use of the customers’ funds un­
warranted.

We put this out to alert and warn the members tha t we would 
police this, and tha t they had an obligation to forward these funds 
promptly.

Mr. Mack. Have you been successful in dealing with this problem ?
Mr. Claflin. We had certain people in mind when we rewrote this 

tha t were, we thought, cheating a little, or however you want to  call 
it, and our investigations, as we go back to these people, would indi­
cate that  they have taken the warning to heart.

Mr. Mack. As a m atter  of fact, isn’t this rath er extensive in your 
business ?

Mr. Claflin. Wasn’t it an extensive practice ?
Mr. Mack. Yes.
Mr. Claflin. I think  there may have been a certain amount of 

sloppy bookkeeping and slowness in processing this. I think the in­
tentional use or delay of funds which the firm in question would 
be able to use on the way through,  if you want to put  it tha t way, 
there was not too much of tha t, but there was some, and it also served 
to improve the prompt  payment of some of our more slow-accounting 
members. Tha t I know of, we haven’t a case in fron t of us at the 
moment on that.

Mr. Mack. Recently you sent a le tter to your members concerning 
the $1,400 million in fails. That seems to be a tremendous amount of 
money involved. Wha t is the meaning or significance of this ?

Mr. Claflin. Well, actually your fail position is an index of the 
volume of business and also how current you are in staying  up, or 
your back office is, in staying up with the activity. When you get pe­
riods of excess activity, such as we have had in the first part  of this
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year,  it pu ts an extr eme  burden on your  back office pe rson nel  to keep  
up wi th th at  act ivi ty.

We believe from our inv est iga tions  and  que stionnai res  a nd so fo rth 
th at  the  indu str y has  fa lle n beh ind  in its  da ily  work, which  is re ­
flected in thi s increase in th e fa il figu re th at  you speak of. W ha t we 
were doing about it was in  essence ca lling  it  to the  at tenti on  of all  
these  b rok er-dea lers  so th at  th ey  would pu t addit ion al empha sis  on it , 
be co gnizant of it.

Also, we str on gly u rge d the  closing  on th e day be fore Memorial  Da y, 
to use th at  day  to spend a day ca tch ing  u p on the  back  work . These 
situa tio ns  u sua lly  ge t ironed  out, as we  hav e seen in recent  day s. The 
activ ity  has been dr op ping  off her e and the volume has  gone  down, 
which sho uld  co rrect thi s s itu at ion th at  we were look ing  at  in thi s h igh  
fai l period.  Also,  we go back to the  cle aring  house appro ach which 
we feel if  we ha d it in existence w ould  ha ve been able  to  cut down th is 
problem  m ate ria lly .

Mr. Mack. You ha ve h ad a lot  of di fficul ty in recent m onth s o r yea rs 
wi th ho t issues. Peo ple  have had quite a lo t to say about that . W ha t 
hav e you done in these cases, fo r instanc e where th e p rice by the  und er ­
wri te r is $5 and the y increased  to  $10 or $20 by  the time th e f irst  da y is 
over ?

Mr.  Cla flin . Ou r appro ach to th is free ridi ng  and  wi thh old ing  
pro blem is by ou r in te rp re ta tio n wi th resp ect  t o fre er id ing and with ­
holding. I t  is qui te a l ong  i nterpretat ion,  so T will not read it.

Bu t the po in t of it is to make sure th at  securi ties  a re not withheld  
fro m the public and go to  leg itimate  acco unts  wi th inv estment prac ­
tice, and are  n ot  used fo r commerc ial bri bery purpo ses ; also, th at  the  
amoun ts th at  are  plac ed in ins ide r accounts  are  not disproportionate  
or substan tia l.

I t  is very com plicated , bu t we police it, and  it is the  cause  of a 
gr ea t many of  our  com pla ints , whe re we feel a mem ber has placed 
too high  a per cen tage of his  allotm ent in the  hands of ins ide r ac­
counts, where possibly he has ret ain ed  pa rt  in his  own firm account 
and has no t offered it to the  pub lic, and also where allotm ent s have  
been made to peop le in the  buyin g depa rtm en t of  insti tut ion s who 
do no t hav e inv estment his tor ies , and the  like, wi th the member.

Mr. Mack. Do you inv est iga te these cases on your  own mot ion,  
or  do you r ely  on rou tin e inspectio ns o f the  deale r ?

Mr. Claflin. We  have two  app roa che s to it. One is th roug h our 
no rm al inv est iga tions th at go on daily . The oth er is via  the  rou te 
of quest ion nai res  which we send ou t on pa rti cu la r secu ritie s. These 
are  au tho rized  by the  executive comm ittee , selected from a list .

We do no t send quest ion nai res  ou t on all of them . I t  would be 
too burd ensome.  Bu t we selec t them . An d then, on the bas is of 
the  res ult s of these que stio nna ires , which are  designed to ask  the  
questions as to  wh at perce nta ge was all ott ed  to ins ide rs and how 
ma ny had inv estment his tor ies—i t is th at type  of  questionna ire.

Mr. Mack. In  effect, you  are  ask ing  them in the  que stio nnaire 
wh eth er th ey are  being  good boys ?

Mr.  Claflin. That  is rig ht .
Mr . Mack. An d you are  re lying on th ei r word to tell you wheth er 

they  have man ipulated  or att em pted  to ma nip ula te the  stock?
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Mr. Claflin. It  isn’t quite that blatant because we do inspect these 
firms quite frequently. If  we found tha t they did not answer one 
of these questionnaires correctly, I am not sure it would be auto­
matic expulsion, but i t would be very close to same.

Mr. M ack. Would you tell me how many cases you have under 
investigation at the present time, concerning manipula tion or ar ti­
ficial stimulation in these instances?

Mr. W hite. There are two areas you are discussing, one being the 
enforcement of our own interpretation. At the moment, in 1961, we 
have picked out 33 issues which have been the subject of question­
naires. We sent out 1,600 questionnaires to underwri ters and selling 
groups in those 33 issues. Because there is a certain amount of 
disclosure of where these securities go in the first instance, we can 
check up on the surface accuracy of these questionnaires when they 
come in. There are some 35 questions on those. We ask not only ones 
which would point to a violation of our own interpretation, but 
which would poin t to other areas we might want to send an examiner 
out to look at.

(The following table  was submitted for the record by Mr. Whi te:)
Tota l number of “hot issues" and questionnaires inve stiga ted for the period of 

1956 th rough March 1961

Y ea r
N u m b er of  

issu es
N u m b er of 
ques tion­

nai re s sen t

1956.......................... ...................................................... 3 817
1957.................................. ......................... . ............................... 3 411
1958....................... ............. ................. ................. .  . . . 10 1,890
1959___ ______ ______________________ _______ _________ ________ 34 1,016
1960........... ........... ........................................................ 50 1 872
1961....................... ........... ................. .................................. ............................. 33 1,618

T o ta l.................... . ......... . ........... . ......... . ........... . ......................... 133 7,624

Mr. W ii n ’E. When we find th at on the face of it there appears to 
be a violation of the interpretation, those questionnaires are referred 
to the dis trict where the member’s principal office is located. We have 
had in  the p ast 2 years, I would say, a th ird  of all of our disciplinary 
cases which have arisen in this area. As a result of tha t activity in 
1960, we put  into effect a revised interpreta tion which strengthens 
and buttons up a lot o f loopholes, and we find up until  th is last batch 
of questionnaires which have gone out, tha t we think it has been of 
great  help. On the manipulat ion end of it, we have had several cases 
which perhaps could be interpreted as manipulation,  but instead we 
have found it  a violation of the  free-riding interpretation, rather than 
go into the manipulation aspect. However, we have inserted in our 
manual the Commission’s staff study in th at area. But we don’t have 
any specific free -riding cases where we allege manipula tion as such.

We have alleged a violation of our interpretation, because the se­
curities either were withheld from the public or they were sold to 
other broker-dealers or sold to insiders who did  not have investment 
histories to justi fy the purchase, or in amounts which were dispro­
portiona te or substantial.

Mr. Mack. There would be no question, though, about artificial 
stimulation  being a manipulation of a stock ?
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Mr. White . Do you mean artificial stimulation  at the time of  the 
offering or thereafter ?

Mr. Mack. I would presume at the time of the offering.
Mr. W hite . Certainly if we could prove that, we would take action 

on it, if not under the interpretation, then under the rules of fa ir 
practice.

Mr. Mack. At the same time, do you investigate tie-in sales, or is 
tha t more difficult to investigate ?

Mr. Claflin. Usually you have to be tipped  on tie-in sales. In 
other words, you have to have somebody who tells you tha t it is t ied 
in. So it  is a pt to come in from a complaint from a member of the 
public. But  just going in and looking at  the records, unless you have 
oeen warned, you would have quite a bit of difficulty picking it up in 
a routine examination. It  is a hard  th ing to catch someone at.

Mr. Mack. What has been your experience with the tie-in sales? 
Have you had quite a few complaints or tips concerning the tie-in 
sales which you have investigated ?

Mr. Claflin. Actually , I don’t know tha t we have a case on that.
Mr. White. We have no case on it. My knowledge of i t stems from 

conversations or the newspapers. By that I don’t mean tha t it prob­
ably doesn’t exist, but I have no personal knowledge of it.

Mr. Mack. The people in the industry generally are acquainted 
with the procedure involved, and it seems to be a practice in the in­
dustry,  but I conclude that  your investigations haven’t been success­
ful in proving a case.

Mr. W niTE. In tha t part icular area, we do not have a case as yet.
Mr. Mack. Could I ask if your investigators in these cases—and we 

have referred to the hot issues—if the investigators would be out of 
your central office or do you generally relv on sending the information 
to your distr ict office and tu rning the matter over to them?

Mr. White. On that score, normally the district office would handle 
it. We have had various instances where we have found violations 
or any given violations, free r iding or otherwise, in a particular area, 
and we will then supplement the staff in the district with examiners 
from the national office. While they are from this office, they are 
continually  traveling around the country, and we move them from 
place to place as the need arises. So in that particular  instance, if we 
had some informat ion that it came out of our New York office or 
Washington office, which indicated some manipulation, we might send 
specal individuals  who were more competent in that area to another 
district.

Mr. Mack. Wha t have you done about cases where the unde rwriter 
or the dealer has reserved blocks of stocks fo r favored customers?

Mr. Claflin. For  favorite customers o r just reserved it and not 
offered it?

Mr. Mack. No; fo r favored customers, with the understanding that  
the price of the stock would increase and they could unload it at a 
very early date.

Mr. W hite. At the present time, the interpretation covers tha t and 
they would not be able to withhold part  of the public offering for 
placing with other broker-dealers or friends or insiders of other 
broker-dealers. Tha t was one of the great areas we did not cover 
in the old interpretation.
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The one in effect now specifically covers that. The Board looked 
upon tha t activity as unethical. Now the interpreta tion covers that.  
We specifically have covered the area even if it is disclosed. It  still 
must meet the terms of the interpretation.

Mr. Mack. Then you amended your rules to  cover this m atter  ?
Mr. Claflin. Our interpretation, yes.
Mr. Mack. What has been your experience with that?  Does tha t 

not exist today? Do you have cases under investigation where this 
has been done i

Mr. Claflin. Well, actually that  became effective on Apri l 1, 1960, 
so that a great many of the cases th at we have been receiving in  the 
last 6 or 8 months, of course, have been under the old interpretation . 
We are just now beginning to get cases arising  from our new in terpre­
tation.

Mr. Mack. It  has been in effect for a year ?
Mr. Claflin. I think in our examinations we are finding that  this 

has closed many of these loopholes and stopped the practices.
Mr. White. Tha t is correct.
We saw a practice  arising  even when we put this interp retation into 

effect, where certain issuers were disclosing an  arrangement to allot 
to insiders, and there was some unders tanding tha t this didn’t cover 
it. The language of this covers tha t arrangement and we have so 
reaffirmed it, the Board has. So we saw tha t avenue and we have that 
covered.

I think that the situation so far is t ha t the number of complaints 
is going to reduce princ ipally because a lot of the members after  read­
ing this have decided they will not sell to insiders or other broker- 
dealers at all, which is a business decision of theirs. Tha t is the 
indication we see. We haven't had enough experience with actual 
examinations yet to know whether the high number of these com­
plaints is going to continue.

Mr. Mack. You probably wouldn’t have a complaint if it was of ­
fered to a favored customer.

Mr. Claflin. If  this favored customer is a member of the public, 
our interpretation does not cover members of the public. Wha t we 
are trying to cover is withholding, not offering, to members of the 
public, or using your stock for commercial bribery and other purposes 
of that nature, or keeping it yourself. But if it was sold to a member 
of the public who was not  an insider, who was not connected wi th a 
financial inst itution, the sale would be considered all right.

Mr. Mack. Then you have no rule to p rohib it any sales to favored 
customers ?

Mr. Claflin. Tha t is correct, as long as they are members o f the 
public.

Mr. Mack. And not insiders ?
Mr. Claflin. Tha t is correct.
Mr. H emphill. It  occurs to me that you have to have some favored 

customers to keep up the business, wouldn’t you? As a lawyer, if a 
fellow gives me all of his business, when he calls me on the telephone, 
I drop everything  and attend  to his business. I don't see anyth ing 
unethical in having a favored customer. He is paying the same fee, 
I suppose, tha t everybody else is paying. There is no lack of ethics 
there as long as he is not being defrauded. He would probably have
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you on the lookout for good things, would he not? I know if  I  was 
a favored customer, I would expect you to be looking out for me.

Mr. Claflin. Tha t is right,  and although I haven’t given it any 
thought, 1 would think superficially that  a distribu tion tha t was in 
relat ion to the business done by a customer during the  year would be 
perfectly sound. If  a man is a little  customer in your shop, you 
would probably give him a little allocation, and if a man was a big 
customer of yours, you would reflect that  in your allocation.

Mr. Hemphill. If  you had some bank stock th at you got hold of 
and you knew John Doaks down the street was a good customer of 
yours and would like to have some, there is nothing wrong with phon­
ing him and telling  him “I have what you want.” Tha t keeps his 
business.

Mr. Claflin. This is really aimed at where a broker-dealer with­
holds, either by putt ing in insider accounts or even jus t straight with­
holding in the firm account, to make an additional compensation in 
a new issue because he feels it  is going up. He makes the profit in­
stead of giving it to the customer. Or the other side of it , where you 
put it out to people whose business you hope you are going to in­
fluence.

Mr. H emphill. The th ing tha t concerns me is that  you have to stay 
alive, and if you tie this thing up so t igh t you impede the  national 
flow of business, you do the indust ry and public a great disservice. 
We do not want to do a great disservice to the public or to the industry  
either.

Air. Claflin. Tha t is right. We have never looked at how they 
allocate it to the public. We want to see whether it is the public or 
whether it isn’t. We feel a member going into an underwriting as­
sumes an obligation to distribute those securities to members of the 
public, and tha t is what we try and determine as to whether he has 
done that, or not.

Mr. Hemphill. As long as he serves the public, you have no quarrel 
with it ?

Air. Claflin. We have no quarrel with it.
Air. H emphill. Thank you.
Air. Mack. You investigate to determine whether he is withholding 

the securities from the market, do you not ?
Air. Claflin. Tha t is right.
Air. Mack. And then if he distributes these securities to the public 

rather  than keeping them for himself, his family, or colleagues, you 
would have no objection ?

Air. Claflin. Tha t is correct.
Air. AIack. They could, of course, manipulate the price by with­

holding a security and then not taking the profit themselves but pass­
ing the profit around to some favored customer, is tha t correct?

Air. Claflin. You are speaking of a delayed sale at a later date?
Air. AIack. Yes.
Air. Claflin. Yes, I can see that. You mean at the orig inal offer­

ing price ?
Air. AIack. At the original offering price.
Air. Claflin. Yes, that  is possible.
Air. AIack. He would be doing tha t for the benefit of the favored 

customer.
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Mr. Claflin. We don't see much of that.  Maybe you thought of 
a new way of doing it.

Mr. Mack. Tha t wasn’t the  purpose of the question. In  this field, 
I am not particular ly impressed with the fact tha t they need new 
ideas.

Do you care to state your opinion on the imposition of additional 
safeguards regard ing credit balances, related customers credit 
balances?

Mr. Claflin. I s this segregation that  you are speaking of, addi­
tional credit balances?

Mr. M ack. Well, safeguards to the customers credit balances, yes; 
to protect the credit balance of the customer.

Mr. Claflin. I am af raid  1 haven’t got the question quite s traigh t. 
Is this in relation to margin accounts where there is excess equity in 
the account ? Such as loaning of funds ?

Mr. Mack. It  is segregation of the funds, the credit balance, the 
balance of customers funds, or  commingling of the funds.

Mr. Claflin. I think most of th at is stock exchange. I think you 
are in the area of the exchanges where they have the ir margin require­
ments and segregation of funds.

Mr. Mack. This came up in the legislative hearings a year ago, or 2 
years ago. The Commission at one time opposed this. I just wanted 
today to see whether you had any views concerning it.

Mr. White. I think, Mr. Chairman, I  recall tha t it came up a year 
or so ago. I would certainly like to see what the Chairman then said 
so that  I would see what our comments were. I don’t recall. But 
1 think we considered tha t a matter for the stock exchange and I 
think we commented on i t, but I don’t recall what our comment was. 
It  is in the record of the meeting.

Mr. Mack. Then in regard to the margin requirements, do you have 
any views concerning the  credit granted by various institutions, such 
as hanks, in purchasing your securities ?

Mr. Claflin. Well, of course, banks are not in the same stream of 
policing, or whatever the proper  term, but they are allowed to do 
tilings th at we are not allowed to do. I am sure I am not qualified to 
discuss the  Federal Reserve position on this, and whether they ought 
to he doing something they are not. As fa r as we are concerned, of 
course, we are not allowed to loan money on our over-the-counter 
securities anyway. It  is a problem tha t really doesn’t come up with 
us.

Mr. Mack. Presently  there is no limitat ion on the amount of loans 
for securities purchased over the counter, is tha t correct ?

Mr. Claflin. Are you speaking of the banks or brokers?
Mr. M ack. No, the banks.
Mr. Claflin. No, there is no limit that I  know of.
Mr. Mack. In other words, it has to be listed securities. The limita­

tion is on the listed securities?
Mr. Burns. That  is right.
Mr. H emphill. It  is my understanding, to air out the thing he is 

exploring, that most of the States have trust laws defining the purchase 
of stocks or bonds from trust funds to certain types. Isn ’t tha t so 
generally?

Mr. White. Tha t is for purchases by a trustee or fiduciary.
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Mr. H em ph ill. Yes.
Mr. Burns. I t  is an  accredite d li st, th at  is correct.
Mr.  Claflin. They have  such  th ings  as accred ited  list s in certa in 

Sta tes . The y also have quit e an e lab ora te theory  they  call the  p rude nt  
ma n the ory, in some Sta tes , which, if  i t goes u p, you  are pr ud en t, and 
if  it  goes dow n, you  are  not.

Mr . H em ph ill . As I  un de rst and it, an d m aybe  I  am  incorrect , some 
years  ago I  came across the p oint  whe re t he  na tional bank s a re limited , 
where the y can not loan  money fo r the  pur cha se of certa in stocks, if 
the y know  th at  th at  is wh at the money is goi ng to be used for . Is 
th at  cor rec t ?

Mr.  Claflin. Yes. I th ink you  are  in the  lis ted  securi ty held and  
also in the ban k reg ula tion held , ne ith er  of which I  feel qualihed  to 
com men t on.

Mr. H em ph ill . I was con fuse d a lit tle  bi t when  you were  ta lk ing 
about th e ban kin g, and wh at they cou ld and  could not  purc hase. 
I  knew  th at  u nd er  the  na tio na l ban k laws the re are  some lim ita tions,  
and I  th ink ve ry p roperly  so.

Mr.  Claflin. We very  seldom see—if  a customer takes securit ies 
fro m a bro ker age  house and goes ove r to a ban k—w hat kin d of a 
trad e he can make with th at  bank. We are  no t usu ally let  in on 
th at , and ve ry seldom a re info rmed ab out it.

Th ere  is no reason they  sho uld  tell us. We are  usu ally  not told . 
So our knowledge of w hat goes on on the  ot her side of  the  st ree t is very 
meager.

Mr.  Mack. I  was re fe rr in g to the  lim ita tio ns  placed  upo n stocks  
whi ch a re t rade d on the  nat iona l exchange.

Mr. Claf lin . The m arg in  req uirement s ?
Mr. Mack. Tha t is tru e. An d I  mad e men tion  of  the  fact  that  the  

stocks sold  on the  over- the -co unter  mark et were  not subjected to the 
same  limita tions.

Mr.  Claflin. They a re not p ermitted  the same.
Mr.  Mack. I  don’t th in k there is any  question abo ut that .
Mr.  Burns. Well, I  th ink,  sir , unde r the  reg ula tio n U app lica ble  

to the banks, in len din g on list ed securit ies,  there  i s a lim ita tio n as to 
wh at the y c an loan,  and  there  is  no t insofar  as o ver -the-counte r secur i­
tie s are concerned .

Mr.  M ack. Tha t i s th e po int  I  was t ry in g to make, and  I  am af ra id  
I  was no t able  to ge t it across. My question was, Do you have  any 
views con cerning th at  mat ter ?

Mr.  C laf lin . Ac tua lly , we h aven’t cons idered it, as U does n ot come 
un de r ou r pe rip he ry. As fa r as the  securit ies indu str y goes, we are 
no t allow ed to loan on the unlis ted  secu ritie s. We are  allow ed, I  
th ink it  is 30 per cent at the mom ent,  on the  listed securities. So 
fro m th at  p oin t of  view there  is t he  same d iffere ntiation m ade between 
the two ty pes of  securities .

Mr. M ack. Mr. Cary,  before the  committ ee yes terday , called our 
att en tio n to the  fac t, or the  fact  was incl uded in the append ix he 
subm itted  wi th his  sta tem ent, th at  there  was an inv est iga tion con­
duc ted  on the  feas ibi lity or  advis ab ili ty of completely seg reg ating  the 
fun ctions of a deale r fro m those of  a broker .

I would be intere sted to know  if  you have  a ny views tod ay c oncern­
ing  wh eth er or not these sho uld  be seg regated, these  act ivit ies.

Mr. Claf lin . Ac tua lly , we have  never tak en it up as a sub jec t of 
discu ssion . Most people in the  indu str y act  as both de ale r and
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broker at different times during a period in a day. I would think 
trying to make a dif ferentiation would be difficult to handle from an 
admin istrative point of view.

Mr. W hite. I think as an appendix to the Chairman of the Com­
mission’s statement they noted a study they had made in the 1930’s 
which showed—or, rathe r, they concluded a t tha t time they did not 
believe it necessary or advisable to separate  the functions. When asked 
the question of, if  this joint  resolution were passed, whether it would 
extend to that, I  believe they said they w'ould consider it.

But I didn’t get  any impression that tha t was one of the im portant 
things they would consider. Tha t was the impression I got.

Mr. Mack. I think you understood correctly. You are correct tha t 
the original Commission recommended against such segregation in 
1936. It  seems to me it would be appropria te, afte r 25 years, to again 
review that problem.

Mr. Glenn. I would like to submit a hypothetical question to 
counsel.

Suppose I  am a registered dealer not belonging to  the association, 
and suppose you are a registered supplier  belonging to the associa­
tion, and I attempt to place an order with you and you tell me that 
you can’t accept my order because I  do not belong to the association. 
Isn’t there some violation o f  one of our Federal statutes, such as 
rest rain t of trade ?

Mr. White. I think  first, of all. I would do business with you but 
I would not at the same prices as I would with another member. As 
I pointed out, tha t specific point was considered by the Congress 
before they adopted the Maloney Act, and they recognized that the 
preferential status of a member, when he was dealing—at least, he 
would have a preferential  treatm ent and other members would in 
pricing and granting discounts. Tha t specific point was covered by 
the Congress and permi tted to be emboided in the  rules so tha t there 
would be an advantage for people dealing in the over-the-counter 
market (brokers and dealers) to join the association. But as I at­
tempted to point out, contemplated by Congress was the implied ex­
emption from any anti trust or o ther Federal laws that  contradic t the 
scheme of the organization they permi tted to registe r under the Ma­
loney Act.

Mr. Glenn. Tha t is all, Mr. Chairman.
Mr. Mack. Mr. Keith?
Mr. Keith . I have no questions.
Mr. Mack. Have you given much study, to the problem of the  use 

of reciprocal brokerage business, fo r the  award of sales as an induce­
ment to increase sales of shares? I know you have dealt with tha t 
problem and have had that  problem come before you.

Mr. Claflin. Yes, our association has given a lot of study to it. 
We have a committee that spends a grea t deal of time on it, our in­
vestment company committee.

Mr. Mack. This involves principally mutuals?
Mr. Claflin. Yes. We also had a special committee that v as dis­

missed shortly ago tha t studied this part icular problem in s< me de­
tail, working along with our investment company committee. We put 
our thoughts  together and brought down some of our ideas to the 
Securities and Exchange Commission, who felt tha t we were being 
somewhat premature as they were studying i t also, and felt tha t they 
wanted to get to the  point  where they knew where they stood and how 
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they felt about i t before really crystall izing on whether we were going 
in the r ight direction.

I think the matter is under s tudy by both ourselves and the Securi­ties and Exchange Commission, and we are working as close as we 
can with them on the matter.

Mr. Mack. Do you have any rules to prevent this arrangement? In  other words, today is it unethical or is it illegal ?
Mr. Claflin. There might be several ways you could attack the situation. One I was thinking of was our so-called section 10, which is commercial bribery, where this area could be attacked. In  other 

words, a wholesaler of a fund paying an excessive amount of recipro­cal business to a dealer to urge him to sell his fund versus someone else’s fund might well violate our commercial br ibery section. Also, it might be considered under our real keystone provision, “conduct inconsistent with high standards of commercial honor.”
Mr. Mack. Have you considered it as grounds for suspending a dealer ?
Mr. Claflin. We were on that  track  and did have it before the 

SEC and they felt we were ahead of them. At the moment it has died there. When they get their  thinking  crystallized they may want 
to sta rt again on tha t, or they may have some other course tha t they feel we should proceed on.

Mr. Mack. I low many cases do you have underway at the present 
time tha t would fal l into the category of being rigged or manipulated stock ?

Mr. Claflin. Stock?
Mr. Mack. Yes.
Mr. White. In  the general area, Mr. Chairman, of manipulation? We would have to review the complaints tha t are now on file throu gh­

out the United States, we generally can pinpoint those to various districts. We can’t give a figure at the moment, but I am sure we 
have some in distr ict 12, which is our New York area, and perhaps in some other areas. I couldn’t pick a figure, but I am sure we have some.Mr. Mack. Well, it is a major problem with you, is it not ?

Mr. White. I don’t think tha t we have tha t many manipulations cases. As I  said earlier, ferre ting out manipulation is difficult. We 
have used some of our rules and invoking them find or uncover mani­
pulations at the same time. But I wouldn’t say it was a major prob­lem, although we are certainly aware of the possibility of manipula­tion.

Mr. Mack. Do you have information concerning the number of alleged manipulation cases pending?
Mr. W hite. That would be a very small number, because we might  

have a case filed based on two or three violations of our rules, where, after we have a hearing, we would see evidence of manipulation. We 
migh t wind up—in fact, all we could do would be to find violations of our rales. We can take those other factors into consideration in 
imposing a penalty . But the manipulation generally develops as the case which was bottomed on violation of our rules is developed.

Air. Mack. Than k you very much for your testimony, gentlemen.
Air. Claflin. Thank  you, Mr. Chairman.
Air. AIack. The committee will stand adjourned until 10 o’clock to­morrow morning.
(Whereupon, at 3 p.m., the subcommittee recessed to reconvene at 10 a.m., Thursday, June 29,1961.)
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H ou se  of  R epresen ta tiv es ,
S u b c o m m it tee  on  C om m er ce a nd  F in a n c e  

of t h e  C o m m it t e e  on  I nterst ate  and  F orei gn  C o m m erce ,
Washington, D.G.

Th e subcommitt ee met  at  10 a.m., pu rsua nt  to recess, in room 1334, 
Hou se Office Bu ild ing , Hon. Pe te r F.  Alack (ch airm an  of  the  sub ­
commit tee)  pre sid ing .

Air. AIa c k . The subcomm ittee  will  be in ord er.
Th is mo rni ng  the  Sub com mit tee  on Commerce  and Fin ance  of the  

In te rs ta te  and Fo re ign Commerce  Com mit tee  is conti nu ing  heari ngs 
on H ouse J oin t R eso luti on 438.

AVe have the  pr esi dent of  the New Yo rk Sto ck Excha nge, Air. K ei th  
Fu ns ton,  as our  firs t witness.

Air. Funs ton, we will  be pleased to have  yo ur  sta tem ent th is 
mo rning.

STATEM ENT OF KEI TH  FUNSTON, PR ESIDEN T, NE W YORK STOCK
EXCHAN GE, ACCOMPANIED BY FLOYD BRANDOW, OF MILBANK,
TWEED , HOPE & HAD LEY, NE W YORK, N.Y.

Air. F u n s t o n . Th an k you, Air. Ch air ma n. Aly name is Ke ith  
Fu ns ton . I  am accomp anie d by Floy d Brandow,  of the  f irm of  Alil- 
bank, Tweed, Hope & Hadley , of New York.

We  have appeare d before  this  subcomm ittee  on num erou s occasions 
in the  past,  an d th roug ho ut  th is asso cia tion  we have been mos t ap ­
prec iat ive  of  yo ur  continu ing  concern  wi th  the he alt h of the securi ­
ties i nd us try  an d the w ell-bein g of  the invest ing  publ ic.

A t the out set , let me emp has ize th at  if  it is the decision of  thi s 
com mit tee an d the Congres s to ap pro ve  R eso lut ion  438, the exch ange  
wil l cooperate in  every w ay possible.

Resolutio n 438 call s fo r an inv est iga tio n and stu dy  of  the  ex ist ­
ing  rules of  the na tio na l securi ties  exchang es an d na tio na l securit ies 
associat ions , to  det erm ine  wh eth er or  no t the y are  ade quate  fo r the  
pro tec tion of  the  inv est ing  pub lic. Whil e it is no t pe rfe ctl y clear 
fro m th e tex t o f the  resolution, we un de rst an d th at  a stu dy  o f t he  p ro ­
cedures  by which prese nt rule s are enforced is also con tem pla ted .

Speakin g fo r the  New Yo rk Stock Exchange, I  believe th at ou r 
rul es are  effective in those are as of  the securi ties  business in which 
we have jur isd ict ion . I also believe these rul es are supp or ted by an 
enforcement  prog ram th at  is both str on g and vig orously pursued.  
I f  we believed otherwise,  we wou ld move immedia tely to amend  our 
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rules and procedures because the exchange recognizes full well th at 
its health and success are dependent on fully and faith fully  serving 
the investing public.

All of our rules, of course, have been filed with the Securities and 
Exchange Commission, and under  section 19(b) of the 1934 act, 
the Commission is given the righ t to alter  or supplement those rules 
insofar as necessary or appropriate for the protection of investors. 
We believe th at the Commission has been vigilant  in exercising the 
supervision over our exchange which is contemplated by the statute, 
and we have had no reason to believe the Commission thinks that any 
change in our rules is either necessary or appropriate  to protect the 
investing public.

On virtua lly a daily basis we have kept the Commission fully in­
formed concerning our enforcement techniques and procedures. Again 
in this area we are unaware of any indication that  the Commission 
thinks our enforcement program wanting or ineffective.

The exchange has some 219 staff members whose primary duty is 
to enforce our rules and we feel confident tha t we are doing a v igilan t 
and effective job. Of course, despite our constant efforts, breaches 
of our rules do occur, at times unintentiona lly. Whenever we do 
uncover a violation, prompt and appropria te disciplinary action is 
taken by the exchange and is immediately reported to the Securities 
and Exchange Commission.

The registered representatives employed by member firms to serve 
the public are screened, trained, tested, made aware of our rules and 
held accountable for  their  actions. All of the exchange community’s 
28,000 registered  representatives are full-time employees. They must 
be individually approved by the exchange.

Agains t this background of vigilant self-policing and continuous 
liaison with the Securities and Exchange Commission, we do not be­
lieve any special investigation into the rules and enforcement proce­
dures of the New York Stock Exchange is necessary or would prove 
productive.

I am in no position to comment author itative ly on the rules or 
enforcement techniques of other exchanges or nationa l securities 
associations. At present, several investigations are being conducted 
by the Securities and Exchange Commission—including studies of the 
rules and enforcement procedures of the American Stock Exchange, 
the distribu tion of so-called hot issues in the over-the-counter market, 
and problems relating to mutual funds and investment advisers.

These studies, which are now underway, indicate th at several prob­
lem areas in the securities industry are already identified. The first 
order of business should be to deal with them.

However, the Securities and Exchange Commission is limited in 
personnel and in funds to press the necessary inquiries and to suggest 
any appropriate solutions. We believe, therefore, tha t the funds 
called for in this resolution should be given to th e Securities and E x­
change Commission to enable it  to conclude current studies.

We think i t would be unwise, however, to direct the Securities and 
Exchange Commission to undertake broad new studies if these will 
divert  its energy from the  inquiries presently underway. It  seems to 
us that it is more important to reach conclusions regarding presently 
known problems than i t is to delay those conclusions in the search for 
new problems.
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However, if  the Securities and Exchange Commission believes the  

curren t resolution can best meet its needs, the New York Stock Ex ­
change would certainly accept the Commission’s judgment.

Apart  from this resolution, there are several legislative steps which 
could now be taken to provide investors with additional safeguards. 
These steps also are well known and require little fur the r study or 
investigation.

We suggest tha t the Commission’s own legislative program, as 
passed with certain modifications by the  Senate in the 86th Congress, 
but which was not enacted, be pursued as vigorously as possible. This 
program, calling, among other things, for an extension of certain 
provisions of the Securities Exchange Act of 1934 to cover all regis­
tered brokers and dealers ra ther  tha n only members of national  secu- 

w rities exchanges and those transact ing business through such members,
offers one excellent opportunity for provid ing additional and needed 
safeguards  for the Nation’s investors.

Legislation should also be enacted requiring all publicly owned 
corporations, whether or not listed on a national  securities exchange, 
to meet the disclosure requirement of the 1934 act. Proposals  to meet 
this problem, at least partia lly, have been before the Congress. I refer 
to Senate bills S. 2054 of the 84th Congress and S. 1168 of the 86th 
Congress. A bill along these lines needs to be reactivated and 
supported.

Final ly, legislation should be enacted which will t rea t without dis­
crimination all those who extend or mainta in credit for the purchase 
or carrying of securities.

These legislative proposals, it seems to us, offer the most immediate 
opportuni ties for fur ther strengthening  the safeguards provided in­
vestors. They could be enacted while the Securities and Exchange 
Commission is completing its studies and reach appropriate conclu­
sions on the several problems which it is currently pursuing.

Thank you, sir.
Mr. Mack. Does th at conclude your statement this morning?
Mr. F unston. Yes, sir.
Mr. M\ck. I note tha t you have made several legislative recom­

mendations this morning. Have you previously submitted them to
• the Congress, or is th is the first occasion?

Mr. Funston. No, sir; the programs tha t I am suggesting here, 
have been submitted in one form or another over the years, to the Con­
gress by us or have been the  subject of  extended hearings at one time

* or another.
Mr. Mack. On page 3 of your statement you refer to the Commis­

sion’s own legislative program.
Mr. Funston. Yes, sir.
Mr. Mack. I am not aware of the fact  t ha t the Commission has a 

legislative program for this year. If  they do have, it has not been 
submitted to the Congress.

Mr. F unston. I think you are right , Mr. Mack. Wh at I meant 
there when I  said the  Commission’s legislative program, was to refer  
to the  legislative program tha t was b rought before the last Congress, 
and hearings about which were held both here and in the Senate. 
Then this legislative bill died and was never acted upon.
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Mr. Mack. To keep the record straight, it was acted upon in the 
Senate at a very late hour in the session, as I recall.

Mr. F unston. That is right.
Mr. Mack. One of the reasons tha t it was not acted on earlie r was 

the fact tha t the Commission was working with the exchanges, your 
representatives and representatives of the National Association of 
Securities Dealers, representatives of industry, to solve certain prob­
lems existing in the legislation. Is th at correct ?

Mr. F unston. Yes, sir. There were about 85 proposals, as I recall, 
tha t were made, and there were three in particular tha t gave us t rou­
ble. After discussions wi th the Securities Subcommittee of the Sen­
ate Banking  and Currency Committee the Senate made amendments 
in the bill which I believe were acceptable to the SEC and which 
corrected the deficiencies th at we felt had existed prior  thereto.

Mr. Mack. This committee held hearings  on March 24, Apri l 23, 
June 3, July 8, 9, 14, 15, and Augus t 4, 1959, and as late  as May or 
June of 1960 there was still some discussion concerning resolving 
problems with the industry concerning the legislation before the 
Congress.

I believe at the time your representat ive appeared before the Con­
gress they indicated th at they would be opposed to some phases of the 
legislation unless it was amended.

Mr. Funston. Tha t is correct.
Mr. Mack. I just wanted the record to clearly  reflect the situation  

existing at the  time.
Mr. Funston. Our only point, sir, was th at we believed there was 

a g reat deal of merit in tha t legislative program which could be con­
sidered fo r the benefit of the investing public a t the present time.

Mr. Mack. Of course, this committee has a legitimate legislative 
interest in this matter, and that  is one of the  reasons for the hearings 
today, to hold hearings on this proposal, this legislative proposal, 
which is in the form of an inquiry, a study. We plan to utilize the 
study in a legislative manner.

In addition to that , I think  the  chairman of this committee has in­
dicated tha t we would have a continuing interest in the securities 
field generally for the next year or 18 months, which indicates tha t 
we might hold additional hearings  on legislative proposals a t a later 
date.

I noticed on page 3 of your statement you say :
We thin k it  would be unwise, however, to direct  the Securities  and Exchange 

Commission to und erta ke broad  new stud ies if these  will divert its energy from 
the  inquir ies presently  underway.

Do you conclude from the resolution th at it would have that  effect 
if adopted ?

Mr. Funston. No, sir. I am really in no position to  evaluate tha t. 
I  t hink  t hat  is a question that only the SEC can evaluate. Over the 
past few years there has been considerable concern on the ir p art  that 
they are lacking the funds and the personnel to keep up with things. 
We do know tha t they have certain studies underway now which 
we think are important to conclude.

I think  the evaluation would have to be lef t mainly with them as to 
whether they could undertake a new survey which would not inter­
fere with some of the things  they are working on now. As I  under-
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stand from what the chairman said the other day, they are intending 
to pursue with all vigor the studies th at they have underway, and if 
they can undertake some more, I  think th at is all to the good.

Mr. Mack. I wanted to he certain tha t I  understood your statement. 
I could not see any reason why the passage of this resolution would 
interfere with any studies in any way.

Mr. Funston. It  all depends, of  course, on what is the intent  of 
the resolution and the areas tha t you want them to go into. As I 
gather,  again from reading the newspapers, the areas that  you would 
want them to go into particularly , and tha t the chairman feels are 
most essential, they are working on at the present time.

Mr. Mack. Mr. Funston, I would like to inquire concerning pro­
nouncements t hat  you made recently in the form of warnings to the 
general investing public. I believe you made two statements within 
a 6-week perio d.

Mr. F unston. Tha t is correct.
Mr. Mack. One was on Apri l 5 and the other was on May 16. You 

expressed your concern over unwise speculation, et cetera. I think  as 
tha t time you suggested tha t brokers discourage orders for certain 
stocks.

Mr. F unston. No, sir, I did not make tha t suggestion. The nearest 
I  came to saying tha t was in the second statement, on May 16, a t the 
very end of it. I said the public w’ill understand, therefore, tha t if 
brokers do discourage them from making acquisitions which they are 
bent upon making, and they are discouraged, the public should realize 
tha t it is for thei r own good tha t the brokers are making tha t sug­
gestion.

Mr. Mack. Did you refer to the “hot issues” in tha t statement?
Mr. Funston. Yes, in the second one I did.; yes.
Mr. Mack. I presume you feel an obligation to make these an­

nouncements from time to time ?
Mr. Funston. Absolutely. Whenever we believe, as a matter of 

proper education of the public, tha t such statements  are required, we 
feel it is our duty to make them. I made two this year for reasons 
which I do not want to bore you with the details on, but I  will go 
into them if you wish.

But  the statements tha t I  made this year, and the program tha t wTe 
undertook was not nearly as st rong as the statements tha t we made 
in the sp ring of 1959, when we thought the speculative situation, un­
sound speculative s ituation, was considerably worse tha n it was this  
spring, nor were the statements as strong as the ones tha t I made 
in the spring of 1955 or in the fall of 1954, or the spring of 1952.

Mr. Mack. You also made an announcement in the spring  of 1957, 
I  believe.

Mr. F unston. I forget  for the moment what tha t one was about. 
I am not famil iar with that one.

Mr. Mack. I will accept your word for the statements tha t you 
made.

Now I  would like to ask if you did this on your own or if you met 
with your board of governors to make a decision.

Mr. F unston. The first one, the one in A pril,  I went to  the board 
and said that  I was thinking of making such a statement. Let ’s see, 
I met with the advisory committee and they agreed th at it was neces-



100 SE CU RITIE S MA RKETS INV EST IGA TIO N

sary and timely. The second one, I just did it. I did not talk to any­
body. Time is terrib ly important in these th ings;  in other words, it 
just has to be done.

1 just felt tha t those were the days to do it and 2 or 3 days later 
might  be too late. So usually when these things come up we act on 
them pretty fast. Of course, you prepare for them well in advance in 
all different cases. In  other words, we study the s ituation very care­
fully and document a situation before we go ahead.

Mr. Mack. Are you p lanning to make another one this week?
Mr. Funston. No, I think  the situation  is quite changed now. The 

whole situa tion is much different now than it was in April  and May.
Mr. Mack. Then you do not think it is necessary to make another 

statement?
Mr. Funston. No, I do not.
Mr. Mack. Do you feel tha t your statements do influence the 

market ?
Mr. F unston. Well, there is some debate about that.  Some peo­

ple think  it does and some people do not. I think  i t is pret ty hard  to  
prove.

Mr. Mack. You have had so much experience in this field over a 
long period of time, I thought you m ight be able to answer.

Mr. F unston. My personal opinion is t ha t it does or otherwise I 
would not make the statement.

Mr. Mack. I thought tha t would be the case. You would conserve 
your energy by not making a statement. I have noticed t hat  some of 
the newspapers have given you credit for the drop in the stock. I 
have an article here tha t says, “Drop Laid to Funston Warn ing.” 
The prices and volumes dropped on the market this year. So it  was 
pret ty effective.

Mr. F unston. I don't know. Some newspapers say that and some 
do not. I know I got two letters from stockholders, one after each of 
those statements, saying why didn’t I keep my big mouth shut, tha t 
everything was going all right until I made the statement, and then 
the ir stocks went down.

I think, though, it is a debatable po int on balance, just how much 
effect it does have. Some people have attributed tha t it had a con­
siderable effect; others have said t ha t it was negligible. So I  do not 
know.

Mr. Mack. You do not think it is necessary to send a letter out in 
advance of the time tha t you make a statement, then, saying that  you 
are going to make such a statement on such-and-such a date?

Mr. F unston. Well, tha t would be quite in violation of the ex­
change’s policy tha t you should not give out any inside information, 
tha t there ought to be timely disclosure. Whenever we make a state­
ment, we think it ought to be made to everybody.

Mr. Mack. Tha t is exactly the point I am making. You have met 
with  your board of governors and you have all agreed t hat  the presi­
dent of the  New York Stock Exchange will make this pronouncement, 
and all of the insiders know that  you are going to make the pronounce­
ment and no one on the outside has th at information.

Mr. F unston. Are you tryin g to imply tha t any discussions that we 
have with the board of governors in the  exchange represent dissemina­
tion of information to insiders ?
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Mr. Mack. No, I  am not. I am saying tha t when you arbi trar ily,  
or a group of you, decide to make this announcement, the people who 
you consult with and confer  with have the information, and the  people 
who are purchasing stock do not have the information.

I certainly am not accusing you of doing this intentiona lly, to rig 
or manipulate the market. I just want your honest opinion today 
as to what effect this does have.

Mr. F unston. I am a little surprised tha t you would impute tha t 
discussions tha t go on within the board of governors of the stock 
exchange in any way represent inside information. The board of 
governors of the exchange deals with many matters of a disciplinary  
nature, and of the greatest confidence. We do not regard that as 
inside information at all.

When I  talked to the board on the first instance, it was just to ta lk 
to them. Nobody saw the release I was going to issue. I jus t wanted 
to check my own judgment as to whether or not, in the opinion of 
these men who have pract ical dealings all the time, they thought the 
situation  was such that  it would war rant  some sort of a warning, and 
they said they thought it would.

Mr. Mack. Let’s just consider the statement itself.
What is the reason for the timing of your warning? In  other 

words, is there some certain reason tha t you make it  at  one particular  
time ?

Mr. Funston. Yes. Just take the situation  tha t existed in April, 
when the first statement was made. I think it was the latt er pa rt of 
Jan uary that there began to be a tremendous amount of activity  in 
the market. Between then and early in April , the activity kept 
mounting in terms of the volume on the exchange, particularly the 
volume on some of the other exchanges, and in the over-the-counter 
market.

There was evidence, also, tha t an advisory service would come out 
with some information on a recommended stock, and then immediately 
the public would rush righ t in to buy tha t par ticu lar stock, to the 
point  where on certain occasions it was difficult to handle the stock on 
the floor of the exchange and provide an orderly market. There was 
considerable indication that  the  amount of purchases tha t were being 
made in low-priced shares was increasing very rapidly.

The member firms with whom we check regularly  on a weekly basis 
were reporting th at the number of new’ accounts being opened showed 
a great surge. There were evidences of people wanting to buy stocks 
in companies when they did not know what they made, what they 
earned, if anything. Somebody heard a tip  and a rumor and they jus t 
were wild to buy that  stock.

All of these ju st indicated a rather unheal thy situation on the part 
of a few, not of the majority. A very small minority  needed some 
cautioning.

I mentioned earlier  the reason for our feeling in 1961, tha t the 
speculative situation was not nearly as bad as i t was back in 1959. I t 
was tha t the  people who were using the market  in what I would call 
improperly, were not the—well, I call them the Aunt Janes—they were 
not the unsophisticated new investors. In  1961, they  were a pt to be 
sort of semiprofessional investors, who thought that they now knew 
enough about the securities indust ry so th at they could get in and get 
out, and make a fast buck and get away with it.
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Mr. Mack. You felt there was a responsibility as president  of the 
New York Stock Exchange to make such a statement?

Mr. F unston. Yes. I think tha t when anything helps the general

Sublic get a better perspective upon the securities markets and the 
few York Stock Exchange, it is my duty to speak out.
Mr. Mack. It  has been called to my attention  in the June  issue of 

Exchange t hat  you have an article “Who’s Who in Space,” with a lis t­
ing of all of the satellite and missile companies. It  seems to me you 
would be encouraging investments there at the same time you are mak­
ing your pronouncements warning them to be careful about the same 
thing.

Air. F unston. These are two en tirely different things. In the first 
place, the article in tha t magazine is an informational piece. In 
other words, it tells about w7ho’s who in space and so on. There is no 
sell in that document.

But  even so, tha t particular article came out, I believe, the  1st of 
June. Our cautionary statement, and I think we ought to be very 
clear about this, was not making any sort of a statement that the ma r­
ket was in an unhealthy condition. As a matter of fact, I  purposely 
said in one or both of those press releases tha t we regarded tha t the 
market  was generally sound. What we were objecting to was the 
people, the very small minority, who were using the market improp­
erly, who were unsoundly speculating. There is quite a difference 
between those two.

Air. AIack. Then whose interests were you trying to protect?
Mr. F unston. The general public interest.
Mr. AIack. The investors?
Air. F unston. Absolutely, and the would-be investors. Tha t is the 

sole purpose we had in mind. And, of course, in the long run, we 
were protecting our own interests, too, because there is no thing tha t 
could be worse not only for the general economy of the country, but 
for the exchange community itself, than to let an unsound speculative 
situation go rampant and uncorrected.

Mr. AIack. Wha t do you th ink would have ultimately happened?
Air. F unston. I don’t know. On these things, the higher they go, 

the far the r they fall, of course. The more unsound a situation be­
comes, the more unhappy becomes the reaction to tha t situation.

Mr. Mack. So you wanted to level it off to an area where it wouldn’t 
drop off too fa r ?

Air. Funston. AVe didn’t want to level anything off. We just 
wanted the people who were approaching the market improperly to 
get some sense and start using the same amount of judgment  in the 
purchase of securities as they did in the purchase of  any commodity. 
We wanted them to stop following tips and rumors. We wanted 
them to get the facts. AAre wanted them to exercise the same cautions 
in approaching the stock marke t tha t has been in all of our advertis­
ing, in all of our promotional activities, for these many years.

These things go by surges. As I  said, now the market is quite d if­
feren t than it was 2 months ago. If  we played a part in bringing 
some people to the ir senses, I  think we performed a grea t public 
service.

Mr. Mack. You indicated tha t you were concerned about the height 
of the stock.
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Mr. F unston. Th e wh at  ?
Mr. Mack. Th e h eig ht  th at  it  wou ld go to.
Mr.  F unst on. No, I  was th in ki ng  m ain ly no t of  th e mark et.
Mr . Mack. You said the high er  i t goes, the fa rt her  it  f alls .
Mr . F unst on. W ha t I  meant  there pa rt icul ar ly , sir , was  the vol ­

ume. In  othe r words, thes e gr ea t bulges  of  ac tiv ity . Now, it  is in ­
ter es tin g, I  th ink,  th at  one of  th e in teresti ng  phenom enon about the 
marke t ac tiv ity  t hi s sp rin g in co nt rast wi th some of the  p eriods i n t he 
pa st  was that t he  pr ice  movem ents,  desp ite  th is  la rge vo lume, were  no t 

3 very larg e.
A ft er  the  1st of  November, the marke t moved up  quite  ab rupt ly , 

and, say,  th roug h Ja nu ar y,  on no t very lar ge  activ ity . Th en  the ac­
tiv ity  began to  commence.  Th e in ter es tin g th in g was,  an d a ra th er  

- he alt hy  th ing,  th at  des pite the tremendous activ ity , th e price  move­
men ts w ere n ot  very larg e.

Mr.  Mack. Th en  you  were  more conc erned about the volume than  
you  were th e pr ices of th e stoc k ?

Mr.  F unston. We were  concerned ne ith er  about the volume nor 
abo ut the prices, pe r se. We were  conc erned about the very small 
minor ity  of the inv est ing  public  t hat we believed were u sin g t he  secu ­
ri tie s ma rkets  impro perly . We  wer e no t as concerned wi th the mar ­
kets on the New York Stock Ex change  as we were about the mark et 
someplace  else. In  the  firs t release, you  will  note we t alk ed  g enera lly  
about the  appro ach the public sho uld  have.  In  the second one, we 
pinpoin ted  it to new issues and to ac tiv ity  in low priced  secu ritie s, 
very few of which are  on the New Yo rk Stock Excha nge. No new 
issues , of  course , are  on ou r stock  e xchange , and very few low priced  
shares.

Mr.  Mack. Y ou s aid  you were more intere ste d in othe r securi ties  or 
othe r ar eas  than  you were  in t he  New Yo rk Stock E xchan ge.

Mr.  F unston . Tha t is correct.
Mr . Mack. Do you th ink someone else wou ld hav e been an ap pro­

pr ia te  person  to  make such  a pro nouncem ent  u nd er  th e c ircumstances?  
Ho w d id  it  hap pen  th ey designated you ?

Mr.  F unston . Well, I don’t k now;  may be it  was because I  was fo l­
low ing  it  closely  eno ugh  an d was concer ned enough , an d also, o f course, 

•- ou r members, t he  members o f the  stock exchang e, were  involve d in t his
because the y hand led  no t only  securi ties  list ed on ou r exchanges  bu t 
securi ties  that, are  tra de d on the othe r exch anges an d in the  over -the- 
coun ter  ma rket.  So we feel  th at  we hav e a res ponsibi lity  in th at  

» area, too.
Mr.  Mack. Fo llo wi ng  yo ur  most rec ent  pronou ncement, there was 

a gen era l decline  in  stocks on both exchang es, especia lly the Am erican  
Excha nge.

Mr. F unston. We ll, yes, there has been a decl ine in  rec en t weeks, 
yes.

Mr.  Mack. W he ther  you  make th is  pro nouncem ent  on yo ur  own  
motion  or  wh eth er you confe r wi th  yo ur  board  of  gov ernors , in any 
case it seems that  you a re  as sum ing  some resp onsib ilit y fo r inf luencing 
th e marke t g ene rally.

Mr. F unston. No ; I  don’t see how you  can say th at , Mr.  Mack . I t  
all  depends on what you  m ean by inf luencing the ma rket.  Th e stock 
marke t is p ublic  opinion.
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Mr. M ack. Of course, we agreed tha t it was done for the purpose 
of influencing investors originally, did  we not ?

Air. F unston. That is correct. But the stockmarket is public opin­
ion. When I  use stock market in this sense, I  am using it in the sense 
of the whole securities industry. It  is the law of supply and demand. 
Any time that  anybody makes any statement tha t has to do with in­
fluencing the public mind, it may have an effect. The fact tha t you 
are having this hearing, the fact tha t the newspapers are announcing, 
as they are, what goes on here each day, in the sense that you are ta lk­
ing to me about, also has an effect on influencing the market. But 
what these things are, I  would sav, is informing the public. It  is edu­
cating the public. Then through the law of supply and demand, the 
public makes the market. I wouldn’t call it influencing the market.

Air. AIack. The purpose of these hearings certainly is not for the 
purpose of influencing the market.

Air. Funston. But they are having exactly the. same result as any 
statements tha t I might make do in the same sense.

Air. AIack. Your statement, of course, was to caution investors.
Air. Funston. Right.
Mr. AIack. If that was successful, then it would influence the market.
Air. F unston. If  investors took my statement as saying “Well, now, 

maybe we ought not to buy stock,” that, of course, would lessen a little 
bit of the demand for the stock and there would be less purchasing. 
It  is in the  same way that  a congressional hearing  causes a reaction. 
If  somebody gets some idea out of a hearing tha t makes him decide 
“I better not buy stock” or “I better sell stock” th at has the same kind 
of an influence. I think it is a healthy thing.

Air. AIack. I am not arguing tha t this might not be necessary. 
But I have raised the question to cla rify the matter  in my own mind, 
as to whether or not the investors are being fairly treated  when, at a 
certain time, a leader in the securities field, the president of one of the 
major exchanges, makes a big pronouncement that  would have the 
effect of influencing the stock market  generally. I have wondered, 
as a matte r of fact, i f some of the investors wouldn’t complain about 
the announcement being made, whether it is the decision by yourself 
or by a group of your colleagues in the stock exchange.

Air. Funston. AVell, I think tha t our difference probably has to do 
with the term of  influencing the market. To my mind, influencing the 
market  has a rather sinister implication, and I would not at all sub­
scribe to tha t as it applied to these statements that  I made. I would 
suppose also that it would depend when I was making the statements, 
on whether it turned out that  I was right  or wrong. If  I was irrespon­
sible in making these statements and it was proved that I was off base 
when I made them, then I would think I would be charged with 
irrespons ibility and with not completely recognizing the effect that a 
statement on my part  might have. But I  don’t think the claim can be 
made in these two statements we are talking about, tha t they were 
irresponsible statements.

Air. AIack. I don’t think  anyone is infer ring that the statements 
were irresponsible. I think, as a matter of fact, most of the members 
of your indus try approved of the statements being made. But I 
raise the question of the timing. I have noted that  the market was 
always at a peak when you made these statements, and th at you do not 
make the statements when the market is a t a lower level of activity.
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Mr. Funston. I think  the reason for that , sir, is t ha t the activity 

to which we object and tha t we are concerned about usually comes 
at a time when the market is going up very fast. Tha t is one of the 
things  tha t attracts  people into the market. That is the time when 
this fringe  element is a pt to come in and aggrava te the situation, to 
thei r own longrun detriment.

In  other words, wha t the price level of the market is, is of no con­
cern in these matters. One thing  tha t the exchange is very careful 
about in everything th at we do, is to make no judgments as to value. 
The law of supply and demand, and making sure that  tha t operates 
in a free way, without  manipulation, is the responsibility tha t we are 
concerned with. The price tha t results from the law of supply and 
demand is something tha t neither we nor anyone else can have any 
influence on. Tha t is what the general public does.

Mr. Mack. Would you say it was a coincidence that  the market 
was at its peak when you made these statements ?

Mr. F unston. Well, it usually happens. If  you look back at 
periods in the past, in 1959, when we undertook a much stronger 
cautionary program than we undertook this year, and 1955, i t is just 
the nature  of the beast, tha t the market, when these situations occur, 
is at its peak. Maybe it  is not at  its peak, but a t least  it is at a higher 
level than it  was when the activity was not so pronounced.

’Mr. Mack. I was wondering if the inexperienced investor would be 
fair ly treated if these statements were successful. That is the reason 
tha t 1 asked the question, because the average investor might have 
purchased on a rising market and following your pronouncement the 
stock would drop several points and the result would be that he would 
be losing money rather than making money. Tha t was the reason that  
I raised the question this morning.

Wha t about controlling the activity by margin  requirements, Mr. 
Funston? Is tha t one of the purposes of the law, which requires 
certain margins?

Mr. F unston. Yes, sir. Under the law the  Federal Reserve Board 
has the right to  impose margin requirements on the purchase of listed 
securities, not on the purchase of unlisted securities. At the present 
time, the margin requirements are  70 percent. It  is our job to enforce 
these margin requirements among our members, and we do tha t.

Mr. Mack. Do you feel tha t the margin requirements should be 
raised, if you have unusual economic activity  or unusual speculative 
activity ?

Mr. F unston. Under the  law, the Federal Reserve is given autho r­
ity to regulate margins to prevent the excessive use of c redit for the 
purchasing or car rying  of securities. Our feeling is th at these margin 
requirements in general are higher than they need be. Our feeling 
in general is tha t they are apt to be put  up too quickly and then 
reduced too slowly. Our feeling is tha t the margin  requirements 
should be extended to embrace unlisted securities as well as listed 
securities, th at certain lenders who at the present time are completely 
without regulation and who are loaning money for the carry ing of 
securities—and I am refer ring particularly to the factors—ought 
to be brought under the margin requirements. We also believe tha t 
the Federal Reserve Board ought to, when they change the margins, 
give more publicity to the reason for the changes.
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Mr. Mack. Do you think  the margin requirements have been suc­
cessful ?

Mr. F unston. Yes. I think tha t the margins have been, in general, 
a grea t force for strengthening the securities industry. My belief 
is th at too much is expected by the public of margin requirements. In 
■other words, there is a feeling some places th at by putt ing margins 
up 10 or 20 points you can somehow control the securities markets. 
Well, you can’t do it. As long as you have credit generally so free 
and easy outside, money will flow to the markets on a cash basis rather  
than a credit basis. Indeed, tha t was another source of strength in 
the market this sp ring t ha t was not nearly as worrisome as sometimes 
in the past. The market was mainly on a cash basis. The public 
was buying, maybe improperly in a certain  segment, but they were 
doing i t for cash. They weren’t borrowing.

Mr. Mack. It  is true tha t individuals  can borrow money on securi­
ties when they are deposited in banks? Is tha t a limitation?

Mr. Funston. If  we talk about a listed security, no member of the 
stock exchange can loan on a listed security, on any security, without 
following the margin requirements. Some broker-dealers who are 
not members of the exchange can loan on unlisted stocks. The banks 
can loan anything that  they want to on unlisted securities, but they 
cannot loan money to an individual to purchase or carry listed securi­
ties unless they follow the margin requirements. Tha t is regulated hy 
regulation U.

Mr. Mack. They can take their  securities and go back to banks 
and borrow money on the securities themselves, can they not?

Mr. F unston. Tha t was tightened up, Mr. Mack, a couple of years 
ago. To avoid the margin requirements, a person borrowing money 
from a bank, even with securities as col lateral, no m atter  what  col­
lateral is used for it, has to sign a purpose statement, in which he 
say s:
We swear tha t in getting this  money we are  not going to use i t for the purchase 
or carrying of securities.

This rule can be evaded in the sense that  maybe a man will sign the 
statement and still will intend to buy some securities. But he will 
put a mortgage on his house, so he can sign the statement “I  am going 
to put  the mortgage on the house.” But  that  is a policing problem.

Mr. Mack. You don’t think tha t it needs any more active super­
vision ?

Mr. F unston. Mr. Mack, I don’t know that I am in  a position to 
say tha t it needs more active supervision. We have questioned very 
much in the past  how well that, was being enforced, but 1 think tha t is 
a primary responsibility of the Federa l Reserve and I believe they 
have looked into  it and they believe tha t it is being enforced pretty  
well.

In recent months we have had a couple of disciplinary actions on 
the exchange, which were very serious and which were aggravated 
by loans tha t were made by “factors” on a very small margin. We 
don’t th ink th at is r ight. We think factors  ought  to be brought un­
der the margin rules. We think  tha t the whole implication of the 
margin rules ought to be broadened to put all securities and all broker- 
dealers on the same basis, and all lending agents.
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Mr. Mack. How are your disciplinary actions taken agains t the 
members ?

Mr. F unston. Well, we have three different levels at which it 
occurs. In  the first place, let me say tha t the exchange has 1,600 
employees and all of these employees are responsible, of course with  
varying degrees of effectiveness because a pageboy on the floor can’t 
be too effective in this area, but they are all responsible for seeing tha t 
the rules and regulations of the exchange and the SEC  and the Fed­
eral laws are adhered to.

Mr. Mack. You mentioned a specific number on page 2 of your 
statement tha t 219 staff members------

Mr. Funston. Right. Of the 1,600, some 219 have specific respon­
sibility for seeing that our rules are adhered to. Then the way th at 
this is enforced is: (1) certain actions are taken by the staff of the 
exchange in enforcing the rules; (2) certain actions are referred to 
the advisory committee of the board; and (3) certain actions are dealt 
with by the board, itself, depending upon the severity of the in­
fraction.

Mr. Mack. Who directs the investigation?
Mr. F unston. I do. The staff of the  exchange directs it. If  I  may 

take just an example—I don’t know how much detail you want me 
to go into.

Mr. Mack. Who finally makes the decision? Would tha t be the 
board of governors ?

Mr. F unston. Yes.
Mr. Mack. It  is an appealing process ?
Mr. F unston. Yes. The residual disciplinary power resides in the 

board. They delegate certain authorities to the advisory committee. 
They also delegate cer tain authorities to me, which I , in tu rn, redele­
gate to the members of the enforcement staff of the exchange.

Mr. Mack. Then you would make recommendations fo r the disci­
plinary action which would be taken against the member?

Mr. F unston. Yes, sir.
Mr. Mack. Are they al l initiated  by you or your exchange, or does 

the Securities and Exchange Commission initiate any ?
Mr. F unston. As fa r as I know, in my 10 years there, I  don’t recall, 

and I may be wrong in this, any case where the SEC has had to come 
to us and say “Here is a situation. You better look into it.” They 
are initia ted by us and, of course, where we get the informat ion to 
initiate them depends on many different avenues. We have a very 
complete audi ting staff, investigatory staff. That is one source. The 
governors of the exchange who are policing the floor may pick up 
things. The general public is a grea t source of information for us. 
Other competitors in the business are a source of information. In 
other  words, we get leads from wherever we can.

Mr. M ack. If  I  understood you correctly, you said tha t you do not 
recall an occasion when the SEC had suggested to you to make a 
certain investigation.

Mr. Funston. Tha t is right.
Mr. Mack. Would your decision be reviewable by the Securities 

and Exchange Commission ?
Mr. F unston. Yes.
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Mr. Mack. I s it tha t a decision would be appealable to the Secu­
rities and Exchange Commission ?

Mr. Funston. I would probably say reviewable would be better.
Mr. Mack. Are all of your decisions reviewed by the Securities and 

Exchange Commission?
Mr. Funston. No. Any disciplinary action th at we take we refer 

to the SEC, the statement  of it, and sometimes they will question us 
about the action and get f urther  information. I would assume that if 
somebody wanted to complain about any one of those cases, they could 
go to the  SEC about it. The same thing  goes for any of the actions 
that  we take tha t are not reported. Well, I  don’t know about tha t.

May I ask counsel ?
I)o we repor t all kinds of disciplinary action?
Mr. Brandow. I think the Commission is ful ly informed of all dis ­

ciplinary action taken and the steps taken, but there isn’t any statu­
tory review procedure set up  as there is in the case of the NASD in 
certain areas.

Mr. Mack. Then it is not reviewable ?
Mi-. F unston. Not in the formal sense.
Mr. Mack. Then the Commission would not lie in a position to com­

pel the exchange to take disciplinary action?
Mr. F unston. Yes, the SEC can revise anyone of our rules or reg­

ulations, and I  am sure that  under tha t power if they felt  tha t we are  
not dealing strongly in any situation they could step in and tell us 
that they wanted a change.

Mr. Mack. What is the extent of your jurisdiction in the matter 
of disciplining your members ?

Air. Funston. 11 is very broad. When the exchange was first-----
Mr. Mack. I would like to fur ther  ask if i t goes beyond the  actual 

operation of the  exchange?
Mr. Funston. Under the original constitution of the exchange, 

when i t was set up in 1792', the  purpose of the exchange was to pro­
mote just  and equitable principles of trade, and I think the other 
phase was to provide for high standards of business conduct.

When a man comes in and signs the  consitution of the exchange, a 
member, he agrees to abide by these rules, and the exchange can, by 
invoking any one of these things, exercise whatever discipline is nec­
essary to bring about compliance with these stands. So our power is 
very broad. It. is generally recognized. The members sign the con­
stitution agreeing to it when they buy a seat on the exchange, and 
the same rule applies to all of the allied members of a member of the exchange.

Mr. Mack. Then it would include other activ ity in other fields?
Mr. F unston. Yes, sir. Any member of the  New York Stock Ex­

change is responsible to the exchange for the  performance of just and 
equitable principles of trade in any line of business in which he is 
engaged.

Mr. Mack. Last year you took disciplinary action against  one of 
the members of the exchange. I think  you are to be commended on 
the action tha t you took. It  was the first time, I think, in 22 years 
tha t you have expelled a member of the exchange.

Mr. Funston. Right.
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Mr. Mack. This case would have been decided by the board of 
governors finally ?

Mr. Funston. Yes, sir. Sir, if 1 may just say one thing, this wasn’t 
the first time in 22 years that  we had expelled a member. We had 
expelled some other people in the past 22 years. It was the first time 
in 22 years tha t a member doing business with the public had gotten 
himself into such a situation  tha t had it run its normal course, he 
would have gone into bankruptcy and the public would have lost 
its money. As you say, we did step into that  situation and have 
handled it.

Mr. Mack. ITow many members have you expelled in the last 10 
years?

Mr. F unston. I would say, just a guess, and I can check and send 
it in, I think three or four, or maybe more.

Mr. Mack. What other types of disciplinary cases have you had 
before the board of governors ?

Mr. Funston. Well, the way this works is that—and if  I s tar t going 
into too much detail, 1 hope you will stop me, because I  don’t want to 
bore you with it—when a disciplinary  action-----

Mr. Mack. Without consuming too much time, 1 would like you to 
tell us about other cases which the board of governors has dealt with 
in the last year. That  is, where discip linary action was taken.

Mr. F unston. It  is hard to remember. We usually have each year 
about one or two trials  before the board, and then we have about a 
dozen cases tha t come up before the advisory committee. And then 
there are a number of matters that  are  handled by the staff. If  I can 
find a paper here, I have examples.

Mr. Mack. It  is not necessary to take the time. If  you could submit 
for our record two or three other cases which you have considered, 
that  would suffice.

Mr. F unston. Here is the type of major cases since 1936. I have 
a list of nine of them. Do you want me to give them now or send them 
in for the record later on ?

Air. Mack. I would jus t as soon have them included in the  record, 
if you don’t mind.

Mr. Funston. Fine.
Mr. Mack. Without objection, they will be placed into the record at 

this point when you submit them.
(Materia l referred  to follows:)

New York Stock E xchange

D isci pl in ar y P rocedures

i . regulat ion of exchange

Under the constitution, the board of governors is vested with all powers neces­sary for the government of the exchange, the regulation of the  business conduct 
of members and allied members, and the promotion of the welfare and objects of 
the exchange. Among it s objects is the maintenance of high standards of com­
mercial honor and the inculcation of just  and equitable principles of trade  and 
business. These broad standards and principles have been delineated through the 
adoption by the board of detailed rules and policies on practically every phase of the securities business.
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II . ME THODS OF SUPE RV ISI ONTo carr y out its responsibity to see that  membership adheres to the standards and principles which have been established, the board has institu ted various  methods of supervision; these include the financ ial questionnaire system, ex­change exam iners ’ surprise visit s to firms’ offices, surprise checks on special­ists ’ dealin gs, floor trading reports, etc. As a result of such supervision, fact s are developed from time to time indi catin g possible violations.
III . DI SC IP LI NA RY  POW ERSThe consideration of possible violations and the disciplin e of members and allied members for  violations rests solely with the board. Gene rally , the cases divide themselves into two categorie s, minor (less serious) cases and major (more serious) ones. Over the years , a pattern of procedure for hand ling each category has been established by the  board.The hand ling of minor cases has been delegated by the board to the advisory committee with authority  to impose limited penalties, while major cases are presented to the board for determination.

IV. DETERM INA TIO N OF PROCEDUREThere arises  from  time to time a case concerning which a determination must be reached whether it should be considered by the advisory committee or by the board itse lf, i.e., whether a case should be regarded as minor or major .In  each such case, the chairman,  the vice chairman and the president, actin g as an informal committee, consider the fac ts ascertained by the exchange staf f and decide whether the fac ts in the par ticu lar case warra nt a proceeding before the board. This  step insures that only those cases which appear to be of a more serious and su bstan tial nature are presented to the board itse lf.
V. TY PE S OF MI NO R CASESMinor cases (which have averag ed eight a year for the past 10 years)  have inc lud ed:A  technical and unw illfu l violation of the minimum capital requirements. Failu re to adhere to regulation T of  the Fede ral Reserve Board and ex­change maintenance m argin requirements in several instances.Isola ted instances of fai lur e to place  account  names on orders prior to executio n.An infra ction  of the rules governin g exchange member floor trading.A violation o f rules reg arding execution of orders.Fai lur e properly to perform speci alists ’ function.Unauthorize d gratuitie s to floor employees.

VI.  PROCEDURE IN  MINO R CASESThe fac ts with respect to such cases are developed by the exchange staff,  which obtains from the member or partne r concerned his explan ation for  the occurrence.A memorandum is then prepared by the sta ff and sent to the member or firm involved in order that he or the firm can point out any inaccu racies  and sub­mit any further comment or explan ation .The  memorandum and the member’s or firm’s comments are sent to the advis ory committee. At  its next  meeting the advisor y committee determines by maj orit y vote of those committee members present whether a violat ion has  occurred and, if  so, wha t penalty  should be imposed. The maximum penalty the advisory committee can impose is a censure and a fine of $250 for  each violat ion.At  a subsequent meeting, the member o r partner appears before the advisory committee and is given an opportunity  to make furt her  comment and ex­plana tion.I f  there is no new informatio n elicited  the disciplinary  action,  previously determined upon, is  then taken.I f  new inform ation is given to the advisory committee, the member or partn er is asked to retire. The  committee then determines whether to change its previous decision. I f  a determination is made that  disciplinary action should be taken, the member or partne r is recalled for that  purpose.
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A report of all such actions is made to the board of governors at  its next 
meeting. Similar information is thereafte r given to the SEC in accordance 
with an agreement so to do.

In certain cases, the advisory committee has felt publicity, without names, 
concerning a particular case would have a salutary effect. This publicity has 
taken the form of a brief description of the violation and of the penalty 
imposed. In lloor procedure cases, the notice has been posted on the exchange 
floor bulletin boa rds ; in office procedure cases, it has been disseminated as an 
educational circular.

v n .  TYPES OF MAJOR CASES
s

Major cases since 1936 (which have averaged two a year for the las t 10 
years) have included:

Member f raudulently misappropriated customers’ securities and pledged 
them as collateral for personal loans.

Member forged signature of customer on check issued by clearing firm 
to which member introduced account and deposited proceeds in member’s 
own bank account.

Allied member embezzled his firm’s funds through falsification of records.
Money loaned by member firm to an individual was used to purchase 

control of investment trusts , the portfolios of which were liquidated to 
pay off the loans.

Execution of customer’s order  designed to mark up price of stock at  close.
Repeated violations of capital requirements.
Failure to use due diligence in a large number of cases to obtain essential 

facts  concerning customers.
Violations of commission law, by rebates to customer or nonmember 

broker-dealer, or by employment of person in nominal position because of 
business obtained by him.

Violation of exchange policy prohibiting the making of any agreement 
through which gratuity fund payments would go to other  than deceased 
member’s family.

VIII. PROCEDURE IN  MAJOR CASES 

(a ) Person presenting the charges
Charges presented to the board are customarily signed by a senior staff 

member of the exchange department which administe rs the parti cula r rules 
involved. This is done only af ter the informal committee of the chairman, vice 
chairman, and president have determined tha t the alleged facts warran t such 
a proceeding and have so reported in a memorandum to the board.
(&) Presentation of charges to board

After the informal committee’s report and the charges have been read to 
the board, it determines whether to adopt a resolution setting the date of 
the hearing and directing the secretary to notify the member or allied member 
of the procedure to be followed under the constitution.

In advance of the board hearing, each governor is sent a copy of the informal 
committee’s report, the charges and any writ ten answer to them, the board 
resolution prescribing a hearing, a memorandum describing the hearing pro­
cedures applicable to the case, a business history  of the person charged or his 
firm and a rdsumd of any previous similar cases.

IX . HEARING OF CHARGES

At the prescribed meeting, the charge and any written answer of the person 
charged are  read.

The facts upon which the charge is based a re placed before the board by the 
exchange staff through documents and records and through interrogation of 
the person charged or through other witnesses.

The person charged is given opportunity to question any witnesses produced.
Governors may also question the person charged, the witnesses and the 

exchange staff.
The person charged is then given full opportunity to present his defense or 

explanation in any way he chooses, which may be through documents and 
records, witnesses, and through written or oral statements.

Again, the governors may raise any questions.
If there is no furth er evidence to be submitted or questions asked, the person 

charged and the exchange staff are asked to retire.
The Board then commences consideration of the charge.
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X. CONSIDERATION OF CHARGE

Ei ther  before any motion is made or af te r a motion is seconded, any governor 
may ask  th at  the  question be considered inform ally. Afte r such informal 
discussion, the board can  again consider t he question  formal ly.

There are ord inarily  three kinds of motions to be considered. Briefly, the 
three types of motions a re :

1. Motions as  to guilt.
The person is eith er gui lty or not guil ty.
A majori ty vote of the governors in office (17) is required.

2? Motions as  to penalty.
In  determin ing the  penal ty, consideration is given to the  degree of 

seriousness of the  offense and the  degree of culpabil ity.
The p enalties which the board can impose a re :

(a)  Censure.
(&) Censure and fine no t exceeding $5,000.
(c) Suspension.
(d) Expuls ion (obl igato ry) for fraud  (sec. 1 or 2 of art . XIV ).
(e) Expulsion for  o ther than fra ud  (secs. 3 to 9 inclusive of art . 

XIV ).
(A vote of a majori ty of the  governors then  in office (17) is required, 

except in the case of explusion  for  other tha n frau d, where  a vote of 
two-thirds of the governors then in office (22) is required.)

In any instance  in which the  board may suspend or expel, the  board 
by a majori ty vote of the governors in office (17) may in lieu thereof 
impose—

(a)  a fine not exceeding $5,000 for each violation, or 
(&) a censure, or
(c) may rem it or reduc e the  penalty  on such terms and condi­

tions as the  board shal l deem fa ir  and equitable .
The motions are  put to a vote in the order of seve rity; e.g., the most 

severe is  voted on first.
3. Motions as  to public ity.

Pub licity  with  name of person  involved is requ ired  in the  ease of 
suspension or expulsion.

If  penal ty is other t han  suspension or expulsion, the board determines  
whe ther  or not  publicity shall be given to its  decision.

In cer tain cases, the  board has  fel t publicity concerning a pa rti cu lar  
case would have a s alu tary effect. This  publici ty (in most cases without 
names) has  taken the  form of a brief description of the  violat ion and 
of the penalty imposed. In floor procedure  cases, the  notice  has  been 
posted  on the  exchange  floor bulletin boards and, in office procedure 
cases, it  has been disseminated as an  education al ci rcula r.

In  the board proceedings, is has  been the practice over the  yea rs for the  
cha irman to preside, and the  vice cha irman and  the  pres iden t to par tici pate 
in the  discussion and to vote on the dete rmination of guilt  as wrell as the  pen alty 
to be imposed. This  is specifically provided for  by section 2 of art icle  II I of 
the  cons titut ion,  th e pert inent p ar t of which re ad s:

“No governor shall  be disqualif ied from par tici pat ing  in any meeting, action, 
or proceed ing of the  board of governors by reason of being or having been a 
member of a committee which has made  prior inquiry, examination, or inves ti­
gatio n of the subject unde r consideration. No person shall par ticipate in the 
adju dicatio n of any ma tte r in which he is personally inter ested.”

Also, “Rober t’s Rules of Order” con tains  the following provi sion:
“The members of the  committee  pre ferr ing  the charges vote the same as other 

members.”
XI . NOTIFICA TION OF TH E DECISION

Prom ptly  af te r the  board arr ive s at  its  decision, the chairman  notifies the 
person charg ed of the results of the  board’s delibe rations. The SEC is also 
notified of the board’s decisions.

Sum m ary

In its effor ts to adm inis ter just ice,  the exchange and its board have not fol­
lowed either  court-m arital or tri al  p ractices, but  have evolved procedures proven 
to be fai r, jus t, reasonable, and expedit ious, both from the viewpoin t of the  
exchange an d from t ha t of the person charged.
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Although the  staff ascerta ins  the  facts, the  hoard  itself  or its  advisory  com­

mittee considers each case individually , determines whe ther  a viola tion has  
occurred, decides the  p enal ty to be imposed, and then  adm inis ters  the discipline.

The minor (less serious) cases are  considered by the advisory committee . 
All o ther  cases are placed before  the chairman , vice cha irman, and th e president, 
actin g as an informal committee. This  committee does not determine  the  gui lt 
or innocence of the person charged; it merely decides a procedural questio n: Is  
the case of such serious na tur e that  it  should  be subm itted  to the  board  for  
decision, o r shoultl it  be refe rred to  the  advisory committee?

In  eith er proceeding, the  person  involved is furn ished in wri ting wi th ful l 
info rmation concerning the case and is given every opportunity  to presen t his 
defense or explanatio n to the  governors before a decision is reached.

Inasm uch as each case involves conduct directly  connected with  the  securi ties  
business, and the governors are  well versed  in the  business, it  app ears un­
necessary, and it probably would be confusing, to have  the person  charged per­
mi tted to be represen ted at  a hea ring  by professional counsel. Experience  
over the  years has  demonst rated  the wisdom of the  constitutional provision 
which prohibi ts the person  charged from having professional counsel presen t.

Mr. Mack. The Chair recognizes Mr. Glenn.
Mr. Glenn. Mr. Funston, are there any material differences be­

tween the rules and enforcement procedures of the New York Stock 
Exchange and the American Stock Exchange ?

Mr. F unston. Yes, sir; very great differences. Our rules generally 
are tigh ter and the enforcement is much tigh ter.

Mr. Glenn. 1 notice in your statement you say tha t the rules and 
enforcement procedures of the American Stock Exchange are being 
looked into by the Securities and Exchange Commission, but you 
don’t think  there is any necessity for doing the same thing to the 
rules and procedures of the New York Stock Exchange?

Mr. F unston. No, sir;  I do not.
Mr. Glenn. That is all I had, thank you.
Mr. Mack. Mr. Keith?
Mr. Keith. Mr. Funston, in a recent article in the Wall Street  

Jou rnal there was considerable discussion about the activities of spe­
cialists on the American Stock Exchange. It  was a rather critical 
commentary, I would say. Do you have specialists tha t operate in 
essentially the same way in which they do on the American Stock 
Exchange, and is there an opportunity  fo r the type of activity  tha t w’as 
commented upon in the Wall  Stree t Journa l?

Mr. F unston. Yes, Mr. Keith, our specialists operate generally in 
the same way tha t they do in the American Exchange, except our 
special ists do not handle odd lots, which are less than 100 shares. Tha t 
is handled by another organization. The difference is tha t up until 
recently the American Stock Exchange did not have the same en­
forcing procedures that the New York Stock Exchange does. I will 
just give you some examples of that. In policing the dealings of the  
specialists, we have surprise reports in detail for each stock for a 
2-week period, four times during  the year. In other words, a t times 
unbeknownst to the  specialist we go in and call for a record of a ll of 
his dealings. We have a series of statistics  to judge the performance 
of a specialist which are jus t as detailed as the manager of a baseball 
team has for judging the performance of a ballplayer. In  contrast 
to th at, until within the past weeks when they have adopted the same 
policing rules tha t we have, the American Exchange just reported 
monthly reports  of tota l dealings only of  a specialist, not by stocks.
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The second thing  is tha t when i t comes to allocating stocks at the 
exchange, our board assigns stocks principa lly on the  basis of the past 
performance of the specialist as a dealer. In  other  words, on his rec­
ord. On the American Exchange the procedure  was more to  allocate 
stocks, on the basis of how the li sting was obtained.

Wi th respect to capital requirements, we require proof of compli­
ance of our specialist with our capital  requirements, a t least twice a 
year, and they are being audited all  the time on a surprise basis. The 
American Exchange, as far as we could make out, made no specific 
check of thi s at  all.

The enforcement staff of the exchange—we have 21 enforcement 
people whose sole job it is to  police and enforce the  specialist rules. 
In  addition to tha t, we have 31 floor officials who are following these 
matters.  We don’t know exactly what the si tuation was on the Ameri­
can, but we have the impression that the enforcement staff was very 
small. Then the final thing  is tha t with respect to market studies, 
we make continuing market studies of the performance of a ll special­
ists, covering 30-day periods in each stock that he deals. We deter­
mine the percentage of his stabilization records, the percentage varia­
tions between his bids and asks, between actual sales and  so on and 
so forth.  As far as we know, those sort of studies were not made 
at the American, but I believe it is their  intention to make them 
from now on. But we have, of course, reviewed w’hat happened over 
there very carefully to insure tha t it couldn’t happen where we are. 
Wo believe we are adequately protected and have not had to change.

The only place tha t we have really felt we had to change our 
audit ing procedure was th at we felt we ought to get an affirmative 
statement from specialists in the future as to whether they bought 
any stock off the board or not.

Mr. Keith. I am advised by counsel, who has looked into this in 
some detail, that a very substantia l portion of your business is con­
cerned with the specialists activity, some 15 percent of the total 
volume.

Mr. Funston. Yes, sir.
Mr. Keith. So it is a most significant area. The thought that  

comes to my mind concerning these surprise  inspections is: What 
do they reveal tha t causes you to continue tha t kind of auditing 
activity  ?

Mr. F unston. They reveal how good a job the specialist is doing 
in his main responsibility of making a close, continuous market  in the 
stocks in which he is dealing. For  example, the 15.8 percent figure, 
or whatever it is of specialist dealings, is an average figure. In the 
case of an individual stock the percentage varies. In  so-called bread 
and but ter stocks, like General Motors, Stan dard  Oil of New Jersey, 
the big stocks, where the public activity is such tha t there is enough 
buying and selling so t hat  the specialist does not have to partic ipate  
very much in those dealings, the specialist maybe deals in 5 percent 
of the transactions. On the other end of  the scale are the least well 
known stocks, where the public is not so active in tiie market, where 
the specialist may have to deal in 30 or 40 percent of the dealings. 
One of the studies made is to see if he is part icipa ting in the market 
as much as he should to keep a close, orderly, active market. An­
other study is the percentage of stabilization. A specialist hi making
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a market in the stock is supposed to have a great preponderance, and the rule of thumb is about 80 percent, of his trades  to be so-called stabilizing trades. In  other words, buying when the market  is going down, selling when the market is going up, a stabilizing factor.

Another criterion tha t is looked a t is the amount of stock th at he goes to bed with at night,  as it  were. In other words, they are sup­posed to make a market in the stock and buy when the demand is weak and sell when the demand is strong. They are e ither long in the market or short in the market. Tha t is all checked up to make sure he is doing his job.
Then another percentage th at is looked at is the spread between his 

bid and asked prices. Say it is a $40 stock. Unless 95 percent of all of his bids and asks are within a hal f point he is not regarded as doing a good job. It  is the same way on the price  variations from the 
last sale. Unless a very high percentage represents a very small varia­tion from the last sale, he is not doing a good job. Last year, 88 p er­cent of all the transactions  on the  stock exchange occurred at either the same price as the last sale or a qua rter of a poin t variation. One of the reasons that  happens is that the specialists are checked on so closely to see that  they make tha t kind of market.

Mr. K eith. Did I understand you to say tha t his job was to buy when the market was going down and to sell when it  was going up ?
Mr. Funston. No, tha t isn’t his job. His job is to make a market in the stock. I don’t know whether this will help clarify the thing,  but before I  went to the stock exchange, I always wondered why it was that  someone was always willing to do just the opposite of what 

I wanted to do in buying stock at a price which was very close to the last sale. In other words, I thought “Well, here I want to buy. 
Therefore, who is willing to sell at a price close to the last one?”

The reason why t hat  happens is the specialist. The specialist is on the floor of the exchange from 10 in the morning until  3:30 in the 
afternoon at his post, and all dealings in the stock in which he is the specialist have to take place on the floor rig ht in front of him. The buyers and the  sellers meet there and the auction market  takes place. Sometimes there will not be a member representing the public who wanted to buy or sell at a price near the last sale. Say on a $40 stock some member of the public is willing to pay $38 for it and 
some person is willing to sell it for $40. Well, tha t is a two point 
spread. Tha t is much too big a spread. The specialist is supposed to keep in between $38 and $40 a market which varies no more than hal f a point. So, say between 38% and 39%. And he has to be will­ing to either buy or sell the opposite of what the public wants to do within that range.

Mr. Keith. Would the public interest  be served if a specialist handl ing public orders was not permit ted to buy or sell for his own account ?
Mr. Funston. I think  tha t would be one of the—wait a minute. 

What you are saying is do you think tha t a specia list who is buying 
and selling—what you mean is a specialis t who is buying and selling for his own account, should he be permit ted to act as an agent. Is tha t the question ?

Mr. Keith. The question has been prepared for me by counsel, but I think  it is intended to mean tha t he, himself, can get in on this  arrangement.
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Mr. Funston. You see, sir, the way the  question was phrased did 
not make clear that the essence of being a specialist is dealing for his 
own account. Tha t is being the specialist. So tha t a man who is 
acting as an agent for others cannot be a specialist. I think  I  ge t the 
question. The question is, Should a specialist who is dealing in his 
own account be permitted to act as an agent buying and selling for 
other people ? Is th at the question ?

Mr. Keith. Yes.
Mr. F unston. Well, I would say tha t if you want to ruin the auction 

market, and if  you want to hurt  the public more than  most anything  
else I can think of, you would separate these two functions because 
the fact tha t the specialist, who is a dealer, can also act as an agent, 
is one of the thin gs tha t gives him the  incentive to make a good mar­
ket. He knows that if he can make a  good, close market as a dealer, 
then tha t will encourage transactions in tha t stock, which transac­
tions will ease the burden on him as a dealer, and in certa in instances, 
acting as a broker’s broker, he may be able to pa rticipate as an agent. 
The  only time tha t a dealer can par ticipate as an agent is when he is 
acting for another broker who is willing to give up  part  of his com­
mission so th at he will not have to s tand around a t that post and wait 
until  the price changes are such tha t it will fall to the point  where 
some customer of his is w illing to buy it or will rise to some point 
where some customer of his is willing it  sell it. Tha t is a long-winded 
answer, but I can expatiate all the more, if you want.

Mr. Keith. I am advised by counsel tha t it is a good one.
Air. F unston. I  am grateful.
Mr. D ingell. Mr. Curtin?
Mr. Curtin. Mr. Funston, you mentioned forms of disciplinary ac­

tion. Wh at other forms of disciplinary action do you have in addi­
tion to expulsion ?

Mr. F unston. Yes, sir. Expulsion is the worst. Suspension is the 
next. A fine is the next, and a censure is the next. These are all 
actions that are taken by the board. Then there are actions taken by 
the staff which may involve a warning, and then there are actions 
also tha t are  taken by the staff where the board gives me the authority 
to suspend registered representatives.

In  other words to fire them. They are registered representatives 
of member firms. And also the same thing w ith employees of mem­
ber firms. We can’t be arbitrary, of course, we have to have good 
reason.

Mr. Curtin. Have you had certain members th at you have had to 
take disciplinary action agains t frequently and then finally expel?

Mr. F unston. I think  there are certain  members that  our organiza­
tion watches more closely than others, because of pa st problems. But 
I  think tha t the numbers we expel, sir, are really very few. You 
have to be there to get an idea of the iron discipline tha t the exchange 
endeavors to carry out, and I  believe does.

Every public governor tha t we have, at the first tria l tha t he sits 
through, or the first disciplinary action, is aghast at the tightness and 
the pervasiveness of our disciplinary action.

Mr. Curtin. How many members are there in your exchange?
Mr. F unston. 1,366 members, and there  are associated with them as 

par tners who are subject to all of the same jurisd iction as members, 
about 4,000 more allied members.
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Mr. Curtin . W ha t is the  ave rag e numb er of  tr ia ls  you have  in  a 
year?

Mr. F unston . We hav e one or two tr ia ls  a  ye ar  t hat go to th e fu ll 
bo ar d; about a dozen th at  ar e h andle d b y t he  adviso ry comm ittee; and 
then  m any  o ther  a ctio ns th at  are  t aken  by the staff . We  have a com­
ple te pro ced ure  here . I  hav e all the de tai ls here, th e type s of  cases 
and how it  w orks out. Mr . Mack asked th at  we submi t fo r the record  
the st ate me nt o f ou r di sc iplin ary pr ocedures.

Mr.  Curtin . That  is all,  Mr. Ch airma n.
Mr.  D ingell. Mr.  Fu ns ton,  I  was no t able to  he ar  yo ur  sta tem ent 

rea d, bu t I  have gone  over  i t very caref ull y. I  w as wo ndering  i f you 
would  w an t to elaborate fo r the committ ee on wh eth er or  n ot  you feel 
th at  t he  pro vis ion s of  the resolu tion now un de r con sidera tion by th is  
committ ee are nec essarily in th e pu bli c in terest .

Mr.  F unston . Tha t th e w ha t—th e provisions ?
Mr.  D inge ll. As to  wh eth er or  no t we need  th e leg islation  now 

pend ing before  the  comm ittee.  You  nev er clearly sta ted in yo ur  p re ­
pa red sta tem ent w hethe r you fav ore d J o in t Res olu tion  438 o r w he the r 
you  do no t favo r it. You  ind ica ted  th a t if  it  was  the  fee ling of the  
SE C th at  it  w as neccessary, you would  end orse  th at  pos ition. Ho w­
ever , yo u nev er cle arly sta ted  wh at  y ou r own views were , e ith er  as an 
officer of  the  exchang e or  an ind ivi dual.

Mr. F unston . I  do no t believe I  wou ld care to go bey ond  wha t I  
said here.  We  th in k t he  im po rta nt  th in g is to  ha nd le  the know n pr ob ­
lems in the i nd us try th at  are cu rre nt ly  being inv est iga ted  by  th e SE C,  
and the  leg isla tive  prog ram which has been con sidered by the Con ­
gre ss befo re.

That  is of  pr im ar y imp ortanc e. We  th in k th a t th at  is more im ­
po rtan t th an  ha ving  an inv est iga tion to find new problems, un til  
we ge t the presen t problems solved. I t  may  be, and as I un de rst an d 
fro m w ha t I  r ead in the pa pe rs  th at  it  i s the  in tent  o f th is  comm ittee , 
in  the  way th at  the hea rin gs  are g oing, t hat  some o f the  areas pr ese ntl y 
be ing  invest iga ted  are  the  ones th at  you  may  conclude are  im po rta nt  
an d sho uld  be pres sed. I f  the SE C can  get the top  ta lent  and the  
fund s and the person nel  to  c ar ry  on an inv est iga tion bey ond  p ur su ing 
ass iduous ly the mat ters  that, are  befo re the m now, t hen we th in k th at  
the resolu tion wou ld be a good idea.  But  we are no t in a posit ion  to 
mak e th at  ev aluation. Th e SE C is the one th at wou ld hav e to  do the  
work. I f  they  conclude th at  the y can  and it  is des irab le, then we 
wou ld be f or  it.

Mr. D ingell. I  note the  exchange h as a r ule 318 reading  in  p a r t :
Without prior approval  of the exchange, no indiv idua l member and no member 

or allied  member in a member organiza tion shall become (1) a pa rtn er  in any 
nonmember business o rganization ; (2) an officer or employee of any nonmember 
business corporation , firm, or asso ciat ion; (3) an employee of any firm or indi­
vidual engaged in business of securit ies ; (4) associated with any outs ide secur i­
ties, financial, or kindred business.

Would y ou tel l the  commit tee the r eason fo r thi s rule ?
Mr. F unston. Yes. We  insis t th at  members o f th e exchange  and all  

of  th ei r employees be full -time employees who  ar e devo ting thems elve s 
to  the securi ties  business  and no t ge tti ng  in to  any othe r areas.

Mr.  D ingell . Would th is  be as broad as th e membership  of  firms 
wh ich  hap pen to be m embers o f the  exc han ge ?

Mr . F unston. I  do no t fol low  you, s ir.
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Mr. D ingell. Wou ld th is  rule apply  t o personnel  who  h appen to  be 
members of  t he  ex change  ?

Mr. F unston. Yes, it  does. I t  inc ludes a ll p ar tn er s of th e f irm, t hat  
is righ t, and we go even fu rthe r.  Mem ber firms  of  th e e xchange  have  
to ge t the ap prov al  of  the  exc han ge fo r the kin ds of businesses  th at  
they  go into .

Th e reason  fo r th is  rul e also is to  make sure th at  m ember firms of 
th e s tock  ex change  stic k to  the securi ties  business or  some closely al lied  
line.

Mr.  D inge ll. I  notice the exchan ge has a rule No. 21 w hich relate s 
to  disqua lificat ion  of the  memb er fro m the board  o f governor s or any 
com mit tee  autho riz ed  by the  bo ard wi th resp ect  to vo tin g on the ad ­
mis sion  of securi ties  to lis t or  to dealings u pon the exchange.

Would you wa nt  to give the com mit tee the  reason fo r th is rule?
Mr . F unston. Tha t is to preven t a confl ict of intere st. If , fo r ex­

ample , we are vo tin g to l ist  a new se curity  an d this  securi ty has recen tly 
been th ro ug h an unde rw rit ing , we do no t th in k th at  the  gover nor 
ou gh t to vote on t hat  because he migh t h ave  a special  inte res t in wa nt­
ing th at  securi ty listed because it  wou ld help his un de rw rit ing deal.

Mr . D ingell. Mr. Fu ns ton , wi th  rega rd  to the  req uir ement th at  a 
sec ur ity  be re gis tered unde r the ac t of  1934 befor e it m ay be l isted, wha t 
othe r req uirements do you  impose before  ad mitt ing a sec uri ty to the

Mr. F unston. We  have a numb er of  nume rical requirements, the  
purpose of which are  to mak e sure th at  a sec uri ty is lar ge  enough so 
th at we co uld make a good marke t i n t hat  stock. For  example, a  com­
pa ny  has to have at  least 1,500 rou nd  lot  s tockholders , it  has  to have 
500,000 sha res  in  the hands of  the pub lic,  it  has  to hav e $1 mi llio n 
earni ngs fo r 3 years before i t is l isted, it  has to be a  seasoned company, 
a lea der in its  business, and then  has to  m ake  ag reements  w ith  us t hat  
they  will do ce rta in  th ings : sol icit  proxies, th at  all  th ei r sha res  have 
the ri ght to vote, th at  they  w ill give  q ua rte rly  rep orts,  th ey wil l re fe r 
ce rta in  matt ers  of  importance to the  stockh olders  before  the y take 
act ion . I  can go on if  you a re int ere sted.

Mr.  D ingell. I t  is my un de rst an ding  th at  y our own rules are  m ore 
st ring en t th an  those of  the  Comm iss ion ; is th at  correct ?

Mr. F unst on. Very much so.
Mr . D ingell. W ith  rega rd  to your  lis tin g requirements, ju st  wh at 

is the pos itio n of  the  exchange con cerning disc losu re of  the int ere sts  
of  manag ement  and oth ers  in contr act s an d tra nsac tio ns  wi th th ei r 
own c omp any  ?

Mr.  F unst on. Would yo u re pe at  th at ?
Mr. Dingell . W ith rega rd  to  yo ur  li st ing requirements, wh at  is the  

posit ion  of  t he  exchang e con cerning t he  disc losu re of  t he  int ere sts  of 
ma nageme nt an d oth ers  i n contr ac ts an d tra ns ac tio ns  wi th th ei r own 
com pan ies ?

Mr.  F unst on. I  do no t believe we h ave  any  specific lis tin g req uir e­
me nt fo r th at . Be fore we l is t a company, we examine them to make 
sure th at  th ere a re  no conflicts  of  in ter es t as  i t relate s t o the secu ritie s. 
For example, we will no t li st a ny  company  th at  has vo tin g tru sts . We' 
also  examine to  see if  there is any int erl ockin g conflicts, such  as a 
ma nagement ha ving  leases  as ind ivi du als  wi th the  company .

Matt ers of  t hat so rt we will  no t c ountena nce. But  we do no t have 
an y ru le th at  says  t hat  no co ntr ac ts are pe rm itted . The reas on why
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we do that , o f course, is th at we do not believe we should arrogate to 
ourselves the responsibility of the board of directors.

Mr. Dingell. Recently there  was an example of  certain disclosures 
being required by the Commission in connection with registration un­
der the Securities Act of 1933, of insider interests in the various trans­
actions with the companies, specifically with reference to Union

Are the requirements fo r such disclosure as strict on forms 10-K and 
8-K under the Exchange Act ?

Mr. F unston. I am sorry, sir. You will have to repeat tha t again. 
That is pret ty technical. 1 may have to write you about this one, but 
I  will try to answer it if you will give it to me again.

Mr. Dingell. Recently there has been an example of certain  dis­
closure being required by the Commission in connection with the regis­
trat ion under the Securities Act of 1933 of insider interests in the 
various transactions with the companies, specifically with reference to 
the Union Oil Co.

Are the requirements for disclosure as st rict on form 10-K and 8 -K 
under the Exchange Act ?

Mr. F unston. I will have to write you about tha t, Mr. Dingell. 
I  know the situat ion you are talking about. That, of course, is policed 
by the SEC, the 1933 act. Counsel may know the answer to the ques­
tion, but I  do not know.

Mr. Brandow. I could not give you a detailed comparison of the dis­
closure requirements under the 1933 act as compared with the 1934 act. 
My feeling is tha t probably the 1933 act is more comprehensive.

Mr. F unston. Do you want me to write to you about that ?
Mr. Dingell. Maybe we can go into that fur ther and decide, Mr. 

Funston.
Mr. F unston. All right.
Mr. Dingell. Do you make additional requirements under your 

rules going beyond these of the Commission relating  to this type of 
disclosure ?

Mr. Funston. Do I think  that  what ?
Mr. Dingell. Do you make, in other words does the exchange make 

additional requirements under your rules going beyond those of the 
Commission relating  to this type  of disclosure ?

Mr. F unston. As it relates to the 1934 act or the 1933 act?
Mr. Dingell. I will let you elaborate on th at if  you want.
Mr. F unston. It  is hard fo r me to answer you unless I know exactly 

wha t question you have in mind.
Mr. D ingell. This is with regard to  disclosure of insider inform a­

tion.
Mr. F unston. If  I may make a general statement on disclosure, 

the exchange was the granddaddy of disclosure. This is the th ing tha t 
we have been fighting for for years and years. We do think  th at the 
disclosure requirements should be strengthened. That has been in 
the legislative programs we have suggested in the past.

We th ink tha t the insider trad ing  ought to be. instead of filed by 
the 10th of the following month filed within 10 days of having been 
made and there ought to be some teeth pu t into the law, which there 
aren’t now.
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So we are  all fo r fu ll disc losu re, and  we are  fo r tim ely  disc losu re. 
We  have tak en steps as rec ently  as las t fa ll to str en gthe n th at  by 
advis ing  a ll lis ted  com panies th a t we expecte d them to pu t out  news 
releases, no t to hold fo r relea se, bu t fo r imm ediate  release, on an y­
th in g th at  m ight  affec t the  fu tu re  pr ice  of  a security.

As fa r as the issue you  are  ta lk in g abo ut, wh eth er we should  go 
fu rthe r in the  are a of requ iri ng  disc losure  of  con tracts , I guess  th at  
is what you  have in mind , th at  is one I  wou ld wa nt to th ink over  
pr et ty  c are fully . We  have to be very ca ref ul  t hat  we do no t pu t ou r­
selves in the posit ion  of  tryi ng  to assume the  responsi bil ity  of the  
board  of d ire cto rs o f a company.

Mr. Dingell . In  othe r words, you  do no t wa nt to subs titute  yo ur  
judg men t for  th at  of  manag ement .

Air. F unston . That  is rig ht . An d it  seems to me th at  the y have 
to be respon sib le f or  th at area.

Mr.  D inge ll. W ith rega rd  to yo ur  ru les , Nos. 318 an d 321, w ha t i s 
the posit ion  of  the exchange gen era lly  as to tra nsac tio ns  by ins ide rs, 
and  ins ide rs’ deali ng  wi th th ei r companies, where the  co rporati on ’s 
securi ties  are  lis ted  on the  exch ange? In  othe r words, wh at is your  
genera l posit ion  with  rega rd  to ins ide r tra di ng ? Should it be dis ­
cou rag ed o r encou raged ?

Mr.  F unston . We  th in k th at  th e Con gress has  a lready decided th at  
insid er tr ad in g s hou ld be repo rte d whe n it  is made, and that, if  the re 
is any evidence  o f anybody ta ki ng  a shor t-t erm  pro fit,  t hat  the  entire  
prof it is p ayable back to  the co rpo rat ion .

So we th ink wh at  the Congress ou gh t to do in th at  conn ection is 
to  t ight en  up  t he  l egi sla tion, as I  have  j us t ind ica ted , and make those 
repo rts come in  no t by the  10th  of the  fol low ing  mo nth , bu t 10 day s 
af te r,  a nd  p ut  some teet h into the bill  so th at  i f some ins ide rs do take 
shor t-t erm p rof its they have to pa y some kin d of a pe na lty  ins tea d of  
ju st  pa ying  the  pro fits  back.

Ag ain I  repe at  t hat  th is pro posal  has alr eady  been made as a legis­
lat ive suggestion by  us several times.

Air. D inge ll. AVhere the exchan ge appro ves  an officer or  one of  
yo ur  mem bers  being on the board , an d the n pe rhap s ha ving  subse ­
quent dealings wi th th at co rpo rat ion  as an ou tsider, wi th his  p osit ion  
as officer or  d ire cto r of the co rpo rat ion , wha t is  yo ur  posi tion wi th  r e­
ga rd  to  disc losu re in t hat  case ?

Air. F uns ton . We ll, of course, as I un de rst an d it, it  always  is dis ­
closed  in the regi str at ion sta tem ents. In  the prox y sta tem ents each 
ye ar  a com pan y has to disclose any kind  of dea lings th at  it  has  had 
wi th any mem bers  of  the bo ard of  directors . So I  believe th at  is 
disclo sed alr eady  unde r the p roxy  rules .

Air. Dingell . Was  th is  done in the Union  O il case to  which we hav e 
been di rect ing ou r att en tio n?

Air. F unston . I  do not know, sir.  I  hav e not seen the  prox y stat e­
ment. Tho se prox y sta tem ents, of course, are  appro ved by the  SE C,  
so I  do not know.

Mr. D inge ll. In  connection  with  the disc losu re of the act ivi ties of  
the lis ted  corpo rat ion s fo r bene fit of  stockh old ers  and the  inv est ing  
pub lic, do you req uir e th at  each  li sted compan y send to  its  stoc kho lders 
an ann ual  repo rt?
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Mr. F unston. Yes, sir. That  has to be sent out within 3 months of 
the end of the fiscal year.

Mr. D ingell. Must thi s be sent prio r to the sol icitation of  proxies?
Mr. F unston. Yes, sir. I think it  is at least 2 weeks. Maybe it is a 

month before.
Mr. Dingell. Do you require tha t all listed corporations  must 

solicit proxies?
Mr. F unston. Yes. We have required tha t a ll companies that  have 

been listed since 1955 do solicit proxies, and we have a rule t ha t says 
tha t any listed company th at is presently listed which does not agree 
to solicit proxies by the end of this year will be subjected to delisting 
from the  exchange.

Mr. D ingell. Mr. Funston, you have done a fine job. We want to 
thank you, as a member of the committee, and I am sure for the 
entire committee, for the courtesy you have given us in appearing this 
morning and the fine job you have done. I am sure the committee 
joins me in expressing to you our thanks and gratitude .

Mr. Funston. Thank you, Mr. Dingell.
Mr. Dingell. The committee will stand adjourned, subject to the 

call of the Chair.
(Whereupon, at 11:58 a.m., the subcommittee recessed to reconvene 

at the call of the Chair.)
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MON DA Y,  JU L Y  10 , 1961

H ouse of R epr esenta tives,
S ubcom mittee  on Commerce and F inan ce  

of th e Com mitte e on I nterstate and F oreign  Commerce ,
Washington, D.G.

The subcommittee met a t 10 a.m., pu rsuan t to  recess, in room 1334, House Office Building, Hon. Peter F. Alack (chairman of the sub­committee) presiding.
Air. AIack. The committee will come to order.
This morning, we are continuing our hearings on House Joint Resolution 438, and our first witness this morning is the president of the American Stock Exchange, Air. Edward T. AIcCormick.Air. AIcCormick, we are very happy  to have you here, and we would be pleased to have your testimony. It  is my understanding tha t you would like to complete your statement  before the committee asks questions, and the Chair  will be very happy  to grant tha t request.

STATEM ENT OF EDW ARD  T. McCORMICK, PRESIDEN T, AMERICAN
STOCK EX CHANGE; ACCOMPANIED BY JOSEPH F. RE ILL Y, CH AIR­
MAN, BOARD OF GOVERNORS; CHARLES J. BOOKLET, VICE
CHA IRMAN, BOARD OF GOVERNORS; AND MIC HAEL E. MOONEY,
GEN ERA L COUNSEL

Air. AIcCormick . Thank you very much, Air. Chairman.
Aly name is Edward  T. AIcCormick. I am presiden t of the Ameri­can Stock Exchange. Here with me are Joseph  F. Reilly, chairman of the exchange’s board of governors, Charles J. Booklet, vice chair­man of the board, and Alichael E. Mooney, general counsel to the exchange.
I wish to tha nk you for this opportunity  to appear before you. In view of what has been said by cer tain segments of  the press and the impression given by certain persons tha t have appeared at these hearings, I urge you to allow Air. Reilly and myself a chance to read our statements in full. We believe tha t we have something to say tha t will do much to clear the atmosphere in the area in which your committee is operat ing. We will, of course, be happy to attem pt to answer any questions you may then have.
I would appreciate it if the committee would permi t me to make a statement  concerning the American Stock Exchange and then listen to Air. Reilly who would like to discuss in some deta il the floor proce­dures and other operations of the exchange including its rules and 
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enforcement programs. In  the course of Mr. Reilly’s statement he 
will refer, among other things, to the  matte r of the Re & Re case which 
has been so widely publicized and mentioned in these hearings.

To begin with, I wish to state tha t the American Stock Exchange 
is not a second-class exchange. Our exchange is over 100 years old 
and is the second largest and the fastest growing exchange in this 
country. It  boasts among its regular and associate members every 
major investment banking house tha t is a member of the New York 
Stock Exchange. In its board of governors are represented some of 
the outstanding firms and individuals in Wall Street.

I wish to add tha t I will stack the honesty and efficiency of our 
specialists against any other specialists or over-the-counter dealers 
in the country.

As you may know, the American Stock Exchange is a voluntary , 
unincorporated association. Its  membership consists of 910 regular  
associate members who do business throug h more than 2,900 offices 
located in 49 States and the District of Columbia.

Important ly, about 88 percent of our regula r and associate member 
organizations are also members of the New York Stock Exchange.

The American Stock Exchange has been registered with the Secu­
rities  and Exchange Commission as a national securities exchange for 
more than  a quar ter of a century, a£ long as any other nationa l ex­
change. It  is subject to the provisions of the Securities Exchange Act 
of 1934 which provides tha t any member who willfully violates any 
provision of that act, or  any rule or regulation thereunder, shall be 
deemed guilty of an act inconsistent with just and equitable prin ­
ciples of trade, and our constitution fur ther provides tha t any such 
violation may be grounds for suspension or expulsion.

We have supplied the committee wi th a curren t copy of our con­
stitut ion and the rules adopted thereunder. We believe tha t our 
present rules are adequate to provide prope r protection to the public  
and they are now, and will be, effectively enforced.

As you may know, the Securities and Exchange Commission is kept 
currently apprised of the content of our constitution and rules. Sev­
eral of these rules have actually, over the past 25 years or more, 
been adopted at the Commission’s suggestion.

With  respect to our surveillance and enforcement programs, we 
have repeatedly invited the staff of the SEC to visit our offices and 
the trad ing floor to observe our operations. They have frequently 
accepted these invitations. We have at all times welcomed any sug­
gestions from the Commission or any other source that would improve 
either the rules or our procedures. There has never been any in­
stance, when afte r full discussion, any final recommendation of the 
Commission has not been adopted by us.

We are regarded by many as the exchange for small business and 
it is true tha t we accept for trad ing companies tha t do not  meet the 
size, and I emphasize the size requirements of the New York Stock 
Exchange. I have always fe lt and say now that this country and its 
Congress have never and should never determine tha t the privileges 
of an exchange market are to accrue only to the big; that only the 
stockholders of the indus trial giants should be protected by a nation­
wide ticker-tape network tha t prints  every transaction chronologically 
coast to coast within seconds of the completion of every trade on the 
trad ing floor.
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I ask, why should only this privileged group, the big, have the 
benefits of a quotation service th at provides at every single second 
of the day from 10 a.m. to 3:30 p.m. (the market’s trad ing hours ), 
a firm bid and offer for at least one u nit (100 shares) of every stock 
admitted  to trading.

Yes, we list smaller companies and this fact  has created certain 
problems in the past. However, we have attempted to meet these as 
they arose and have solicited and accepted the help and advice of 
the agency delegated to regulate the securities markets, the Securities 
and Exchange Commission.

We do have many small companies on our market  today, but  we also 
have many large ones. For  example, the owners of over 320 of the 
approximate ly 900 common stock issues traded on our floor have re­
ceived dividends—without interrupt ion—for from 10 to over 110 years.

Small companies do not always stay small. Many that have grown 
large have not stayed with us, but have transfer red to the New York 
Stock Exchange. To be specific, of the 1,526 common stock issues now 
traded  on tha t exchange 634 or 4P/2 percent got their sta rt on our 
exchange. Were we wrong to give them a home in the ir ear lier days?

Among the companies which enjoyed their  first exchange market 
with us were Armour & Co., and Swif t & Co. of the food i ndu stry ; 
practical ly all of the air lines, Aluminum Co. of America, Cities Serv­
ice, Columbia Pic tures, Eversharp, A. & P.,  Gulf Oil, Jones & Laugh­
lin, Pittsburgh Plate Glass, Quaker Oats, Singer Manufacturing and 
many others. These securities, incidentally, contributed a very large 
proport ion of all trad ing  on the New York Stock Exchange during  
1960.

Coming now to the joint resolution before the committee, I  wish to 
say, by all means let’s have the  study. Such funds as may be needed 
to do the job properly should, of course, be made available. Speak­
ing fo r the American Stock Exchange, we will cooperate in every way 
in the study.

The securities markets are an im portant and vital pa rt of our eco­
nomic system. They are essential to provide the funds necessary to 
maintain and expand our Nation’s business. Corporate  securities are 
today one of the principal forms of wealth in our country. We ap­
preciate, as you must, t ha t investor confidence in our securities mar­
kets is of maximum importance. We caution, therefore, tha t in the 
course of  any study, care be taken to bolster, not to undermine, this 
confidence.

I should like to suggest very, very seriously tha t this committee 
and i ts expert staff have an active and continuing role in establishing 
the a rea of investigation, its goals, its  methods, and its conclusions.

Before Mr. Reilly speaks I  should like to refer  to one facet of the 
Re & Re matter. Much has been headlined, again by certain mem­
bers of the press, concerning my personal contact with the  Res. Here 
are the facts.

In 1954 and early 1955, over 6 years ago, I  entered into three trans ­
actions through the Res in securities traded  over the counter—none in 
which they acted as specialists. These were all confirmed to me 
through William P. Hoffman & Co., a firm registered as a member of 
the NASD and as a broker-dealer with the SEC.

73010—61------ 9
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At a la te r date, one of  these  securities , Thompson St ar re tt,  pr e­
fer red , was listed on ou r exch ange  b ut  pr ior to such lis ting I had  di ­
vested myself of thi s securi ty at  an aggre gat e loss of  $32. My to tal  
cost  or  investm ent  in these  three transa ctions totaled app rox imate ly 
$2,500.

To pu t th at  in its prop er context , the  exchange  hap pen s to pay  
me a sal ary  of $75,000 a yea r. I have  no t owned a sing le sha re of 
stock trade d on th e Am erican Stock E xch ang e since 1957.

Mr. Chairman, if you will bea r w ith us, I  would like to yield to Mr. 
Rei lly,  who is pre pared  to give you in considerable det ail , some of 
the  fac ts in  which you would  be interested.

Mr. Mack. We would be pleased to hea r from Mr.  Reil ly at  thi s 
time.  Mr. Reil ly, of course, the hea rings are based on a resolutio n 
whi ch I introduced  a nd th at  is  the main purpose o f the  hea rings,  and 
while you are  f ree to discuss any ma tte r, we a re n ot conduc ting  an  in­
ves tigatio n as such into the  Re. case, and  I am sure  you are aware of 
th at  fact .

Mr. Reilly . Yes, Mr. Chairm an.
Mr. Chairman . 1 am Josep h F.  Rei lly, cha irman of the  board  of 

governo rs of  the  American Stock Exc han ge,  an office which  1 have 
held  since Fe brua ry  1960.

Before I became a member of the  American Stock Excha nge  I 
represented big  business. Tha t is, I am one of 19 chi ldren. Th ere ­
fore,  I cons ider myself, at  leas t, a dir ector  in the  corporatio n known 
as the  family.  An d our fam ily has not only depended  upon, but 
has upheld  our capit ali sti c system.

From  my experience since I sta rte d with the  American Stock Ex­
change as a page  boy 36 years ago I am in a position  to state, wi th­
out qualific ation, th at  our members are  tru ly  ded icated Americans. 
As good Americans, they  adhere to a str ict code of ethics . To dis ­
cover  th at  they had  a pa ir  of “B ust ers” on the  exchange  has  tur ned 
these  oth er members into FB I men who seek an invest iga tion  by the 
Securit ies  and Excha nge  Commission and  also ask, “How could the 
Res ope rate  wit hout being detected? ”

I sub mit  th at  the  firs t ind ica tion  of  nominee trad in g which  has 
been given  so much pub lic ity  du rin g the  past weeks could have been 
discovered by the  SE C in 1957. However , since the  exchange does 
not  have the  power t o subpena nonmembers, our  floor committee sent 
a tra ns cr ip t con tainin g all the  inform atio n to the  regional office of 
the  SE C fo r its scrutin y. Ou r vice cha irm an,  who was the police­
man on the beat , so to speak, du rin g th at  p erio d is h ere to answ er any 
questions  about th at  situ atio n.

At thi s time  I congratula te you, Mr. Chairman, and  the  members 
of the subcommittee fo r Reso lution 438. It s purpose is not deba table , 
bu t I respec tfu lly  sta te th at  you did  not request sufficient fun ds to 
do the  job.

Commonsense dic tate s that , based on the  gro wth of the  securities 
business d ur ing th e last 25 yea rs, all should welcome a tho rou gh s tudy 
of the  ent ire  ind ust ry unless they have  forgot ten  the  study by the 
SE C in 1936 which resu lted  in 16 rules bein g pro mu lga ted  by the 
Commission, and th at  these  rules have made it possib le fo r the  se­
cur itie s business to  exp and  bevond the expecta tions not  only  of na ­
tion al stock exchanges,  b ut  of  bro ker -de ale rs throughou t the  Nat ion.
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More im porta nt at th is moment to those  who opposed the  Commis­
sion's  ef fort in 1936, and all those  who lukewarm ly end orse d the  1961 
Reso lution 438, the  expansion in the securit ies business occu rred lie- 
cause of the  con trib utio n these 16 rules have  made in protec tin g the  
inte res ts of the  invest ing  public, pe rm itt ing them  to  buy  and  sell 
securit ies with confidence.

Connnonsense also leads to the  conclusion th at  we in the secu ritie s 
business, in reviewing the last 6 months’ act ivit ies  in the purchase 
and sale of securities, mus t agree th at  a stu dy  is des irab le af te r 25 
yea rs, due to thi s economic growth . A study mainly directe d tow ard  
the  new methods of di str ibut ing securi ties ; new opportunit ies  to ma ­
nip ula te the marke t liecause of easy cre dit  from  foreign sources 
and new and  unconven tional sources at home; whether or  n ot banks 
are delaying tra ns fers  ther eby  causing  a back log of  fa ils ; a review 
of the  int erpreta tio n of  the  laws  incorp ora ted  within the  1933 act 
pe rta in ing to the  promoters,  insu rers , officials and  directors  of com­
pan ies  sell ing con trol led stock und er inves tmen t le tte rs ; also und er 
the  1933 act rules 133 and 154. Fu rth er , as to whe ther or  not the re 
has  been a prop er  liaison  between the  home office of the  SE C and 
thei r regi ona l offices, which all of us have  depended upon fo r yea rs 
as to whether or not we were enforcin g the  rule s agre ed upon 
1936, which rule s have  been subsequently review ed cont inuously .

I know our cap ita lis tic  system cannot  stand anoth er 1929 collapso 
and  T do not antic ipa te one. I,  however, firmly believe one way of 
avo idin g any  tho ught of  t hi s cont ingency is the work  thi s comm ittee 
is doing in tryi ng  to give  the Securi ties  and  Excha nge Commission 
the  tools in the  form of man pow er to conduct a study  of  our  ex­
pand ing  indust ry.

I may be a m aver ick, b ut to do th is job I do not  believe th at  $750,000 
is adequate . The  r egist rat ion  fee imposed only upon t he exchanges by 
the  provisions  of th e S ecuritie s A ct o f 1934, and which  p resent ly states 
th at  the  exchange  shall collect 1 cent for each $500 res ult ing  from  
transa ctions made  in securitie s dealt in on the  exchanges,  could  pos­
sibl y be increased and assessed on all bro ker s and  dea lers  in over -the-  
cou nte r trades throughout the ind us try  in ord er to de fra y any ad di ­
tion al cost th at  may be req uired to complete  the s tudy .

Some may suggest t hat  t his  means a bu ild ing  up of a burea ucr atic 
agency. I rem ind them th at  ou r Congress c ont rols the Secur itie s and 
Excha nge Commission. Yo ur bill is clear evidence of th is fact.

As the Securitie s an d E xch ang e Commiss ion invest iga tes  the A meri­
can Stock Excha nge and  direct s an inq uiry into  the  en tir e secu ritie s 
business, the  seg rega tion  of  the fun ctio ns o f  a spec ialis t as broker-  
dea ler  wil l be looked into  once aga in. The  thou gh t th at  occurs to me 
is, “Will all the  technicians rich  in law understand that  th is  type of 
bro ker  is a man who needs more tha n a pad and  pe nc il! ” It  require s 
a man with resources both in money and  intel ligence. When every ­
one understands his  rea list ic ope ration it will tie discovered th at , 
based  on his  ope rat ion , the  special ist bro ker -de ale r fun ctio n is the  
delicate  machinery th at  ma intain s the  flow of  cap ita l. I f  tam pered  
with, I can guara ntee from  my experienc e in ou r business, it will 
des troy  the  liquid ity  of  the  market.  Knowledgeable  officials of  ou r 
Governm ent,  of the  investing public, and  of our ind ustry  know th at  
any system which advocates narrow spread s between bid  and offer
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prices encourages investment on both a short- and long-term basis in securities. Investment by the  investing public, based on sound mar­kets and information, not on rumors, is the backbone of our capitalis tic system.
As a result of the Res’ operations, the newspapers and magazines have turned  the public spotlight on specialists’ activities. I t is time the specialist’s opera tion was explained as to how it works on a na­tional stock exchange.
A specialist is a regular  member of the exchange. He must qualify before our committee on floor t ransactions—who are officially elected by the membership—as to  his financial ability ; as to his knowledge of rules governing the  funct ions of  a specialist; must have the facili­ties in the form of personnel; set up his own clearing firm or make an arrangement with a c learing agent, who is also a member, for the handling of all of his adminis trative work; for example, comparing trades and delivering or receiving stock resulting from his transac­tions. When he qualifies he is registered by the exchange. All stocks are assigned to him probationally and always remain the prope rty of and within the domain of the exchange. Stocks can be and are removed if he fails to maintain a fai r and orderly market. His specialist registration can also be revoked (rule 170), if he fai ls to comply with the six functions  of a specialist as laid down in 1937 by Mr. Saperstein,  a former director of the Securities and Exchange Commission’s Trading and Exchange Division. He is re­quired to make price adjustments to the public if, in the judgment of the committee on floor transactions,  he has failed to maintain proper price continuity. When he begins to operate as a specialist he is assigned to a trading post and stocks are allocated to his care. He is now surrounded by time clocks. Commission brokers handling  limited orders for the public, away f rom the market, will place same with him and he immediately assumes their agency obligations. These orders are time-stamped and filed according to stock and price se­quence. All public orders are given pr iori ty based on time of  entry. These orders become what is known as the “specialist's book” and he cannot operate for his own account in competition with the public bids and offers in his book. In fact, he must, under the rules, post his own bid and offer in advance i f he is closing up the market. Once posted, regardless of the size of the order coming into the market, he must buy the amount he was bidding for. Regardless of the trend  of the market, he must buy or sell against the trend.

Whether or not good or bad news is released from the company whose security he specializes in, he cannot back away in the absence of public bids or olfers. li e  is expected to become a buyer or seller. His function is to maintain an orderly sequence of trades with the public set ting the basic price and trend of  the security. In  the course of his regula r functions, he is subjected to many rules such as being prohibi ted at any time to divulge any informat ion as to the orders on his book (rule 173); excessive trad ing beyond his financial means (rule 3) ; a record of all orders, modifications, executions, and cancel­lations must be kept for 12 months (rule 180); he cannot change the price of a transaction (rule 185); he cannot reopen a contract once it is closed (rule 8 ); he cannot be a director or officer of a company in whose stock he specializes (rule 186); cannot solicit proxies for a
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company in whose stock he specializ es (rule 186(b )) ; cannot even 
vote his int ere st in a securi ty if  the re is a con test in the  com pan y in 
whose stock he spec ializes (ru le 186(d )) ; can not trad e ove r the  
counter, even tho ugh he is reg istere d wi th the Secur itie s and E x­
change  Commission, in the  stocks he specializ es in (ru le  187); he is 
also pro hib ite d fro m dealing  in the  stocks of othe r spe cia list s reg is­
ter ed  at  ad join ing sections of  the  trad in g pos t whe re he is spe cia lis t 
(ru le 188) ; he can not purchase  ove r the  c ounte r fo r his  per son al cus­
tom ers  outside  of  or  du rin g busin ess hou rs the  stocks in which  he 
specializes (ru le  189);  he is proh ibi ted  fro m ha vin g business dea ls 
wi th the  co mpanies  in  whose stocks he specializ es (ru le  190) ; he must 
no tif y the  chairma n of the  committ ee on floor tra nsac tio ns  of any 
unu sua l price change in the securi ty he spec ializes in (ru le 177).

He  cannot trad e over  the  cou nte r in any  equ ity  securi ties  of the  
companies in which he specia lize s; he can not acquire  or gr an t put s, 
calls , str addle s, sel ling  agre eme nts,  or  option s in the  stocks in which 
he specializes (ru le 175) ; he mu st keep a record  of  his tra des, time 
and  what type  of  tick when trad in g fo r his own acco unt,  th at  is, 
wh eth er the  sale is minus , zero min us, zero plus, or plu s fro m the  las t 
sale. He  mu st fdl ou t a speci ali st’s trad in g repo rt  known as an ST  
Re port,  a fre quen t requir ement , wi thin 12 hou rs, when requ ested by 
the  cha irm an  o f the floor comm ittee . The repo rt  m ust  show his  open ­
ing  po sition,  his purchases  a nd sales, his shor t sales, wh at type  o f t ick,  
his  net  long position,  and the  am ount of  odd  lots  he de alt  in.

He  mu st no tif y the  floor committ ee when he int rod uce s a cus tomer 
to  a no the r mem ber or  member firm. Many of thes e rules were  passed 
star ting  in 1959 to date . Ot he rs were  a p art  o f t he  16 rul es th at  were 
prom ulga ted  in 1936 by th e Commission .

I must say I  will  be ever gr at ef ul  to Mr. Ph il ip  Loom is, a dir ector  
of the  d ivis ion of t ra di ng  and  excha nges;  M r. C harle s R. M cCutcheon, 
an assis tan t di rec tor  of the  div isio n of  trad in g and exc han ges ; and 
Mr.  Rober t Hul l, a fieldman fo r the Secur itie s and  Ex change  Com­
missio n; and  to our pre sid ent, Ed ward T. McC ormick, who have 
spe nt so much tim e ex plainin g the  un de rly ing philosop hy of the 
1933 ac t and  the 1934 act.

As a res ul t of th is edu cat ion  fro m the  men th at  I  hav e mentioned, 
I  int roduced  the  fol low ing  new rules affe ctin g the opera tions  of our 
spec ialists.  Al thou gh  t he re was some o pposi tion fro m our m embers, I 
succeeded in ha ving  th ese r ule s passed by the  f loor com mit tee and  t he 
boa rd.  As a resul t of  thi s newly develo ped liaison  w ith  the  home office, 
we have , since  1959, amended rul e 175; add ed new rules 186, 187, 189, 
and 190. Our  basic  constitu tio n is a subs tan tia l dupli ca te of  th at  of 
the  New Yo rk Stock Excha nge, bu t I  assu re you th at  I  am no t being 
com pet itive, bu t try in g to be informa tiv e, when I  say th at  no oth er 
na tio na l securi ties  exchange has  adopted  all these rules. Th ey  were  
no t only add ed to pre vent anoth er  “R e” sit ua tio n, bu t have gone  be­
yon d th at  by circum scr ibing ou r spe cia lis ts’ opera tions,  pe rm itt ing 
them to function only  with in the  confines o f t he ir  book.

Also , our pre sen t rules fo r floor tra de rs , which were  wr itt en  af te r 
extensiv e discussions wi th  the  di recto r of  th e tr ad in g div isio n and  
his  sub ord ina tes  in the home office in 1959, are  more res tri cti ve  th an  
those of  any  othe r exchange . We  took ad va nta ge  of  th ei r thin king, 
and believe we have benefited.



130 SECURITIES MARKETS INVESTIGATION

The question, perhaps, on your mind, Mr. Chairman, and in the 
minds of the committee may he : “These rules are wonderful and are 
most res trictive, but, more importantly, how are they enforced?”

Since the time when I took over as chairman in February 1960, our 
surveillance system has been revamped and expanded. Tha t is, on my 
request our p resident enlarged the floor committee from 7 to 12 mem­
bers and our alternate governors from 4 to 8. An a lternate  governor 
is a regular member and, generally speaking, is one with previous ex­
perience as a member of the  committee on floor transactions. At the 
organization meeting of the floor committee each year our 20 tr ading 
posts are broken down, according to activity , into 10 sections. A gov­
ernor is assigned to each section by the chairman of the committee 
and he becomes responsible for the supervision, regulation, and en­
forcement of rules pertaining to contracts tak ing place at the tra ding  
post under his charge. He will also settle disputes ar ising out of con­
tract s and facilita te the execution of orders during  extremely active 
markets. While he does not sit on the shoulders of the specialists un­
der his supervision, he does keep in contact with their operations. He 
is assisted in this control of what is taking  place in his sections by the 
Trans-Lux machines posted on the north  and south ends of the trading 
floor which reflect all the sales that  are taking place within seconds of 
their execution.

The floor governors are elected on the basis of their  knowledge of 
rules and regulations. By watching the course of prices these experts 
can tell at a glance whether a specialist is maintaining price continu­
ity. In fact, he makes i t a po int to note any unusual activity wdiich 
takes place in sections not under his immediate control and makes it 
his business to ascertain from the chairman of the committee what is 
taking  place so that  the committee may be abreast of the  activity of 
members at every post on the floor.

Backing up this enforcement is the reporting division to which we 
have added 10 additional persons since 1959, making a total of 56 
reporters working in this department . They are responsible for  mak­
ing certain tha t all sales are proper ly recorded. Indirect controls 
result from the auction market maintained on the exchange. Tha t is, 
the commission broker becomes highly competitive as far  as the spe­
cialist is concerned in tha t they give orders to him which are away from 
the market day in and day out. Therefore, when they have a market 
or a limited order to execute for thei r customers they look for close 
bids and offers in relationship to the last  sale. If  the market is not in 
their  opinion sa tisfactory they immediately complain to the official in 
charge of the part icula r trad ing post. Though the floor officials are 
basically responsible fo r floor operations, th eir work is augmented by 
our staff division of floor transactions. The vice president in charge 
of the division not only handles complaints from the public as to 
execution of their  orders, b ut his division also disseminates all data 
when receiving instructions from the chairman of the floor commit­
tee as to possible violations taking place on the floor. We have pre ­
pared a detailed statement of the additional operations of this staff 
group which, in the interest of saving time, we herewith submit for 
the record.

Mr. Mooney. This is a 40-page resume which Mr. Reilly would like 
to have entered into the record, if you find it acceptable.
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Mr. Mack. You may leave it with the clerk of our committee. We 
w’ill receive that  for our files and determine whether or not it  ought to 
be included in the record at this point.

(Document referred to has been placed in the committee files.)
Mr. Reilly. The Re case, so recently the topic of such widespread 

publicity, raises the questions, “How did they operate?” and, “What 
has the exchange done about the problems raised by the Re mat ter? ” 
Upon review of the violations alleged in the brief filed by the T radin g 
and Exchange Division of the SEC agains t the Res, it appears tha t 
multiple violations were alleged to have occurred in several of the 
stocks in which the Res specialized. Upon analysis  it seems tha t there 
was a pa ttern  of alleged infrac tions in each stock, not different viola­
tions in each stock. For example, in one of the stocks in which the 
Res were specialists, Swan-Finch Oil Corp., a nominee account, such 
as Charles Grande, was used for the purchase of allegedly unregis­
tered shares. By this unique device dist ribution of the unregistered 
stock was therea fter made on the exchange, while the Res were main­
tainin g a market in the  stock. It  is fur ther  alleged tha t in the process 
of such distribution the market  in the stock was manipulated. In 
each of the other stocks referred to in the brief, the pat tern  is generally 
the same, the violations recurring.

Now, the question should be, “Did the governors of the American 
Stock Exchange govern ?”

I was not on the board of governors of the exchange in 1957, but 
Mr. Booklet, upon reading the brief tha t was presented against the 
Res in 1961, revealed the following information to me as the present 
chairman. ITe was chairman of the floor committee in 1957 and his 
committee collected all data  resulting from certain unusual activity 
in the common stock of Swan-Finch Oil Corp. The transcript was 
complete in all details showing: Price range; volume over a period of 
time; officers and directors ; any unusual trades  tha t took place. It  
also revealed the names of the largest buyers and sellers and the 
names of the States in which they resided and the firms they dealt 
through. It  also disclosed that  one Charles A. Grande sold 256,200 
shares of stock. It  is important to remember tha t Mr. Grande, ac­
cording to the allegations in 1961, was the first nominee used.

The minutes of a meeting of the committee on floor transactions in 
Fe1 ru ary 1957 show tha t it was the unanimous opinion of the com­
mittee tha t the original  copy of the transcript as prepared by the 
exchange staff should be forwarded to the Securities and Exchange 
Commission’s regional office. Fur ther, our records show tha t the 
regional office of the SEC filed an action in June  1957 in the Federal  
court (filo No. 119-232) against  certain defendants, among which 
were Swan-Finch Oil Corp; Charles A. Grande; Jer ry A. Re and 
Gerard F. Re, and tha t the defendants  consented to a permanent 
injunction against any fur ther sales of unregistered stock, tha t is, 
further violations of the Securities Act of 1933.

I might add tha t under the registra tion provisions of the Securities 
Exchange Act of 1934 and the constitution of the American Stock 
Exchange we have no power to enforce the registration provisions 
of the 1933 act.

From my conversation with Mr. Booklet he stated his committee 
was curious as to the Grande sales, but not having the power of sub-
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pena under our consti tution to question nonmembers, could not inte r­
rogate Grande and, in turn ing the transcript of transactions over to 
the regional  office of the SEC, felt they were doing the best tha t they 
could under the circumstances. The reason for the referral should 
be obvious.

In  retrospect, afte r reading  the allegations in the brief of the 
Trad ing and Exchange Division the thought occurs tha t if the same 
Federal investigators who did  such an excellent job in developing the 
1933 act case against the Res had used the same transc ript submitted 
by us and their  power of subpena in 1957 to establish the 1933 act 
violation, the Res operation might have been cut off then.

I have with me the transcript to which I referred and a copy of 
the Federa l court order of 1957 in the Swan-Finch matter. Mr. 
Chairman, I  present them for your records.

Mr. Mack. They will be received.
(The information referred to follows:)

United States District Court, Southern District of New York 

(Civil action file No. 119-232)

ORDER OF PERM AN ENT IN JU NCT IO N

Securities and Exchange Commission, P lain tiff  

aga ins t
Swan-Finch  Oil Corporation, Lowell M. B irrell, J osepiitiial  & Co., Anthony

J. Cordano, Charles A. Grande, Steven Randall & Co., I nc., Frank M. Naft, 
Tannen & Co., Phil ip Tannen, Gerard A. R e, Gerard F. Re, S & C T rading 
I nc., Birnraum & Co., Naiiun Birnbaum, Norris Adams, Ltd., County 
Equities, I nc., The Greater New York Industries, I nc., Greater New York 
Laboratories, I nc., Echo Falls Oil Co., Mary B. Prior, Roy H. Callahan, 
Patrick J. Woisted, Teldan Trading Corporation and Benjamin C. Coiien, 
Defe ndan ts
This  cause  having come on for  hearing  before me upon the complaint of the 

plain tiff and an order to show cause dated April 15tli, 1957; and the defen dants 
Gerard A. Re and Gera rd F. Re having filed the ir answers ther eto; it is hereby

Ordered, adjudged and decreed, by way of a final injuction , t ha t the defendants 
Gerard A. Re and Gera rd F. Re, the ir agents, servants, employees, attorneys , 
and assigns, and each of them, be, a nd they hereby are, enjoined from direc tly 
or ind ire ct ly :

(a)  Making use of any means or inst rum ents  of transp ortation or com­
munication in inter sta te commerce, or of the mails, to sell common capi tal 
stock, $5.00 par value, of  Swan-Finch Oil Corporat ion, or any other securities, 
through the use or medium of any prospectus or o the rsw ise ;

(b) Carrying such securities , or caus ing them to be carr ied, through the 
mails or in  inter sta te commerce, by any means or inst rum ents  of  transp ort a­
tion, for the purpose of sale or delivery aft er sale,

unless and unti l a registratio n sta tem ent  is in effect with  the  Securities and 
Exchange Commission as to such s ecur ities ; and

(c) Making use of any means  or inst rum ents  of transp ortation or com­
munica tion in inter sta te commerce, or of the mails, to offer to sell any such 
securities through the use or medium of any prospectus or otherwise, unless 
and unt il a regi stra tion  sta tem ent  h as been filed with the Secur ities and Ex­
change  Commission as to such secur ities, or while a reg istratio n state men t 
filed with  the Securities and Exchange Commission as to such secur ities 
is th e subject of a refu sal orde r or stop order  of the Securities and Exchange 
Commission or (pr ior  to the  effective date of the registratio n stat eme nt) 
any public proceeding or exam ination under Section 8 of the Securities Act
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provided that  the foregoing  shall not apply to any secu rity or transactio n which 
is exempt from the provisions of Section 5 of the Securities Act of 1933, as 
amended.

/ s /  Sidney Sugebman,
United Sta tes  D istr ict Judge.

Dated  Ju ne 27,1957.
Gerald A, Re, one of the defe ndants in thi s action, having read the foregoing 

order of perm anent injunctio n and being fully  aware  of the term s and conse­
quences thereof , does hereby  consent to the entry of the orde r aga ins t him.

Gerard A. R e.
J une 26, 1957.

State of New York,
City of New York , ss:

On this 26th day of Jun e 1957, before  me appe ared  Gerard A. Re, known to 
me personally and to me personally known to be the  person who executed the  
foregoing consent to an orde r of pe rmanent injunction and he duly acknowledged 
to me tha t he  had executed the  same.

------------------, Nota ry Public.
J une 26,1957.
Gerard F. Re, one of the defendan ts in this action, having read  the  foregoing  

order  of perm anen t injunction and being fully  aware  of the  terms  and con­
sequences thereof , does hereby consen t to the ent ry of the  order aga ins t him.

Gerard F. Re.
J une 26,1957.

State of New York,
City of New York,  ss:

On this 26th day of Jun e 1957, before me appe ared  Gerard F. Re, known to 
me personally and to me personally known to be the  person who executed  the  
foregoing consent to an order of perm anent injunctio n and he duly acknowl­
edged to me tha t he had executed the same.

------------------, Notary Publ ic
J une 26, 1957.
Mr. R eilly. Mr. Chairman, I wish to thank you and your commit­

tee for having given me this oppor tunity to present the foregoing 
statement.

Mr. Mack. Mr. McCormick, do specialists on the American Stock 
Exchange perform the same functions as they do on the New York 
Stock Exchange?

Mr. McCormick. They are identical, except for  one important dif­
ference ; tha t is, tha t on the American Stock Exchange the specialists 
also operate as the odd-lot dealers. In other words, they have the 
responsibility of executing all buy and sell odd-lot orders, whereas, 
on the New York Stock Exchange, two separate  and distinct  firms 
handle the bulk of the odd-lot orders.

Mr. Mack. They are not specialists? You do not  regard them as 
specialists?

Mr. McCormick. No. The two firms on the New York Stock Ex ­
change are not specialists, that is correct.

Mr. Mack. What percentage of the volume of stocks bought and 
sold on the American Stock Exchange represent the activities of the 
specialists?

Mr. McCormick. It  varies from stock to stock, Mr. Chairman. In  
some cases, where the characte r of the stock is such t ha t the public 
itself maintains  a minimum spread, the  part icipation of the  specialist 
is small. In specialties, where the public interest exhibited on the 
market results in a wide spread, the specialists then participate much 
more actively, and I would say tha t in some cases, taking  both the 
buy and sell side, they may pa rticipate  in excess of 30 percent of the 
trades.
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Mr.  Mack. H ow do the y become specia list s in thes e pa rt icul ar  
stocks ?

Mr.  McCormick. Are you re fe rri ng , Mr . Ch airma n, to the ex ­
cha nge ’s po licy  in allocating  secu riti es to pa rt icul ar  special ists?

Mr.  Mack. Yes, th at  wou ld be one of the ques tions I  wa nt to ask.
Mr. McCormick . We recent ly adop ted  a rul e th at  leaves  the  dis ­

cretion —
Mr. Mack. You mean by recent ly, wi thin the  la st month?
Mr. McCormick . Yes. Al location is en tir ely  wi thi n the disc retion 

of  the  committee.
Mr.  Mack. Tha t is the  floor com mitt ee ?
Mr.  McCormick . Th e floor comm ittee , th at  is rig ht , sir.
P ri or the reto, we had three  basic polic ies. Fi rs t, if  a specia list  

cre ate d the  int ere st th at  led to the  lis ting, the  stock was assigned 
to him .

Mr.  Mack. I  am no t quite sure I  un de rst an d wh at  you mean by 
“cr eat ed int ere st. ”

Mr. McCormick . In  othe r words, th ro ug h his  con tact s, he stimu ­
lat ed  t he  inte res t of  t he  officials of  the  comp any  to list . Th e com mit ­
tee wou ld review the  contacts he had made and decide wh eth er or  no t 
he ha d been ins tru me nta l in crea tin g the int ere st th at  res ult ed  in 
br inging  t he  stock. I t  was assigne d to him , if  the  committ ee was so 
persuaded .

Mr. Mack. In  th at case, the spe cia lis t wou ld hav e soli cited or  sold 
someone the  idea of lis tin g on th e Am erican  Excha nge?

Mr. McCormick. Tha t is correc t. In  othe r words, if  throug h his 
own personal  con tac ts he was able to persuade  a com pan y whose 
stock was trad ed  ove r the  counter  th at  it  sho uld  be list ed,  we would 
ass ign  it to him , wi th the  proviso, of  course, th at  he ha d the money 
an d the  ab ili ty  t o handle th at  pa rt ic ul ar  stock.

Mr.  Mack. He  wou ld be a spe cia lis t at  the tim e th at  he made the  
con tac t to encourage  t he lis tin g of the  stock, is th at  no t cor rec t?

Mr.  McCormick. He  would  become the  spec iali st in th at  p ar tic ul ar  
stock subsequ ent to  th at  time.

Mr.  Mack. Then, he would hav e the  ab ili ty  to  act  as a special ist?
Mr.  McCormick. He  wou ld if  he ha d bo th the money and the  

ab ili ty  to handle th e p ar ticu la r stock.
Mr.  Mack. Then, the  question wou ld be as to wheth er or  no t he 

ha d th e ab ili ty to  handle  thi s p ar ticu la r stock ?
Mr. McCormick . There  is no question abo ut it  t hat  he,  in the  o pin ­

ion of  the committee, wou ld have to have bo th the  mo net ary  and  
menta l ca pacity to h andle  the  stock.

Mr.  Mack. W ha t kin d of a tes t wou ld you make to determ ine 
wh eth er he had the  abili ty to hand le th is  pa rt ic ul ar  stock?

Mr.  McCormick . Th e co mmittee  on floor t ransac tio ns  is on the  floor 
all  day.

Air. Mack. W ha t I  am t ry in g to find out is w ha t type  of a bil ity  mu st 
he possess to  ha ndle one stock when he is  al ready qua lified a nd  has d is­
played  the  abili ty  to handle  the o ther stocks ?

Mr.  McCormick. Th ere  is a va ria tio n,  Air. Ch airma n, as to  the  
ab ili ty  req uir ed to handle dif fer ent stocks. Th e committ ee, kno win g 
the backgro und and the  opera tions  of  the  specia list , can  make th at  
ap praisa l, I  assure  you.
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Mr. Mack. Then, wou ld the spe cia lis t need  to be fa m ili ar  w ith  the  
bac kgroun d and opera tion of the  c orp orati on  which issued the  stock?

Mr. McCormick. No t necessar ily.
Mr. Mack. Would you give  us  an  example  o f w ha t wou ld be needed  

in the  way  of a bil ity  in the  case of  a stock t hat  was abou t to  be assi gned 
to a p ar tic ul ar  spec iali st?

Mr. McCormick . Yes. Let ’s t ak e a sit ua tio n which  involved a re ­
ap praisa l on the  pa rt  of the committ ee on floor tra nsact ion s.

Let ’s tak e the case of  Gener al Developm ent , fo r exam ple.  Tha t 
stock was assigned to a pa rt ic ul ar  post . I t  became quite active. I t  
req uir ed  t he  inject ion  o f a c ons ider able  amo un t o f capit al,  an d a con ­
sidera ble  am ount of skil l.

I t was determ ine d th at  those quali ties p lus  a th ird fac tor , t he  a va il­
ab ili ty  of manpo wer a t th at  pa rt icul ar  pos t, was lacking. Th e floor 
committee reapp raise d t he  situ ati on  a nd  tr an sfer re d it t o a no the r post.  
Now, in th is t ra ns fe r a ll t hese  matter s that  I  am te lli ng  you  about were 
examined. One, there  was not enough . W here do we pu t it ; we 
found a spo t fo r it. Tho se th ings  are  difficult to pinp oin t, one, two, 
three.  You  mu st know the m an. Incid en tal ly,  i t take s a  na tiv e in te l­
ligen ce to  he a good spec ialist.

Mr. Mack. The q ues tion  I  have  r ais ed  h ere  is what is needed in the  
case o f a pa rt icul ar  stock when the  speci ali st h as alr eady  qualif ied as a 
specia list . W ha t a dd ition al  sk ill o r ab ili ty  does he need to  handle  th e 
pa rt icul ar  stock ?

Mr. McCormick . Again , I have to go back to wh at  I hav e said be­
for e and th at  is tha t it involves an ap praisa l of cap aci ty.  For exa m­
ple, it  wou ld be difficult  fo r me to  define wh at it w ould  tak e to  be a good 
pres iden t of an exchange.

Mr.  Mack. I  can un de rst an d yo ur  lim ita tio ns . I  cannot un de r­
sta nd  th at  pa rt icul ar  lim ita tio n. I  can un de rst an d t he  mo netary prob ­
lem and the  emp loym ent of  per son nel  th at  might  be nece ssary, bu t I  
was pa rt icul ar ly  intere sted in know ing  about the  skil l or  a bi lit y th at  
is req uir ed  of  th is ind ivi dual.

Mr.  McCormick . I t  w ould  be equ ally difficu lt fo r me to  define wh at 
quali ties would make  a good e xch ange pres ide nt,  o r a good Con gress­
man.  Those are  pa rt ic ul ar  ski lls th at I  th in k mu st be ap praised by 
the  peop le who are  ei ther  electin g me as a pres iden t or  you as a 
Congres sman.

Now, probably the grea tes t exp er t in floor opera tions  in  all  o f W all  
St reet  is Mr.  Re illy  and he might  be able  to en lig hte n you  on this.

Mr. Reill y. Mr. Ch airma n, ac tua lly  speak ing  in terms  of  a man  
ma kin g con tac t, he sells the  ad vanta ge  of  li st ing based  on the fact  that  
it is a centralized  ma rke t, a con tinuou s ma rket,  and th at the com­
panie s should  apprec iat e the benef it of  ad ve rti sin g the pr ice  of  th ei r 
stock  on th e Trans-L ux .

As fo r the qua lificat ion  of a spe cia list , most spe cia list s were born 
int o it  long  before there was a  1934 ac t a nd  very  seldom do we p ermit 
a new mem ber to become a special ist unless h e has t ra di ng  ex peri ence 
pr io r the reto, and  has  the  special ab ili ty  of maintaining  the marke t. 
I t  is gen era lly  based on the  g enera l con dit ion  of the marke t its el f;  in 
othe r wo rds,  the  ty pe  of  issues that  we h ave  and new issues.

In  the  p ar tic ul ar  a rea  o f spec ial izing in  any stock , he  w ould  op era te 
in the are a pe rhap s a po in t or  two  po in ts above  or  below th e bid  or
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offer of the public. His ingenuity figures to take place on its antic ipa­tion based on general conditions taking place in the market.Mr. Mack. I understand tha t and I appreciate the explanation. I know you are trying to be helpfu l. But most all of your specialists possess the skill and ability to handle most any stock, is that not cor­rect? Do not specialists possess the ability to handle most any indi­vidual stock?
Mr. Reilly. Yes. If  a man is qualified under the floor committee rules, he is ready and adequate to handle it.
Mr. Mack. When a specialist brings in or sells a new issue, then normally he is the one who is assigned that stock, is that  not right?Mr. McCormick. Mr. Mack, if I  could try  to clar ify what I think  is in your mind, you are wondering why an individual, who contacts the company and persuades them th at it would be advantageous to list on the exchange, gets the stock, is that r igh t ?
Mr. Mack. Yes. Did you make that s tatement, th at he does get the stock?
Mr. McCormick. Oh, he has, up to now.
Mr. Mack. In the past, and up until  a month ago, he has gotten the stock when he solicited or sold it?
Mr. McCormick. If  he had the ability and the money to handle the stock.
Let me pursue that one moment. The object and purpose of that policy was tha t the staff members should not be the sole, let’s say, salesmen of the advantages of the auction market, tha t the specialists are quite personable and quite capable, and therefore, they were en­couraged to go about the country also selling the idea tha t it was a good idea to list on the American Exchange.
Incidentally, this is not new or novel. Although not in writing, I understand every other exchange in the country gives consideration to the efforts of specialists in bring ing in securities.
Mr. Reilly. Mr. Chairman, may I  interject?
Mr. Mack. Go righ t ahead.
T Ir. Reilly. Mr. Chairman, the specialist, just because he contacts and sells the advantage of lis ting to the officials of companies, doesn’t always get the stock. It  is based on the activity  he has in the post, too. If  he is too active, the floor committee will not allocate tha t stock to him.
In  other words, if he is quite active at his post, the committee will not go along and give him the stock even though he worked fo r it. This has caused, in the past, some embarrassment as far  as the ex­change is concerned, but nevertheless, we take the atti tude tha t we are responsible for our exchange operations. Therefore, we do not go along with a company’s request based on the specialist making con­tact  and selling the idea of listing, unless he is able to handle it, and tha t still comes back to the idea of what  is his activity, plus his finan­cial resources and plus the personnel ho has  helping him to do his administ rative work. So there are many instances, Mr. Chairman, in which they haven’t received the stock.
Mr. Mack. Then, the specialists are interested in gettin g more stock under their  control, tha t is, so that they will be specialists in additional stocks?
Mr. McCormick. Tha t is true of specialists on every exchange.
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Mr. Mack. They have responsibilities to stabilize the market, ex­
cept as you have explained today. They are, in effect, salesmen for 
the American Stock Exchange ; is that not correct ?

Air. McCormick. Tha t is correct. 1 think they should be.
Mr. Reilly. Also, Air. Chairman, the floor committee in the past 

many times have removed the stock because of the increased activity 
and the specialist’s inabili ty to control. So, therefore, as those stocks 
remain the property of the exchange, the floor committee has the 
power to remove them if the specialis t cannot handle them properly. 
We have had many cases where stocks have been so removed.

Air. AIack. The floor committee is the committee tha t assigns the  
stocks to the specialists ?

Air. Reilly. Yes, sir, Air. Chairman.
Air. AIack. The floor committee is also the policing committee over 

the specialists ?
Air. Reilly. Yes, Mr. Chairman.
Air. AIack. You have explained the function of specialists this 

morning. I presume t ha t they in the end make money out of per­
forming their functions.

Air. Reilly. Tha t is right, Air. Chairman.
Air. AIack. And one of the functions of a specialist, of course, is to 

provide a stable market; is that correct ?
Air. Reilly. Tha t is right.
Air. Mack. Would you explain to us whether or not the public in­

terest would bo served i f a specialist handling public orders was not 
permitted to buy or sell for his own account ?

Air. Reilly. Air. Chairman, working in these markets, and based 
on experience the specialists sometimes a hundred percent on both 
sides of the market make a close market. In  other words, without 
the specialists there, and based on public orders alone, there could be 
in many instances four- and five-point spreads, and in lesser times 
three-point spreads and as we go down the spread begins to close down 
based on the activity  in the general market itself, so withou t the 
specialist operat ing there you would have no thing but wide spreads, 
and I don’t believe tha t it is conducive to public investing in the 
markets.

Air. AIack. Wha t type of an examination did your floor committee 
make concerning these activit ies of trading for his own account ?

Air. Reilly. In trading?
Air. AIack. Trading  for their  own accounts.
Air. Reilly. Again, Air. Chairman, most of these rules came as a 

result of my liaison wtih the home office. I mentioned Air. Mc­
Cutcheon and the other gentleman. We have what we call, by watch­
ing the general condition, the continuity of price on the  Trans-Lux. 
We call for an ST report of the specialists’ operations. In  other 
words, that does not  mean the stock has to be active. It  is based on 
the continuity of sales or the movement of the stock itself. This ST 
report  requires the following inform ation:  the specialist’s opening 
position, what type of tick, his short  sales, and the amount of odd lots 
he dealt in and his closing position.

After we have received tha t information, since our sales are timed 
at the tr ading post when a sale is taking  place, the record room brings 
those sales in and we match them up agains t the  specialist’s t rad ing
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report  as submitted to the floor committee. Then we can tell at a 
glance whether or not he is trad ing  against the trend or going with 
the trend.

Mr. McCormick. Mr. Chairman, I would like to add something to 
tha t statement.

The New York Stock Exchange has a policy under which they 
check four times a year on certain stocks tha t they specialize in, a 2- 
week period. We did not have that. However, we did come to the 
SEC and we developed this ST form of reporting. As a matter of 
fact, I  th ink it is better  than  the system used by the New York Stock 
Exchange because we don’t wait and get a report every 3 months. 
We get it within 12 hours of the  time we think there is something to 
look into.

Now, again, within the last month, we have adopted the system of 
the New York Stock Exchange, but I think  it is something extra. 
We still th ink our ST form of  re porting is be tter and we are keeping 
it. During 1960 and 1961, we have had on the average one ST report 
every business day. We think it  is better and we are going to keep it, 
but in view of the comments tha t have been made recently, we will 
put on top of i t the New York Stock Exchange system although we 
don’t think  it is necessary or important.

Mr. Mack. Now, the  floor committee takes disciplinary action, or 
does the board of governors take that  action ?

Mr. McCormick. It  varies, Mr. Chairman. There are penalties 
tha t can be placed by a committee up to a certain level. Beyond that,  
it must be acted upon by the board. Committees, regardless of the 
type of penalties they assess, must report to the board.

Mr. Mack. Tha t is the floor committee or what committee?
Mr. McCormick. All committees. There is an important difference 

bet ween our operation and the other exchanges.
Mr. Mack. The floor committee would have jurisdict ion in this 

area ?
Mr. McCormick. In  this area, but we also have the outside super­

vision committee which handles questions of capital  requirements, 
advertising, and things  of tha t sort. We have a series of operating  
committees. For  example, the  floor committee meets every Monday, 
the listing committee every Tuesday, outside supervision, most 
Wednesdays. So tha t we have a committee meeting almost every day, 
and all these committees are composed of governors.

Mr. Mack. Excuse me for interrup ting  you, but are you not saying 
tha t you have a committee meeting for each individual committee 
once a week ?

Mr. McCormick. No; outside supervision, I  would say, meets prob­
ably every other week; finance maybe twice a month.

Mr. Mack. Who is responsible for the enforcement in the mean­
time?

Mr. McCormick. They are in continuous session on the floor.
Mr. Reilly. Mr. Chairman, since I was chairman of the floor com­

mittee, I would like to tell you exactly what happens in this area. 
In  other words, the floor committee is assigned to meet once a week, 
but many times we meet four and five times a week. In other words, 
if any violation or considerable violation has been committed by a 
member and any member of the floor committee reports it to the
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chairman of the committee, he immediately calls a meet ing th at afte r­
noon and requests the member who is charged to appear with his books 
and records.

Actually, our constitution provides for eight standing committees, 
but there are three committees tha t enforce the rules stipula ted in 
the constitution, tha t is outside supervision, which takes care of office 
operations completely; the floor committee which takes care of floor 
operations completely, and, finally, the committee of business con­
duct. Each standing  committee such as the outside supervision and 
the floor committee have a maximum penalty they can impose of a 
$250 fine. Of course, the floor committee has the power to revoke a 
specialists’ privileges and also under  rule 111 to suspend the  tra ders’ 
privileges.

Mr. Mack. Is that with review of the  board of governors2

Mr. Reilly. Tha t comes later.
Mr. Mack. I hope you don’t take too much this morning.
Mr. R eilly. I will make i t very brief. Actually, when a prelimi­

nary inevstigation shows that a provision or a rule of the  constitution 
has been violated, indicating  unintentional violation, the floor com­
mittee will handle  it. Anything more serious than tha t will go before 
the business conduct committee. The business conduct committee can 
then prepare charges, the member receives the charges, and the matter 
goes before the board of governors. We have a tr ial, the same as in 
any courtroom.

Mr. Mooney. Mr. Chairman, for the information of the committee, 
I would like to give you a very brief description of disciplinary action 
procedures, the type of action taken by the exchange and a rec itation 
of the number of such actions.

Mr. Mack. Yes. We will receive t hat  for our files and if it is ap­
propriate, we will include it in our record.

(Document re ferred to has been placed in the committee files.)
Mr. Mack. Then the board of governors has the ultimate respon­

sibility there?
Mr. R eilly. When it gets down to real serious violations; yes, Mr. 

Chairman.
Mr. Mack. Your board of governors are also participa ting  in vari ­

ous activities, are they not? For  instance, some of them are special­
ists, are they not?

Air. Reilly. Tha t is righ t, Mr. Chairman. We have 15 regula r 
members on the board who are operating on the floor and we have 12 
allied members who are partn ers of regular members operating the 
offices, three  public governors, and ex-officio governors would be the 
president  and chairman of the board.

Mr. Mack. And some of the board of governors are floor traders ?
Air. Reilly. It  is broken down into segments; in other words, in 

a majori ty of instances, a member of the floor committee must be a 
specialist because he has to be acquainted with all rules and regula ­
tions perta ining  to the functioning of the specialists, but we have 
added to that  commission brokers.

Air. AIack. I said floor committee.
Air. Reilly. Floor  committee; yes, Air. Chairman.
Air. AIack. They are specialists?
Air. Reilly. They are broken down into so many specialists, and 

commission brokers, and traders as generally represented.
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Mr. Mack. On the  board  of  governors?
Mr. Reilly. Yes. These qualified men are  pu t on the  floor com­

mittee.
Mr. McCormick. There  are  12 members on the  floor. We  want to 

clar ify  the  fact  th at  the  major ity  of  the board  is no t rep resent ed by 
specialis ts.

Mr. Mack. I  did no t say  the major ity  of  the  board , bu t special ists  
are  members o f the boar d; is th at no t co rrect ?

Mr. McCormick. Tha t is co rrec t.
Mr . Mack. H ow many of them  are sp ecialis ts ?
Mr. Reilly. I  would say  of fhand there mu st be abo ut five members , 

I  believe.
Mr. M ack. Five  out of  the 12
Mr.  Reill y. Th irty- tw o.  Th e bo ard has  32, Mr. Chairma n. On 

the  floor committ ee the re are  12. The pre sid en t is an ex-officio mem­
ber of th at  committee.

Mr. Mack. Ag ain , how is your  board  broken  down? You  have  
12 act ive  members?

Air. R eill y. We  have 15 re gu la r members.
Air. AIack. Fi fte en  re gu lar mem bers ?
Air. R eilly. Tha t is ri gh t, and the y opera te on the  floor, Air. C ha ir ­

man . We  hav e 12 all ied  members  who are  pa rtn ers, office members, 
op erat ing the  offices.

Air. AIack. Do the all ied  members  have an equal vote  with the 
regu la r members?

Air. Reilly. Yes, Air. C hairm an.
Air. AIcCormick . I  migh t say,  Air. Ch airma n, th at  th is is the  same 

breakd own as othe r exchang es have.
Air. AIack. D o you have any rules th at  req uir e the  members of 

the board  of  g ove rnors to dis quali fy  themselves when you are  voting 
on dis cipli na ry  ma tte rs?

Air. Reilly . I f  the y are  intere ste d in a case, Air. Ch airma n, they 
hav e to dis quali fy themselves.

Air. AIack. Tha t wou ld be tru e if  the y were  intere sted in an in ­
div idu al stock  as well as if  the y were  invo lved  in th e dis cip lin ary  
matt er?

Air. R eilly . Def inite ly, Air . C hai rman.
Air. AIack. Are these  in div idu al members of the  bo ard  o f governo rs 

req uir ed to make any  special repo rts  on stock  tra ns fers , outs ide busi­
ness, finan cial  inte res ts, and th ing s of th at  na tur e?

Air. Reilly. They are  sub jec t to the  same rep or ts as any  regu lar 
member.

Air. AIack. I  w ant to  recogn ize the oth er members of the  commit tee. 
I  would like  to ask, firs t, Air. AIcCormick, som eth ing  abo ut the  
sta tem ent s th at  were issued con cerning specula tion  rece ntly .

I  do not know wh eth er you recall or  not, but when  you were befo re 
my committ ee 2 years ago,  I  asked abo ut th is very same matter , and  
ind ica ted  th at  I  ha d obse rved  th at  you made  these announcem ents  
when  the mark et was at  its pea k and not  when it  was at  low er levels. 
I  inq uir ed of Air. Fu ns ton,  when  he was befo re the  committ ee, con­
cerni ng  th at  sam e s ubje ct, and he fe lt th at  his sta tem ent did  influence 
the m ark et. I  p resume th at  you feel th at  you r s tatem ent also is w orth 
your  time  and effo rt.
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Mr. McCormick . As a mat ter of  f ac t, Mr.  Ch air ma n, the Am erican  
Stock Ex change has  a lways tak en the posit ion  th at  t he  publi c sho uld  
be in formed. 1 have here a file of  s tatem ents I  have made and I  have 
not made them ju st  at  the  t op  of the ma rke t. 1 did no t ind ica te any  
panic  about the type  of investment going  on. I merely  gave wha t I  
thou gh t was inte lligent  advice.

As a mat ter of fac t, my sta tem ent s are  a lit tle  rep eti tio us  because 
1 hav e adv ised  and counseled fo r years  one simple th in g : tak e a pa d 
and  penc il in your  hand  and figu re out the  p rice-e arn ing s-y ield basis 
on wh at you are  buy ing , and wi th th at in hand  decide wh eth er wh at 
you are  b uy ing  will  give  you sa tis facto ry  results . I  have no t at  any  
tim e pressed t he  pa nic  bu tto n abo ut the m ark et.  I  d on’t th in k it is my 
busin ess to do so. I  th in k it  is my business  to te ll people to buy 
int ell ige ntly.

Mr. Mack. Mr . McC ormick, I  presum e you have a rec ord  of the 
time s you made these state ments  ?

Mr.  McCormick . They are  right here.
Mr.  Mack. I  would receive th at  inform ation  fo r ou r files if  you 

care  to make i t av ailabl e to  me so------
Mr.  McCormick . I  wou ld be deligh ted , sir.
Mr . Mack (con tin uing ). That  we can reexam ine the  ann oun ce­

ments.
Mr. M cCormick . Righ t.
Air. Mooney. Mr . Ch air ma n, if  I  may , ju st  to iden tif y these docu­

me nts ; the y are  a series of news releases and I have them in inve rse 
chrono logical  or der . Th ere  is also appended hereto  a n um ber  of copies 
of  the Ex change  magaz ine  wi th pa pe r clips indica tin g sta tem ent s 
abo ut the  marke t or  gen era l advice to  investors  whi ch we th in k the 
committ ee m igh t be intere ste d in.

Mr.  Mack. Yes, I  wil l be glad  to have  those  fo r ou r files.
To be pe rfe ctl y fa ir  t hen,  you feel  th at you  have made these state­

ments  periodic ally, bu t the y were no t g iven prop er  recognit ion  in the  
press an d news media,  except when the  market was a t a  very h igh peak  ? 
Do I  un de rst an d you correctly ?

Mr . McCormick. I wo uld n’t say t h a t ; no.
Mr. Mack. In  othe r wor ds, you feel th at your  sta tem ent s have 

been c arr ied  in th e pr ess  whenever the y were made  ?
Air. AIcCormick . Yes. As a m at te r of fac t, you wil l find fro m the  

evidence there th at  I  quit e fre qu en tly  m ade my sta tem ents in addre ss­
ing  groups in  speeches.

Air. Mack. La st  m onth, Air. Kei th  Fu ns ton made a sta teme nt  t hat  
was given exte nsiv e publi city th roug ho ut  the country , and when he 
was befo re Ibis  comm ittee  he ind ica ted  th at  he w as more intere sted in 
a ma rke tplace  somewhere  else in  othe r securit ies,  in othe r areas,  t ha n 
in t he  New Y ork Stock Excha nge.

I)o  you ca re t o comment u pon the  specu lative ac tiv ity  th at  ma y have  
gone on in  the  secur itie s tr ad ed  over you r exchan ge?

Air. AIcCormick . Yes. As a m at te r of fac t, in my releases, an d I 
th in k I pu t one out abo ut the  same t ime, I  m ade  t his  s tat em en t:

I think it is a good time for investors to take pad and pencil in hand and make 
some calculations concerning the existing relationship between prices, earnings, 
and yields fo r individual stocks.

73010—61------ 10
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I didn’t say anything about small companies, etc. I said this :
This suggestion applies to both the long established and relatively new enter­prises.
Mr. Mack. Were you referring to stocks being traded over your ex­

change ?
Mr. McCormick. I was refe rring  to  stocks traded  every place, in ­

cluding the New York Stock Exchange.
Mr. Mack. Then you felt tha t we should be concerned about specu­

lation in the established firms as well as the new firms ?
Mr. McCormick. The old, well-established firms as well as the new 

ones.
Mr. Mack. I presume you have made these statements because you 

felt tha t it would be unhealthy for this  trend to continue.
Mr. McCormick. It  is not my business and I have never set myself 

up as an appraiser of the market. I merely am in a position, as is the 
SEC, and I am a former SEC Commissioner, of continuing to alert 
the country, whether the market is down, or up, or sideways, to invest 
intelligently, know what you are doing, and those are all the statements 
I have ever made.

Mr. Mack. Then you made your most recent statement about the 
same time the president of the New York Stock Exchange made his 
statement.

Mr. McCormick. Yes; at the request of the press. “Mr. McCormick, 
do you have any comment?”

Mr. Mack. As I unders tand it, the difference between the two state­
ments was that Mr. Funston made his statement on his own motion and 
you made your statement in response to inquiries?

Mr. McCormick. Tha t is correct.
Mr. Mack. Therefore, the timing of Mr. Funston’s statement was 

more important than yours; tha t is, in tha t it must have been made 
because he felt t hat  the stocks were getting to unusually high  levels.

Mr. McCormick. I don’t know why Mr. Funston made his statement.
Mr. Mack. You were very happy to make your statement at that 

time, though, were you not ?
Mr. McCormick. Exactly. As a matter of fact, some of the press 

is getting tired  of getting the same thing from me because I have 
always urged caution and intelligent investing.

I have said it so many times they don’t th ink it is news.
Mr. Mack. At the time Mr. Funston  made his statement, did you 

have any opinion as to whether or not the market was at an unusually 
high level?

Mr. McCormick. I can assure you th at if I had not been called by 
the press, I would not have issued any statement at this parti cular 
time.

Mr. Mack. Have you ever discussed with your Board of Governors 
whether or not you should make such a statement ?

Mr. McCormick. Definitely not. I am the only spokesman for the 
American Stock Exchange and anything I feel I should say, I  say it.

Mr. Mack. Therefore, you see no need for the Board of Governors 
to decide when these warnings should be made ?

Mr. McCormick. Definitely not.
Mr. Mack. And do you see any reason why you, or the President 

of the New York Stock Exchange, or any other important  official
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should have the sole responsibility for making these warnings at any 
part icular time ?

Mr. McCormick. I have no comment about Mr. Funs ton’s author­
ity. It  happens tha t under our const itution, I am the sole spokesman 
for the American Stock Exchange and when they lose confidence in 
me, it is up to them to change it.

Mr. Mack. Thank you.
Mr. Dingell, do you have any questions ?
Mr. Dingell. Thank you Mr. Chairman.
Mr. McCormick, I am concerned about the initia l process of list ­

ing stocks on your exchange. Would you tell the committee briefly 
how tha t is accomplished? In  other words, wha t safeguards do you 
apply to pro tect the investor and make sure tha t the company which 
is listed meets the  general character tha t you think it should have 
for protection of the investing public ?

Mr. McCormick. Mr. Congressman, as I  stated earlier, we do take 
on smaller companies. However, our analysis of the company is as 
thorough as the analysis made by any exchange. We have a com­
mittee of secruities tha t meets every Tuesday to review the facts th at 
are presented by the companies seeking listing with us. These com­
panies must meet our lis ting requirements, and also those of the SEC.

Mr. Dingell. Wha t are your listing  requirements, very briefly?
Mr. McCormick. We require tha t a company have at least 100,000 

shares in the hands of the public, that is, outside of the management 
group, and at least 500 stockholders. We feel tha t based on these 
requirements, we can maintain a proper and efficient auction market. 
We do not have an earnings record requirement like the New York 
Stock Exchange tha t allegedly requires a million dollars in earnings 
for each of the last 3 years. We do not have that  and that , I think, 
is the key to our exchange.

We give a small company t hat  is coming up a chance to get the 
advantages of an auction market. And I think  we perform one of 
the greatest functions in the exchange market because as I  said ear­
lier we provide an exchange market for small companies. This 
creates problems, but I think we have coped with them.

Mr. Dingell. Do you go into the financial solvency or into the finan­
cial integrity of the firm concerned ?

Mr. McCormick. We certainly do. We check thei r financial stat e­
ments thoroughly . I happen to be a certified public accountant, and 
I think  I  am as qualified as anyone who looks over a financial state­
ment of anyone attempting to register anywhere.

Secondly, if we don’t know the  basic background of every officer, 
director, and major stockholder, we get a priva te organization to 
give us a repor t on them.

Mr. D ingell. Do you list any speculative issues?
Mr. McCormick. I think every exchange does.
Mr. Hemphill. Would you yield?
Mr. Dingell. Yes.
Mr. Hemphill. You say you have the names of all officers and direc­

tors. Did you invest igate the ir capability from a management st and­
point?

Air. McCormick. Tha t is impossible.
Mr. H emphill. You make no investigation of t hat  at all?
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Mr. McCormick. All we can do is read a financial statement and tell whether they have done well or badly.
Mr. Hemphill. Well, if they do not have any earning record, which is not one of your requirements, I believe you said-----
Mr. McCormick. Tha t is right.
Mr. H emphill. Then the potentiality would depend in part on the management capability of those in charge, would it not?
Mr. McCormick. Tha t is right.
Mr. H emphill. And you make no investigation of that?
Air. McCormick. It  is impossible to make such an investigation.
Air. Hemphill. Even through private sources tha t you could em­ploy?
Air. McCormick. Air. Congressman, we have all seen very fine companies go down hill. How do you appraise management?As a matte r of fact, I wish you could.
Air. Hemphill. I)o you make any investigation as to the background and experience of the people in charge of management of the part icu­lar  company ?
Air. AIcCormick. Everything they  have done for 5 years, for every one of them.
Air. H emphill. And tha t is a part of the record before your com­mittee which meets on Tuesday ?
Air. AIcCormick. Tha t is correct.
Air. Hemphill. Thank you.
Thank  you, Air. Dingell.
Air. AIooney. Alay I , Air. Chairman, in this line of questioning, it may or may not save some of the committee’s time, we have prepared a five-page description of the  qualifications and conditions for listing corporate securities with the various exhibits required by the ex­change. Alay we offer tha t for your record, please ?
Air. AIack. We will receive it  for our files and determine whether or not it should be included in the record.
(Document refer red to has been placed in the committee files.)Air. Mooney. Thank you.
Mr. Dingell. I have one specific stock which began list ing on your exchange which I have some interest, not by way of ownership, but 

merely to determine whether or not you have properly complied with your own regulations for listing.
Air. AIcCormick, are you familia r with Canadian Javelin ?
Air. McCormick. Yes.
Air. Dingell. Are all of your listing requirements met in connec­tion with tha t stock ?
Air. AIcCormick. They were.
Mr. D ingell. Did you examine into the character of the president of the company ?
Air. AIcCormick. Yes, we did.
Air. Dingell. Board of directors ?
Air. AIcCormick. Yes.
Air. Dingell. Tha t was a Canadian company; am I correct ?
Air. AIcCormick. Tha t is correct.
Air. D ingell. Is it the practice of your exchange to list Canadian firms?
Air. AIcCormick. Yes, indeed.
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Mr. D ingell. Did Canadian Jave lin file or request l isting  on your 

exchange ? Do you recall ?
Mr. McCormick. I will say this. They requested list ing a number 

of times, but their acceptance was a fter  the SEC had cleared a reg is­
tration statement.

Mr. Dingell. Aft er the proceedings ?
Mr. McCormick. They had an injunc tion proceeding against, I be­

lieve, the president, and an associate of his, and we listed it only when 
probably the largest ore developing company in the entire world 
agreed to put  many millions into the company and /or  its subsidies. 
Tha t is when we finally considered listing,  afte r having rejected it a 
half  dozen times. Pickens-Mather is good enough for me. I might 
add this, Mr. Congressman: tha t the SEC itself suggested tha t one 
of the conditions of c learing a pending registration statement would 
be tha t they list.

Mr. Dingell. Does tha t occur to you to be a sound basis for lif t­
ing the injunction, in other words, that  they list ?

Mr. McCormick. No, I think  Pickens-Mather was the thing  tha t 
convinced me.

Mr. D ingell. You said tha t one of the requirements for lift ing  of 
the injunction was th at they list on the American Exchange.

Mr. McCormick. Tha t didn’t influence me any more than some of 
the other things  that  some people at SEC say.

Mr. Dingell. I am not inquir ing into whether you were influenced. 
I want to know whether or not tha t is a sound basis fo r them to lif t 
their  injunction against the sale of stock by Canadian Javelin .

Mr. McCormick. I think  you ought to direct tha t question to the 
SEC.

Mr. Dingell. I would like to have your opinion on it.
Mr. McCormick. Tha t would not influence me in the slightest.
Mr. Dingell. I did not ask you whether it influenced you. Let 

me repeat my question, please. Is it in your opinion tha t a proper 
consideration on the  p art  of the SEC in requesting an injunction  be 
lifted  tha t a firm list itself  on your exchange ?

Mr. McCormick. Mr. Congressman, I was on the staff and a Com­
missioner for 17 years. I never have heard of any such precedent, 
never.

Mr. Dingell. In other words, tha t was a rather ex traordinary prec­
edent on the pa rt of the SEC ?

Mr. McCormick. It  certainly was.
Mr. Dingell. Are you aware of the fact tha t there have been a 

Humber of stockholder suits filed against Canadian Javel in and 
against the previous management of that  company ?

Mr. McCormick. I understand there have been suits against  the 
management, all directed to benefit the company itself.

Mr. Dingell. I am aware of th at. Were these suits pending at the 
time of the listing?

Air. McCormick. Yes.
Air. Dingell. Was tha t considered by the American Stock Ex ­

change in its listing of this parti cula r firm ?
Air. AIcCormick. Definitely. If  they won the suit, they would be 

better off than the balance sheet showed.



146 SECURITIES MARKETS INVESTIGATION

Mr. Dingell. Does this not raise serious questions, though, as to the 
management and the integri ty of the management that  should be con­
sidered by the American Stock Exchange ?

Mr. McCormick. As I have said, I was confident tha t when Pickens- 
Mather went for these millions they were going to be the managers, 
and were, in fact, the managers.

Mr. Dingell. The real manager at the time of the listing, though, 
was somebody else, is that not a fact  ?

Mr. McCormick. In name only.
Mr. Dingell. It  would appear that  this too should be a considera- ♦

tion, the fac t tha t there was a listing of a nominal manager, at least in 
name only ? Is that not  something that you should consider ?

Mr. McCormick. We did consider it.
Mr. Dingell. Why did you disregard  this or what o ther aspects of •

the situat ion compelled you to list it in view of this consideration?
Mr. McCormick. A simple fact. The people really in charge were 

reputable.
Mr. D ingell. If  they were really reputable, why would they have 

a front man ?
Mr. McCormick. A question of time.
Mr. Dingell. Who was the nominal management and who was the 

real management ?
Mr. McCormick. I think  the Pickens-Mather Corp, were really 

running the company, and another thing; let’s let the record speak for 
itself. Wha t has happened to Canadian Javel in since ?

Mr. Dingell. I am not concerned about that.
Mr. McCormick. I would like to ask a question. Did we make 

a mistake ?
Mr. Dingell. Suppose you tell us what has happened to  Canadian 

Javel in since.
Mr. McCormick. The company has now its railroad in. It  now has 

its pilot plant working.
Mr. Dingell. Are you aware of the fact tha t in these stockholder 

suits there has been an offer to settle in the amount of millions of 
dollars in these stocks sold ?

Mr. McCormick. Exactly,  by Mr. Doyle to the company, and they 
will get the additional million.

Mr. Dingell. Mr. Doyle was the  man tha t you mentioned as being 
the nominal management; am I correct ?

Mr. McCormick. Tha t is right.
Air. Dingell. It  is rather ex traordinary tha t nominal management 

then would offer to settle stockholder suits in the amount of some 
millions of dollars; a m i correct?

Mr. McCormick. I think you have to ask Mr. Doyle.
Mr. Dingell. Is that not rathe r ext raordinary in that  normal man­

agement would offer to settle stockholders suits  in the amount of mil­
lions of dollars?

Mr. McCormick. I don’t know why the directors of Westinghouse 
agreed to pay fines and go to jail. I  don’t know.

Mr. Dingell. We are not discussing the Westinghouse case. We 
are discussing the  wisdom of listing a part icular firm, the  superin ­
tendence tha t your par ticu lar exchange gave to tha t previous and 
subsequent to the listing. Is it not ra ther extraordinary tha t the man
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whom you call a nominal manager of a firm which was listed on your 
exchange should offer to settle the amount of some millions of dollars 
in stockholder suits which were pending? Is tha t not rather ex­
traordinary ?

Mr. McCormick. They were pending aga inst him, and the funds go 
to the corporation. There are many similar cases. I understand on 
the New York Stock Exchange, Mr. Olin has agreed to give up $2 
million. I don’t know how the New York Stock Exchange could have 
known when the Olin industries were merged into a listed company 
tha t there was a shortage in the inventory.

Mr. Dingell. I am not greatly  concerned with other matters on 
the exchange. I just want to follow th is through in order to estab­
lish a prespective here, so tha t we can determine whether or not 
there is a need for this investigation.

Why should the nominal management come up with an offer of 
millions of dollars to settle stockholders’ suits pending?

Mr. McCormick. You will have to ask him.
Mr. Dingell. Where would this money come from, this  millions of 

dollars offer of settlement that he made to stockholders ?
Mr. McCormick. It  is a very simple answer. Where did Rockefeller 

get his money ? I mean they were lucky.
Mr. Dingell. Did this money come from the corporation, or did it 

come from his personal funds ?
Mr. McCormick. He happened to do a very simple thing. Ap­

paren tly, he found an ore body.
Mr. Dingell. Do you not think these are questions tha t should 

have been carefully considered ?
Mr. McCormick. They were. They were careful ly considered and 

every fact tha t you have stated about Mr. Doyle we knew.
Mr. Dingell. You knew and you listed the stock, anyhow ?
Mr. McCormick. Yes.
Mr. Dingell. Are you aware of the fact tha t the Wall Street  

Journal called th is thing in a recent article a fantas tic swindle?
Mr. McCormick. I have little  interes t in what the Wall Street 

Journal  thinks, and, as a m atter  of fact, much less in the last month.
Mr. Dingell. Are you telling  us, then, the Wall Stree t Journal is not 

a reputable financial organ ?
Mr. McCormick. I don’t want to express an opinion.
Mr. Dingell. If  what you tell us is true here, i t would appear then 

tha t you would not consider the Wall Stree t Jou rnal as being the 
basis for action of even listing or delisting a firm like Canadian Jave ­
li n : is that  correct?

Air. McCormick. Ask the Wall Stree t Journal why they did not 
give us any names t ha t they referred to inferen tially and otherwise 
when we requested them.

Mr. D ingell. Have you in any way considered delisting Canadian 
Javelin  since the story ?

Mr. McCormick. Definitely not.
Air. Dingell. Do you think  tha t the facts that we have discussed 

so far  are basis for consideration of delisting?
Mr. McCormick. Definitely not. If  we had any basis we would 

have acted before now.
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Mr. Dingell. Are you aware of the fact tha t some of these stock­
holder suits developed tha t the registration filed with the SEC was 
materially false?

Mr. McCormick. Obviously, I wouldn’t know whether they have 
any false statements or not. Up to now, none of them has been 
established.

Mr. Dingell. Do you not think tha t this should be a matter of 
scrutiny in listing  or delisting a firm like this Canadian Javelin?

Mr. McCormick. At this point, I have no knowledge of any mis­
statement on any document filed with us. I have no knowledge that 
there is any misstatement in anything filed with the SEC.

Air. Dingell. Do you ever check matters like these stockholder 
suits when they come to your attention  to determine whether or not 
there is material false statement?

Air. AIcCormick. If  it is going to have an important  impact on the 
company, yes.

Air. Dingell. Do you not th ink tha t these stockholders’ suits would 
have an effect on the company ?

Air. AIcCormick. Only favorably.
Air. Dingell. Only favorably. Do you think tha t this is the kind 

of company tha t should be listed on your exchange?
Air. McCormick. Definitely.
Air. Dingell. You do. Are you aware of the fact tha t Air. Doyle 

has recently agreed to settle a suit for $3.25 million ?
Air. AIcCormick. Tha t is correct.
Air. Dingell. And tha t the manufacturers allege in the suit tha t 

Doyle stole millions of dollars worth of stock and company assets?
Air. AIcCormick. I am aware of that.
Air. Dingell. Does tha t not ring  some warning  bells to you that  

perhaps some additional scrutiny is required by your exchange?
Air. AIcCormick. Not beyond what we have done.
Air. Dingell. Are you aware that Doyle’s testimony later before the 

SEC and the referee in the stockholder actions directly contradicted 
the registration statement on which the SEC based its decision not to 
proceed on the civil and criminal aspects of the suit?

Air. AIcCormick. Am I aware of what ?
Air. D ingell. I will repeat tha t.
Are you aware tha t afte r Doyle’s testimony later before the SEC 

and referee in stockholder actions directly contradicted the regis tra­
tion statement on which the SEC based its decision not to proceed into 
the civil and criminal aspects?

Air. AIcCormick. AAThatever the facts are, we are aware of them.
Air. Dingell. You say you are aware of them ?
Mr. AIcCormick. I assume so.
Air. D ingell. At least, you are chargeable with knowledge or with  

awareness in superintendence of the affairs of the exchange; is tha t 
correct ?

Air. AIooney. AVe are not aware of any statements such as you re­
ferred to, Congressman Dingell. They have not  been brought to  our 
attention.

Air. Dingell. If  matters of this sort were brought to your attention, 
do you think you would take some action against Canadian Javelin  ?
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Mr. Mooney. It  would depend on what thei r statements were and 
what their  material impact was. We don’t know what they were and 
we Avould have to reserve our judgment until  we found out what  the 
statements were, Mr. Congressman.

Mr. Dingell. When allegations of this sort are made in lawsuits 
do you not think that  i t should give you concern to scrutinize the af­
fairs  of the company to make sure tha t investors are being protected 
and tha t the reputat ion of your exchange is properly  maintained ?

Mr. Mooney. Mr. Congressman, when Mr. McCormick said that the 
lawsuits did not cause him pause so far as the company was concerned, 
he was refer ring only to the lawsuits of which he had knowledge, 
namely, the suits aga inst Mr. Doyle for recovery against Mr. Doyle, as 
to which it appears apparent tha t Mr. Doyle is negotiating  some set­
tlement on his own behalf  as against the dissident stockholders or the 
claiming stockholders.

The results  of any such suit could only be a cont ingent asset to the 
company. There is no chance at the present time, so far  as we have 
any knowledge of those suits, of a contingent loss to the company.

Now, when you mention allegations of fraud or statements by Mr. 
Doyle th at are in conflict with what he has said or allegedly said in 
a reg istration statement, to my knowledge, we have no actual or other 
knowledge of those statements.

If  we saw those statements, and we might  be able to obtain them, 
what we would do about them would depend upon what was in the 
statements, the materia lity, and certainly, we would take such action 
as might be required under the circumstances.

I would like to make one note before I finish my sta tement to you. 
We have made some reference to the injunction tha t was brought 
against the company, the complaint tha t was filed agains t the com­
pany before it listed. We were under the impression that one of the 
factors militating  for  the listing  was tha t it was one of the conditions 
tha t it should be listed on the American Exchange.

Apparently,  there has been some misunderstanding in tha t context 
and, further,  i f there has been any impression given tha t the injunc­
tion has been lifted at the present  time, we are advised th at it has not.

Mr. Dingell. Tha t the injunction was still pending and is still 
pending at the time of the listing.

Mr. Mooney. I understand that’s true. We would have to check 
tha t to be absolutely sure. If  I  had  known you were going to discuss 
Canadian Javelin , Mr. Congressman, we might have had more facts 
at our disposal, and we will certainly supply anything tha t you desire 
us to supply.

Mr. Dingell. Let me st art  out by saying tha t I hope you will con­
sider there is nothing personal in my remarks this morning in direct­
ing my s tatements not only to you, sir, but also to Mr. McCormick. 
I want you to be very clear on that,  sir. This should not be considered 
a matter of personalities.

I am just  concerned, and have been concerned for a long time about 
the general nature  of the protection afforded to investors, not so 
much by reason of any discrepancy in the activ ity of yourself or your 
exchange, or by reason of the activity of the SEC or inactivity by 
the SEC. I want to see to it tha t utmost protection is given to the 
average citizen in the market  seeking this valuable protection, and



150 SECURITIES MARKETS INVESTIGATION

tha t is the reason I wanted to discuss it th is morning, so th at it would 
be clearly a part of the committee record, and so that we can determine 
whether or not an investigation of the kind which you have so strongly 
endorsed is in the public interest.

Let me go a little  b it further. Let us go back over this Canadian 
Javel in matter. You mentioned tha t the injunction is s till pending. 
Am I correct ?

Mr. Mooney. Tha t is w hat we have been given to understand. I 
would have to check the record to make an affirmative statement on 
tha t myself.

Mr. D ingell. You may submit any supplemental information that 
you desire.

Mr. Mooney. Yes, be very glad to.
(Information referred  to follows:)

We are informed by counsel to Canadian Javelin tha t the injunction con­
sented to by the company and other defendants in September 1958 is still in 
effect. (See pp. 16 and 17 of the attached listing application of the company.) 

[P ro m  L is ti ng  A pp lica tion  No. 3255, C an ad ia n Ja ve li n,  L td .]

By complaint dated September 23, 1958 the Securities and Exchange Com­
mission institu ted a civil action in the Distric t Court of the United States for 
the Southern Distri ct of New York against  the company, John C. Doyle, Harold 
LeBrock, Maurice Lachmann and 20 other defendants alleging t hat  since about 
August 1, 1954 and continuing through July 25, 1958 the defendants offered 
for sale and sold the company’s capital stock without filing a registratio n state­
ment under the Securities Act of 1933, and alleging other violations of the 
Securities Act of 1933 and the Securities Exchange Act of 1934. On September 
25, 1958, the company and the four executive officers of the company who were 
defendants and five other defendants appeared voluntarily by counsel before 
said district court and consented to a permanent injunction being entered 
against the company and the nine individual defendants enjoining them from 
any act or practice which will constitute a violation of the Securities Act of 
1933 and the Securities Exchange Act of 1934. Counsel fo r the company stated 
to the court tha t the company proposed to file an application for listing its 
capital stock on a stock exchange in the United States and to file a registratio n 
statement with the Securities and Exchange Commission under the Securities 
Exchange Act of 1934. The company also stated to the  court tha t it would add 
additional directors of responsibility and stature to its board and this has been 
done. The company stated to the court tha t it proposed to transform its own 
corporation into an American corporation and the company is now considering 
a merger or other reorganization which would permit its subsidiary, the 
Javelin Corp., a Delaware corporation, to become the surviving paren t cor­
poration

Mr. Dingell. This is a suit agains t whom ? Agains t Doyle ? Who 
is the injunction running against? Did it run against Doyle, or Canadian Javelin , or just what is it?

Afr. Mooney. It  is my understanding tha t the injunction ran 
against Doyle, against the company, and against other persons who 
may have been selling the securities without registra tion in the United States.

Mr. Dingell, if you wish particu larized  information, in tha t re­
spect, I  would have to refresh my recollection and obtain a copy of 
the injunction for your files, if  you wish to have it.

Mr. Dingell. Certainly. Tha t would be permissible.
What I want to see, though, in just a general way this morning, 

if you can, is the nature of the injunction. The injunction was 
against sales of securities of Canadian Javelin, am I  correct?
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Mr. Mooney. Mr. Congressman, the ordina ry tenor of an injunc ­
tion of th is type would be a prohibit ion against future sales of those 
securities in violation of the statute. It  is not a prohibit ion against 
ail sales in futuro. It is violative sales only.

Mr. D ingell. We have here then a situation where the prohibit ion 
ran against violative sales, but tha t would have been cured by the 
listing  which was made on the American Exchange, am I correct?

Air. Mooney. Listing  is not any form of baptism or confession. It  
cures no sins that  have been previously committed.

Air. Dingell. I am aware of that, but, in effect, if you follow this to 
its logical conclusion, the listing of the stock on the American Ex ­
change for  all intents and purposes cures the defects which were p ro­
hibited by the injunction, am I correct ?

Air. AIooney. Air. Congressman, if you please, listing  on the ex­
change does not cure things. All li sting on an exchange does is p ro­
vide a marketplace for transactions in a security and presumptively 
lawful transactions in the security.

The injunction in Canadian jav elin was against future unlawful 
sales.

Air. Dingell. And when the listing on the American Exchange took 
place, they could engage in lawful sales, and so escape the ban of the 
injunction, am I correct?

Air. AIooney. No, they could not be relieved from the ban of the 
injunction. Let ’s take an example.

Let us say tha t Air. Doyle, assume for the purpose of the case, or 
any person, is in control of the corporation, quite clearly in  control of 
the corporation. At the time the security is listed he is subject, or 
has been subject, to an injunction against unlawful sales, sales in 
violation of the registration requirements of the statute, the 1933 act. 
The stock therea fter becomes listed. Tha t does not mean tha t there­
afte r as a control person he can effect sales in violation of the statu te. 
It  has no impact upon his status one way or the other. He is still 
subject to the Securities Act of 1933-----

Air. Dingell. I am fully aware of that.
Air. AIooney (continuing).  As though the stock had never been 

listed in any form or fashion. All listing does is provide an addi­
tional marketplace for the securities and, more importantly, as it  did 
in this case, provide the disclosure of information for the investors 
through the registration statement and such reports as are required 
under the statute, and also the market price of the stock is published 
every day.

Air. Dingell. Just one last question, Air. Chairman.
I would like to have, if possible, from Air. AIooney, or Air. McCor­

mick, a very brief answer on this. Do you feel it is appropriate  for 
the American Exchange to lis t a stock wherein it is subsequently al ­
leged by parties interested, admitted by part ies interested and others, 
tha t the registration statements filed with the SEC and other import­
ant documents contain such important and material misstatements of 
fact or at least serious omissions ?

Air. AIooney. Air. Congressman, if I  may answer the question, there  
is a distinction between allegations and fact. Now, if  somebody to ­
morrow were to bring suit in the Federal  court claiming tha t United 
States Steel was guilty of material misrepresentations in sales or any
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other series of violations of law of the United States tha t might bring 
it under the burden of fraudulent  allegations and such, the mere filing 
of a suit in itself would not be grounds for delisting of a stock. There is a great gap between allegation and proof.

Certainly, if it were proved, there would be a very serious ques­tion raised.
Mr. Dingell. Of course, a $3.25 million settlement on the part of 

Mr. Doyle would rise fai r inference of the tru th of the allegation.
Mr. Mooney. Mr. Dingell, coming back in a series of circles to this 

same point, I th ink wo both should understand tha t what we are talk­
ing about is a suit against Mr. Doyle in personam, a personal suit, not a suit against the company, a suit against Mr. Doyle, in which, if he 
settles it with this group of stockholders who are acting on behalf of 
the company, any payment he makes, any settlement he makes, 
whether it  be for $10 or $10,000, or $10 million, will be an asset of the 
company. It  is not to be considered in fu turo  as a potential sore, or cancer, or defect, or loss. It  is an addition.

Mr. Dingell. It  raises a question as to the integrity  of the manage­ment.
Mr. Chairman. I apologize for intruding on the time of the com­mittee.
Mr. Mack. Go right  ahead.
Mr. Dingell. Does it not appear to you tha t perhaps a suit like 

this ought  to raise some question on the p art  of the exchange to deter­
mine whether or not this is stock which is worthy of listing on the American Exchange?

Mr. Mooney. Mr. Congressman, if  again I may, and I am sorry— I hope I didn’t interrupt-----
Mr. Dingell. Tha t is all right.
Mr. Mooney. My great difficulty and the great difficulty of most 

of us present here today is th at I don’t know either qualitatively or 
quantita tively the nature  of the suits to which you are referring . To the extent tha t it is a suit against Mr. Doyle for previous violations 
of the Securities Act of 1933 focusing only on section 5 of the statute , 
wherein there is a remedy, or if there is a suit against him by the 
company for illegal sales of securities only, absent some element of 
serious frau d and so on, depending upon the degree of seriousness of the charges, you would then have a degree of promptness of action 
and a decision as to what kind of action you would u ltimately take.

I cannot understand the question. We would have to look at the facts and make a determination afte r scrutiny of the  facts.
Mr. Dingell. Do you periodically analyze stocks listed on the 

American Exchange to make sure tha t they are maintaining an ade­
quate standard of trut h reporting  in compliance with your regula­tions and SEC regulations?
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Mr. McCormick. We do.
Air. Mooney. Certainly we do the best we can in seeing to it tha t 

any company which is admitted to the privilege of listing  complies with the requirements of listing.
Air. Dingell. Have you made such a  scrutiny in the case of Cana­

dian Javel in in the light  of circumstances, and litigation, and so forth?
Mr. Mooney. Tha t is something that  I would have to check with 

the listing department. Unfor tunately, the man in charge of the listing  department is not here.
Mr. Dingell. You will submit that for the record ?
Mr. Mooney. His day-to-day activity is not within the purview of 

my knowledge or anybody here today. He may have made such a check and we may not know about it.
Mr. Dingell. I want to thank you very much.
Air. Mooney. If  we had known you were going to ask these things, 

certainly, Mr. Congressman, we would have every one of these details on hand.
Air. Dingell. I want to say that my questions were not intended to 

reflect personally on anyone. I hope you take my questions in tha t spirit. Thank you, Air. Chairman.
Air. AIack. Then, do you make periodic inspections of the stocks on 

your exchange to see if they meet these minimum requirements, and when do you make those inspections?
Air. AIcCormick. We require the  filing of  the same reports that  the 

Government does and we also require the f iling of annual reports, and those are examined by our staff to see tha t they  meet proper  account­ing requirements.
Air. AIack. You do not make as thorough an examination, though, periodically as you do a t the time tha t a stock is first listed on your exchange ?
Air. AIcCormick. Tha t migh t be a distinction, bu t I  doubt it. As a matt er of fact, our staff does review the report.
Air. AIack. Then, how often do you remove listed companies from the exchange?
Air. AIcCormick. It  varies. I t depends on the circumstances. I cer­tainly  will submit for the record the  companies tha t we have delisted, and there have been quite a few.
(Information referred to follows:)
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Issu es removed during 1955

D at e re ­
m ov ed

Is su e
N u m b er of 

sh ar es  
re m ov ed

T ra d in g  v ol ­
um e duri ng  

1955 on  
A m er ic an  

S to ck  
Ex ch an ge

LISTED ON NE W YORK STOCK EXCHANGE

Ja n . 3
M ar . 28
June 6

20
Ju ly 25
Au g. 10
Sep t. 16
N ov . 7
De c. 6

29

Ja n . 7
24

M ar . 8
A pr. 7

18
27
27

M ay 12
13
13

Ju ne 13
13
13

Ju ly 22
Aug . 10
Dec . 20

W hir lp oo l C orp , ( c o m m o n ) '. .. .......................... - ..............................
C on ti nen ta l F ound ry  & M ac hin e Co.  (c om m on) ------- -----------
N ia gara  S ha re  C orp , (c om m on)' -------------------- -----------------------
G en er al  Acc ep ta nc e C orp , ( c o m m o n ) '. .............. ................. . .........
N at io nal  F uel  Gas  Co. (c om m on )------------------------------------------
A er oqu ip  C orp , (c om m on)' -------- -------- ------------------------- --------
P it ts b u rg h  M et a llurg ic al  Co. , In c.  (c om m on)' ..............................
B ec km an  In str um en ts , In c.  (c om m on)' ...........................................
P en nro ad  C orp , (c om m on). . ......... . ....................................................
R o ta ry  E le ct ri c St ee l Co. (c om m on)' ----------------- -------- ----------

T o ta l,  10 is su e s ...................... - .....................................................
LIQUIDATE D, EXP IRE D, WORTHLESS, LIMITED NUM BER OF 

SHARES OUTSTANDING

3,188,624 
510,835

1,685, 732 
1,493,209  
4,191,201  
1,000,000 

637,706 
1,324, 735 
5,000, 000 

740,700
19,742, 742

(*)
56,700 
12,600

145.300 
333,000
199.300
161.300 
288,600 
681,600 
177, 700

2,056,100

>

«

Jan . 19
Feb . 8

8
14

M ar . 18
Apr . 1
June 1

24
27

Ju ly 12
Oct . 7
N ov . 15
Dec . 8

Jan . 3
3

Feb . 14
M ar . 11

11
A pr il 4
M ay 2
Ju n e 13
July- 8
Aug . 12
Sep t. 8

8
30

O ct . 3
10

N ov 1
Dec . 5

A C F -B ri ll  M ot ors  Co.  (w a rra n ts ) '.............................................................
To ba cc o & Alli ed  S to ck s,  In c.  (c ap it a l) '.  ..............................................
C ar r- C onso lidat ed  B is cu it  Co.  (c om m on)' ..............................................
A m er ic an  R ep ubl ic s C orp , (c om m on)' -----------------------------------------
Scu rr y  Oi ls L td . (c ap it al )1-------------- -------- ------------------------ ----------
C it y  Spe ci al ty  St or es , In c . (c om m on)' ------------------------------ .............
C it y  Spe ci al ty  St or es , In c.  (4>6 p erc en t co nv er tibl e p re fe r re d ) '. .. .
W il lson  P ro duct s,  In c.  (c om m on)' ----------- -------- - -------------------------
K ir by  P et ro le um  Co.  (c om m on)' ....... ........................................................
M ack in to sh -I Ie m phil l Co.  (c om m on)' -----------------------------------------
Dev oe  & R ay nold s Co. , In c.  (B  co m m o n )' ............................................
M ar io n  Pow er  S ho ve l Co.  (c om m on )------------------------------------------
Pa ci fic C an  Co.  (c om m on)' ............................ ........... ............. - ...................
N o rt h  C en tr a l Tex as  Oil Co. , In c . (c om m on)' ............. .........................
W h it m an  (W il li am ) Co. , In c . (c om m on )............ ................. ...................
C ala m ba S ug ar  E sta te , In c . (c ap it a l) ---------------------------------- --------

T o ta l,  16 i ss ues......... .............................................................................
REDEEMED  (PR EFERRED STOCKS)

K ir b y  P et ro le um  Co . (50 c en ts  p re fe r re d ) '. ...........................................
B ro w n Co . ($3 2d pre fe rr ed!' ............ ..................... - .................— - ...........
C en tr al -I ll in oi s Sec ur iti es  C or p.  ($1.40 co nvert ib le  p re fe rr ed)' .........
M eta l Tex ti le  C or p,  (p art ic ip a ti ng  p re fe rr ed )' ......... .............................
U ni on Oil Co . of C al ifor ni a ($3.75 A p re fe rr e d )' ....................................
U .S . & In te rn a ti ona l Sec uri ty  C or p.  ($5 1st p re fe rr ed )' ......................
G en er al  F in an ce C or p.  (5 per ce nt A p re fe rr ed )' ---------------- -----------
I ea r,  In c.  (5 p er ce nt convert ib le  p re fe rr ed)' .......... ................................
B ro w n Co . ($5 c onvert ib le  1st p re fe rr ed )' ......................... ....... . .............
A rm st ro ng  R ubber Co.  (4% ) per ce nt co nvert ib le  p re fe rr ed )' --------
H el en a R ubin st e in , In c.  (cl ass  A s to c k ) '. .................. —........................
G en er al  P u b li c  Seivi ce  C or p.  ($6 d iv id end  p r e f e r r e d ) .. ...................
R ea din g T u b e  C or p,  (p art ic ip a ti ng  pr ef er re d s to ck )' ..........................

T o ta l,  13 iss ue s....... ........... ................. ............. - ..................................
MERGED INTO OR ACQUIRED BY OTH ER CORPORATIONS

M ap es  C ons olid at ed  M anufa ctu ri ng  Co.  (c ap it a l) ..............................
O liv er  U n it ed  F il te rs , In c . (cl ass  B ) ----------------------------------------
N or de n Lab ora to ri es  C or p,  (co m m o n )' ............................................... -
U n it ed  S ta te s F in is h in g  Co.  (c om m on)' .................................................
U n it ed  S ta te s F in is h in g  Co. ($4 co nvert ib le  p re fe rr ed)' ................... •
U n it ed  S ta te s R ad ia to r C orp , (c o m m o n ). .............................................
F ord  M oto r Co . of  F ra nce  (A D R ’s ) ------------- ------------------------------
P en nsy lv an ia  W a te r & Pow er Co. (c om m on)' -----------------------------
U .S . & In te rn ati ona l S ec uri ty  C or p,  (c o m m o n ) '. .................- ...........
K ey  Co . (c om m on )-------------------------------------------------- ------------------
C en tr al  O hi o St ee l P ro ducts  Co. (c om m on)' ----------- ---------- - .........
E asy  W ash in g M ac h in e C orp . (B  com m on)' -------------------------------
D om es ti c F in an ce C or p,  (c om m on)' ......... ..............................................
N iles -B em en t-Pon d Co . (c om m on)---------------------------------------------
Row e C or p.  (T he ) (c o m m o n )' .......... . ........... - ........................................
C la rk  (T he D . L .)  Co . (co m m o n )' ...........................................................
C o lt ’s M anufa ctu ri ng  C o-----------------------------------------------------------

T o ta l,  17 iss ue s...................................................... - ..................... .......
G ra nd  to ta l,  56 is su es ---------------------------------------- -------- -------

a 279,988 
' 238. 972 

1,219,290 
1,590,0 00 
« 227,151 

« 13,301 
6 6 ,204  
»2,  581 

♦593,090
< 177,446 

« 5 ,387 
• 7,393

< 486,291 
‘ 239,890 
«249 ,931 
t 250,000

(’)
90,590 
58,290 

400 
200

6.40 0
14,639 
53,300 
23,000

3.400
6,300

23.690
1,000

25.690
5, 487, 555 306,539

500,000 (»)
52,455 (’)
N one 550
12, 564 (’)

232, 500 6,425
100,000 1,875
111, 992 1,800
94,076 30,500
57,915 16,708

558 4,375
100,000 14,050

3,305 251
38,389 5,400

1,303.754 81,934

« 129,100 (’)
6 198,891 (*)
'  400,000 74,000
7 475,974 39,600
7 43.313 7,000

« 727,228 63.000
8 1,620,792 677,300

8 429,848 78,920
« 496,890 135,800
8 120,000 57,275
e 184,507 37,900
e 461,245 178,800

• 1,276,348 56,500
8 868,285 608,000
8 504,000 83.600
7 300.000 26,000
’ 400,000 281,100

8,642,421 2,405,195
35,176 ,472 4,849,768

' Rem ov ed  from  l is ting ; a ll  o th e r Issues  r em oved  from  un li st ed  t ra d in g .
2 N o sa les .
’ E xp ir ed .
« I iq uid at ed .
5 W or th le ss .
• l im i t e d  n um ber of  o u ts ta nd in g  sh ar es .
« M er ge d.
'  A sset s ac quir ed  b y  o th er co rp or at io ns .
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Issues removed  during  1956

D at e re ­
m ov ed

Is su e

LISTED ON NEW YORK STOCK EXCHANGE

F eb . 28 
M ar . 5 
M ay  1 
Ju n e  25 
A ug . 6 
Oet . 9

Ces sn a A ir cr af t Co. (c om m on ) < _____________
A rg us  C am er as , In c.  (c om m on ) ' ..............................
F en es tr a , In c . (com mon ) >_____________________
B uc key e P ip e  L in e Co . (c ap it al ) ............................
H el le r (W alt er E .)  & Co.  (com mon ) t __________
N at io nal -U .S . R ad ia to r C or p,  (com m on ) i ............

T o ta ls , 6 is su es ______ ___ ____ ___________

REDEE MED (PR EFE RRED STOCKS

F eb . 21 
23

A pr.  2 
Ju n e  7

Jan . 30 
F eb . 9 
M ar . 22 
A pr.  9 

10 
17

A ug . 10 
31

O et . 10 
N ov.  14

H ig bi e M anufa ctu ri ng  Co.  (5 p er ce n t convert ib le  pr ef er re d) «____
G en er al  O utd oor A dver ti si ng  Co. , In c . (6 p er ce n t pr ef er re d)  >____
N o rt h  A m er ic an  R ay on C or p.  ($3 p re fe rr ed ) ’ . . . ____ __________
G ra ham -P ai ge C or p.  (5 p er ce n t co nvert ib le  pr ef er re d)  1____ _____

T o ta ls , 4 i ss ues ___________________________________________

UUU IDA TED , EXTIRED, WORTHLESS—LIMITED NUM BER OF SHARES 
OUTSTANDING

C onso lidat ed  L iq u id ati ng  C or p,  (c om m on )______________________
C arm an  & Co. , In c.  (C om m on ) > . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . . .
C om po  Sh oe  M ac h in er y  C or p.  (V T C ’s 1956) 1......................................
W ard  B ak in g  Co . (c om m on  s to ck  pu rc has e w arr an ts  ' ) __________
E ure ka  C orp .,  L td . (c om m on  s to ck  pu rc has e w arr an ts  ') ____ ____
R io  G ra nde V al le y Gas  Co . (V T C ’s 1956) 1 ______________________
Axe Sc ien ce  & Ele ct ro ni cs  C or p,  (com mon ) >.........................................
C .W .C . L iq u id ati ng  C or p,  (com mon ) i .................................. ............. ..
R ai lw ay  & U ti li ti es  I n v esti n g  C orp . (A )_ ...............................................
U n it ed  C orp , (o ption  w a rra n ts ) ............................... ............... ...................

T o ta ls , 10 is su es .....................................................................................

J an . 23 
M ar.  16 

16
A pr.  2 
Ju n e  15 

15 
15

Ju ly  6 
O ct . 10 

2
N ov . 1 

12
Dec . 4 

31

J a n . 3 
F eb . 20

M ar . 28 
O ct . 24 

29

MERG ED INTO OR ACQUIRED BY OTHER CORPORATIONS

F ed er at ed  P et ro le um s L td . (c o m m o n )1____________________
M id -W est  Ref in er ies,  In c.  (com mon ) >______ ____ _________
P ro sp e ri ty  Co. , In c . (cl ass  B co m m on)..........................................
R ic hm ond R ad ia to r Co.  (c om m on )_____________ __________
A irf leets,  In c . (c ap ital ) 1_____ _______ _____________________
Col on ia l A irl in es , In c.  (com m on ) i_________________________
W as at ch  C orp , (com mon ) > _______ _______________________
E le ctr oda ta  C or p,  (c ap ital ) ______ _____________________
D ra gon  C em ent Co ., In c . (c om mon ) 1................................... . . . .
Ape x E le ct ri ca l M anufa ctu ri ng  Co . (c om m on ) 1____________
Em sc o M anufa ctu ri ng  Co . (c om m on )_____ ________________
M on ro e L oa n So ciet y (cl ass A co m m on ) >____ _____________
Sel by  Sh oe  Co . (c om m on)___________________ ______ ______
C linc hf ie ld  Coa l C or p,  (c om m on )_______________ ____ ______

T o ta l,  14 i ss ue s______________________________________

STATUS CHANGED FROM UNLISTED TO LISTED

N u m b er of 
sh ar es  

re m ov ed

T ra d in g  v ol ­
um e duri ng  

1955 on  
A m er ic an  

st oc k 
ex ch an ge

731,109 75,700
454.984 22,000
556, 647 40,700

1,310,672 83,000
1,37 4,16 6 49,500
1,044,4 29 131,500

5,472,007 402,400

27,012 400
20,425 100

218,413 6, 300
456 14, 375

266.306 21,175

2 483, 234 (’)
2 342,328 (’)

4 Non e
4 11,879 40,700
4 14.392 579,300
4 Non e

» 2,500,000 322,600
2 7.50, 000 33, .500
2 145,939 8,400

• 3,732 ,059

7,979,831 984,500

2 3,658 ,708 (’)
’ 755,645 (’)
’ 414, 790 28,100

2 1,132,1 43 100,600
2 233,796 29,200
’ 520, 600 175,900
’ 230,310 4,700
’ 910,000 202,700
8 510,000 99,200
2 340 ,000 70,400
8 457, 786 35,300
’ 321.157 18,600
2 226,850 129,800
2 814 ,333 138,650

10,526,118 1,033,150

M cW il li am s D re dci np  Co.  (c om m on )............ ......... ............. ........... .......
C al iforn ia  E le ct ri c Pow er Co . (c om m on) ..................................................

T o ta l,  2 i ss ue s____________ _____ __________________________

EXCHANGED UNDE R FLANS OF REORGANIZATION

385,000 
2,900,000 

3,2 85,000

S ta nda rd  Pow er <fc L ig h t C or p,  (c om m on  B)  
B udget  F in an ce P la n  (7 p er ce nt pr ef er re d)  ». 
C anad ia n  C an ners , L td . (c o m m o n ).. .......... ..

T o ta l,  3 i ss ues _____________________________________________

G ra nd  to ta l,  39 i s su es ............................... ...........................................

1 R em ove d from  l is ti ng; al l o th e r iss ues re m ove d from  un li st ed  tr ad in g .
2 L iq u id ate d .
’ N o sa les.
‘ Exp ir ed .
’ Bec am e op en -e nd  i nv est m en t tr u s t.
» W or th le ss .
’ M er ce d.
• A sset s ac qu ir ed  b y  o th e r co rp or at io ns.

468,137

468,137

27,997 ,399

120

120

2,4 41,345
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Issues removed during  1957

[D ate  r e­
mov ed

Is su e

Ja n . 3
Feb . 11
M ar . 4

4
A pr. 15
M ay 1
Ju ly 15

24
30
31

Au g. 5
27

N ov . 1
1

18
19

De c. 16

Ja n . 11
Feb . 1
Oct. 7

F eb . 11 

11

M ar.  4 
A pr.  15 

15 
17

M ay  10 
29

Aug . 22 
22 
22 
22

22

29

Feb . 1
1■ 1

F 28
A pr . 2
June 3
Ju ly 30
Aug . 23
Sep t. 9

23
N ov . 1

8
Dec . 9

18

LISTED ON NEW YORK STOCK EXCHANGE

Sc hi ck , In c . (com mon ) 1________ ____________________ ____ ______
P ip er A ir cr af t C o ip . (com mon ) 1_________________________ ______
E a ste rn  G as  & F uel  A ssoc ia tes (c om m on)------- -------- .........................
E a ste rn  G as  & F uel Assoc ia tes (4}4 per ce n t p re fe rr ed ).....................-
C onso lida te d  G as  U ti li ti es  C or p,  (c om m on ) 1....... .................................
C onso lida te d  E le ct ro dynam ic s C orp , (c om m on ) 1.......................... ..
H am m ond  O rg an  Co. (c om mon ) 1-------- --------------------- -------- --------
R om e C ab le  C orp , (com mon ) 1...... ..............................................................
L it to n  I ndustr ie s,  In c.  (com mon ) ' ------- ------------------- -------------------
R el ia nce  E le c tr ic  X? Eng in ee ring  Co.  (com mon ) 1.................................
A lli ed  P ro ducts  C or p,  (c om mon ) 1.............................................................
U n it ed  Sh oe  M ac h in er y  C or p,  (c om m on)...................... ............. ...........
U n it ed  Sh oe  M ac h in er y  C or p,  (p re fe rr ed )..............................................
S ta ndard  Pac ka gi ng  C or p,  (c om m on ) 1------------------- ----------- --------
S ta n d a rd  Pac ka gi ng  C or p,  (c onv er tibl e pr ef er re d)  1............................
G la ddi ng,  M cB ea n A Co.  ( e a p i ts l) ................. —- ...........- .....................
T is hm an  R ea lt y  <V C onst ru ct io n  Co. , In c.  (com m on ) 1........ .............
A la bam a G as  C or p,  (c o m m o n )1 .................................................................

T o ta l,  18 is s u e s ......................................................................................
REDEEMED  (PR EFE RRED STOCK)

G ulf  S ta te s L an d  & In dust ri e s,  In c . (c las s A s to c k ) . . . ......................
K in gs C o u n ty  L ig hting  Co . (4 p er ce n t pr ef er re d)  »..............................
G en er al  P ly w ood C or p.  (5 p erc en t co nvert ib le  pr ef er re d)  >...............

T ota ls , 3 i ssue s......................... ......... ......... — ....................................
LIQUIDATED, WORTHLESS, LIMITED NUMBE R OF SHARES 

OUTSTANDING OR ORDER OF SEC
B ri ti sh  A m er ic an  To ba cc o Co. , L td . (A D R ’s 5 per ce n t pr ef er re d 

b e a r ) . . .......................... ............. - ............. - ...................................... ......... - -
B ri ti sh  A m er ic an  To ba cc o Co ., L td .,  (A D R ’s 5 per ce n t pr ef er re d 

re g is te re d ) .. ........... ........................................ ..............................................
B as in  Oil Co . of Cal ifor ni a (c ap it al ) 1-------------------------------------------
G re a t Sw ee t Gra ss  Oils  L td . (c ap it al ) 1 ............... ......... ....... ................. -
K ro y Oi ls,  L td . (com mon ) ' ----- ------- -------------------------------------------
Ric e- St ix , In c.  (c om m on )........ . ........................................................ - .........
L acl ed e-C hri st y  C o.  (com mon ) i --------------------- ------------------- --------
Se ga l Lo ck  & H ar dw ar e Co. , In c.  (c om m on)--------------------------------
C en tr al  S ta te s Ele ct ri c C or p,  (c om m on )..................................................
C en tr a l S ta te s E le ct ri c C or p.  (7 per ce nt p re fe r re d ) .. ........... .............
C en tr al  S ta te s E le ct ri c Cor p.  (6 p er ce n t p re fe r re d ) .. .------ -----------
C en tr a l S ta te s E le ct ri c C or p.  (6 perc en t pr ef er re d, op tional  div i-

(le nd  se ri es )__ _ _ ________ __ ____ _________ - __ - ____ - _______
C en tr al  S ta te s E le ct ri c C or p.  (6 per ce n t pr ef er re d,  op ti onal  d iv i­

dend  s er ies, 19 29 ). .............................. .......................- -------------------------
P in ch in , J ohnso n & A ssoc ia tes, L td . (A D R ’s or d in ary  re g is te re d ). .

T o ta l,  14 is su es_____ _____ ______ - -------------- ----------------------

MERGED INTO OR ACQUIRED BY OTHER CORPORATIONS

A m er ic an  T ra c to r Co.  (com mon ) 1------ - ------- -------------------------------
G er it y-M ic hig an  C or p,  (com mon ) i .......... ................................................
K in gs  C o un ty  L ig hting  Co . (com m on ) i . . . ---------------------------------
V en ez ue la  S yndic a te , In c.  (c om m on ) i .....................................................
Sup er io r P o rt la n d  C em en t,  In c.  (c om m on)---------------------------------
A m er ic an  H a rd  R ubber Co.  (c om m on)................. ..................................
M eta l Tex ti le  C or p,  (com mon ) «--------------------------------------------------
P h il li ps P ac kin g  Co. , In c.  (c om m on ) .............................. ................
B ri ti sh  Celan es e L td . (A D R ’s o rd in a ry  R eg is te re d )..........................
U n it ed  Spe ci al ties  Co . (com mon ) t ----------------------------------------------
A in sw ort h  M an ufa ct u ri ng  C or p,  (c om m on )--------------------------------
U nit ro nic s C or p,  (com mon ) •-----------------------------------------------------
M id la nd  St ee l P ro duct s Co. ($2 d iv id en d  s hare s)..............................
J . O. Ros s E ng in ee ring  C or p,  (c om m on ) >-----------------------------------

T o ta l,  14 is s u e s .................. ............... ....................... - -------------------

G ra nd  to ta l,  49 i ss ue s.........................................................................

N um ber of 
sh ar es  

re m ove d

T ra d in g  v ol ­
um e duri ng  

1955 on  
A m er ic an  

stoc k 
exch an ge

1,230,0 00 900
883,067 30,900

2,832, 333 135,500
246, 373 2,600
886,027 27,300

1,029, 447 70,800
1, 523, 216 55,400

629,602 19.300
1,546,322 194,900
1, 348,958 52,900

800,000 34,400
2,365,958 237,800

423,908 10,930
2, 453,298 661,600

139, 870 83,600
1, 725,000 43, 200
1,847,6 26 146,100

925, 317 136,000

22,836, 322 1,944,1 30

1,273 (2)
44,000 (’)

5 45, 500

45, 278 45, 500

2 N one N one

2 Non e N on e
4 270,000 2,200

8 5 ,000.000 N one
8 4 ,475,000 N on e

2 135,971 25
8 332,268 1,010

« 2,707,811 (J)
8 10,105,023 (2)

« 68,800 (2)
« 94 ,840 (’)

8 15,313 (’)

8 31, 661 (3 )

3 36 (3 )

23, 236,723 5 3 ,235

7 1 ,111,05 7 25,000
8 767, 500 (3 )
7 440,000 4,800
8 920, 221 92,900
8 271,708 20,000
1 327,813 31,200
8 165,000 16,600
8 475,000 56, 200
1 61 ,260 9,400

8 170,000 50,100
8 417,362 371,200
7 601,952 400,800

7 55,800 6,05 0
7 467,830 24,700

6,252, 503 1,103,950

52, 370,826 3,1 01,815

♦

<

1 F u ll y  li st ed , al l o th e r is su es  a d m it te d  to  u n li st ed  tr ad in g .
2 N o sales.
2 L im it ed  n um ber of  sh ar es  o uts ta nd in g .
4 L iq u id ate d .
2 O rd er  o f S E C .
« W or th le ss .
7 M er ge d.
8 A ss et s acqu ir ed  b y  o th e r co rp or at io ns .
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Issu es removed during  1958

Date re­
moved

Issue

Jan . 2 
Aug. 11 
Sept.  29 
Dec. 10 

15

Jan . 2
2
2

20
Mar. 12
Ma y 9

9
9
9

26
June 9
Jul y 1

1
Sept. 24
Dec. 31

LISTED ON NEW YORK STOCK EXCHANGE

Slegler Corp, (com mon)1................................. ........... . ........................
Simp licity Pa tte rn  Co., Inc. (common)1_____________________
Missouri Public  Service Co. (com mon)1______________________
Thiokol  Chemical Corp, (ca pital) 1__________________________
Great Atla ntic  & Pacific T ea Co. (nonvoting com mon)_________

Tota l, 5 issues_______________ ______________________

RED EEM ED (PREFE RRED STOCKS)

White Stores, Inc. (5 ^  percent convertible preferre d)1. . ................

Total, 1 i ssue................................................................................

LIQUIDATE D, WORTHLESS,  LIMITED NUM BER OF SHARES 
OUTSTANDING OR ORDER OF SEC

Cit y Savings Ban k Co., Ltd . (American shares cap ita l)1................
Loblaw Groceterias Co. Ltd . (com mon )____ _____ _______ ____
Loblaw Groceterias Co. Ltd . (2d preferred stoc k).... .......... . ...........
Gulf States  Land  & Ind em nity, Inc. ($4.50 pre ferr ed)......... ...........
Swan-F inch Oil Corp, (com mon )____ ________ _____________
Dem pste r I nve stm ent  Co. (common)1_______________________
Jer ry O’Mahon y, Inc. (com mon )1___ ________ _______________
New Bristol Oils, Ltd . (com mon)1____________ _______ ______
Red Bank Oil Co. (com mon)1. . ____ ___ _____ ______________
Par amoun t Motors Corp, (ca pital) 1. . . ___ ___________ ______
Bellanca Corp, (com mon )1_________________________________
Cable Elect ric Prod ucts , Inc. (com mon )1. . ......... . ...........................
Commodore Hotel,  Inc. (com mon)1_________________________
AUes & Fisher , Inc. (common)_____ _______ ________________
Auto matic  Voting Machine Corp, (capital)1. ...................................

Tota l, 15 issues_____________________________________

EXCHANGED FOR OTHER SECURITIES UNDER REORGANIZATION PLANS

Feb.  28 
June  25 
Sept. 29 
Dec. 15

Nucle ar Corp, of America (common) 1___________ ______ ____
Highway Tra iler  Industrie s, Inc. (pref erred) 1.......... ......................
Great Atlanti c & Pacific T ea Co., Inc. (7 percont 1st p refer red )..

Tota l, 4 issues.

Jan . 22 
27

Feb.  7

Mar.  14 
May  9 

23
Jul y 14 
Aug. 19 
Nov. 5 

10
Dec. 5

MERGED INTO OR ACQUIRED BY OTHER CORPORATIONS

Pleasant Valley Wine Co. (ca pita l) 1....... ......................... ........
Toklan Oil Co rp, (comm on) ___________________ ___
Merr ill Petrole ums, Ltd . (comm on) 1........................................
Michigan  Steel Tube Prod ucts  Co. (commo n) 1.............. ........
Liberal Petroleums,  Ltd . (comm on) 1.......................................
Scullin Steel Co. (comm on) 1________ ________ ____ _____
Vulcan Silver-Lead Corp, (cap ital ) 1............................ . ...........
Canso Na tura l Gas, Ltd . (V TC ’s for ca pita l) •_.......................
Nor bute  Corp, (comm on) 1_______________ ____________
Norden-Ketay  C orp, (commo n) 1_________________ _____
Polaris  M inin g Co. (cap ital ) 1________ _______ _________
Okonite Co. (comm on) 1__________________ ___________

Tot al, 12 issues.

Jan . 15

STATUS CHANGED FROM UNLISTED TRADING TO FULLY LISTED

Atlanti c Coast Fishe ries Co. (“ old ” com mon )............ ................

Tota l, 1 issue____________ ____ ________ __________

Gran d tota l, 38 issues............................................. ................

Num ber of 
shares 

removed

Tra din g vol­
ume duri ng 

1958 on 
America n 

stock 
exchange

1,714,339 
758,126

1,987,554 
1,531,887 

21,639,206

None 
134,800 
125,900 

1,013,600 
82,250

27,631,112 1,356,550

1,319 18,700

1,319 18,700

2 3,292
2 508,300 
’ 445,056

2 3,131 
» 2,804, 764

2 149,525 
’ 1,990 ,288
3 5,663,810

3 947, 182 
’ 259,110

4 1,717,730 
’ 256,047
2 482,132
’ 72,464 

«360,000

None 
None 
None 

30 
None 

800 
None 

168,100 
None 

200 
None 
None 
4, 700 
3,650 

20,300

15,662,831 197,780

78,076 
None 
14,587 

260,362

1,000
66,490 
23,650 
54,780

353,025 145,830

• 263,000
7 1,028, 512 
• 2,937,995

« 200, 000
7 3, 517, 765

7 349,242 
» 1,874,700
6 3, 662, 669
7 2,174,405
7 1,302,856  
« 2,296, 992

7 234,282

None 
3, 700 

61,700 
900 

53,990 
122,690 
66, 700 

249,600
615.400 
752,300
139.400 
192,310

19,839,418 2,168, 510

2,162 ,092 None

2,162 ,092 None

65,649,797 3,887 ,370

1 Fu lly  listed; a ll ot her  issues adm itted to unli sted tradi ng. 
1 Limited  nu mbe r of shares ou tstan ding .
1 Worthless.
1 Order of SEC .
5 Liqu idate d.
• Merged.
7 Assets acquired by othe r corporations.

73010— 61-------11
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Issues removed, during 1959

Da te re­
moved

Issue

LISTED ON NEW YORK STOCK EXCHANGE

Feb. 16 
M ar . 9 

31
Apr. 6 

13 
22

M ay  20 
Ju ly  1 

20
Sept.  1 
Oct.  20 

28

Th e Diners’ Cl ub , Inc. (com mo n) '______ . ____ _______________
U.S . Vita m in  & Pha rm ac eu tic al  C orp , (co mm on) 1............................
McD on ne ll Ai rcr aft  Corp,  (com mon )'_________________________
N ep tu ne  M eter  Co. (comm on) 1________ . _____________________
W hite  S tores, Inc.  (com mo n) '________________________ ______ . .
Gle n Alden Corp,  (cap ita l)................... ....................... . .......... ..............
Globe -Wern icke I nd us tri es , Inc. (c om m on ). ......................................
Va nad ium -Alloys  S teel Co. (c ap ita l) '............................ .......................
Wa llac e & Ti erna n,  Inc. (com mo n) '___________________________
R ya n Ae ron au tical Co. (co mm on)'......... .............. .............. ..................
Lea r, Inc . (co mm on)'______ ________________________ ________
Crowell-C olli er Pu bl ish ing Co.  (com mo n) '_____ _______________

To tal, 12 i ss ues .................................................................................

REDEEMED  (PRE FER RED  STOCKS):

Ja n.  12 
M ar . 30 
Ju ly  9 
No v. 23

Am eric an Air Fi lter  C o., Inc . (5 per cent convert ibl e prefer red) '__
Va lspar Co rp.  ($4 co nvert ible prefer red) '________ _______ ____ _
Sign al Oil & Gas Co. ($1.25 prefer red) '___ ____ ______________ _
C en tu ry  In ve sto rs , Inc . (co nve rtib le pr ef er red) '.............................

To ta l, 4 issu es_________________________________________
LIQUIDATED, EXP IRE D, LIMITED NUMRER OF SHARES OUTSTANDING 

OR ORDER OF SEC

Feb. 9
9

18
26

Mar. 16
Apr . 1

7
M ay 1
Ju ne 8
Ju ly 15
Sep t. 11
Oct . 1

15
Dec. 9

Cu ba n Atla nt ic  Sug ar Co. (com mon )'........................... . .....................
In te rn at io na l Cig ar M achine ry  Co. (cap ita l)_________ _____ ____
West ern  M aryl an d Ra ilw ay  Co. (7 p ercent  1st p referre d) .......... .
Alum inum  Indu st rie s,  Inc . (com mo n) '________ ___________ ____
Sunrise  Su pe rm arke ts Corp,  (co mmon )'_____ _________________
Black, St ar r & G orh am , Inc . (class A comm on)* ___________ ____
West  C anad ian  Oil & Gas Lt d.  (sub . r ts .) '. ____ ______ ____ ____
Tr un z,  Inc . (c ap ita l) '____ ____ _________ ____ ________________
Ge neral Acceptance Co rp,  (w a rra n ts ) '. .. .____ _________________
Cur tis  Lig hting , Inc . (comm on)_______ ____ _________ ____ ____
Dav en po rt Hosier y Mi lls , Inc . (co mmon )'.......... ................................
Ken ne dy ’s, In c. (com mo n) '__________________________________
P.R .M .,  Inc . (com mo n)_____ __________ ____ _______ _________
Sicks Brewer ies,  Lt d.  (co mm on)________ ____ ________________ _

To ta l, 14 issu es ............ .......... .............................. —............ .........
EXCHANGED FOR OTHER SECURITIES UNDER REORGANIZATION 

PLANS

M ay  1 
Nov . 2

Lefcourt Rea lty  Co rp,  (class A c on ve rt ib le )'____ ____ . ____ _
Fo rd  M otor  Co. of C anad a, Lt d.  (class A n on vo tin g) ................

To ta l, 2 issues............................................................................
MERGED INTO OR ACQUIRED BY OTHER CORPORATIONS

Ja n.  7
23
29

Fe b.  25 
27

Ap r. 10
24

Ju ly  6 
Aug . 5 
Sept.  10 
Dec . 3

30

Hyd ro-E lectric  S ecu ritie s Co rp,  (co mm on)......... .......... ............ .
Ca na dian  Atla nt ic  Oil Co.,  Lt d.  (c ap ital )' ...................... ................
Ocea nic Oil Co. (c ap ital )'........... ................................ . .......................
Gy psum  Lim e & A lab ast ine , Ca na da , L td . (c ap ital ). ...................
Sun Ray  Dr ug  Co. (com mo n) '......... ..................................................
Pio neer Gold Mine s of B.C.  Lt d.  (c ap ita l)1.....................................
AMI, In c.  (com mon )'_____ ____ ___________ ________________
H ev i-D ut y El ec tric  Co. (com mo n) '...................................................
Midd le  State s Pe tro leu m Corp,  (co mm on )......................................
Knox Co rp.  (A co mmon )'____________ __________ __________
Hum ble Oil & Refin ing  Co. (cap ita l)............ ............... ...................
Isr ae l-M ed ite rra ne an  Pe tro leu m,  In c.  (V TC c omm on)* _______

To ta l, 12 is sues .......................... .............................- ...................
STATUS CHANGED FROM UNLISTED TRADING TO FULLY LISTED

18 Me sab i Iro n Co.  (capital)
To tal, 1 issue
Grand  to ta l, 45 issues

N um be r of 
shares  

rem oved

Tr ad in g vol ­
um e du rin g 

1955 on 
Am erican  

Sto ck 
Exc han ge

1,442,118 92,500
2,000,000 136,200
1,646,167 239,200
1,132,010 78,100
1,112,857 85,600
6,888,602 357,100

884,525 35,800
626,000 69,200

1,465,013 128,000
1,721,662 150,100
2,971,931 2,667,800
2,685, 641 2,101,500

24,576,526 6,141,100

44 No ne
1,196 900

200,000 2,300
3,402 320

204,642 3,520

2,008,000 2 37,300
600,000 2 175

6,514 ’ 210
436,129 2 2,110
453,068 3 4,300
125,000 ’ 12,200

2,582,002 < 1,684,700
100, 000 3 190

843 < 13,200
170,160 3 1,300
171,200 3 19,210
118,425 3 25, 900
175,119 3 8,800
952,000 3 3,900

7,898, 460 1,813, 495

None None
Non e None
None None

1,476,393 •200
3,273,657 s Non e
1,879,154 • 16,200

880,816 »40
644,544 • 5,400

1,751,750 • 68,900
240,136 «58,300
376, 512 8 42.900

2,405,386 8 7,800
150,000 ’ 150, 700

72,218,148 6 42,110
8,089,000 6 1,477,600

. 93,385,496 1,870,150

1,358, 500 No ne
1,358,500 No ne

. 127,423,624 9,828,265

' Fu lly lis ted ; all othe r issues ad m itt ed  to un lis te d tra ding . 
2 Li qu idate d.
2 Limi ted  nu mlie r of shar es ou tst an ding .
« E xp ire d.
1 A ssets acq uir ed  by  o ther  c orp ora tion s.
• Merg ed.
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Issues removed during 1960

Date r e­
mo ved

Issu e

LISTED ON NEW YORK STOCK EXCHANGE

Ja n.  4 
28

Apr . 4 
25

M ay  17 
Ju ne  15 

20
Ju ly  18 
Au g. 17 

22
Se pt . 13 

14
Oc t. 3 
De c. 30

Fe b.  4 
Ju ly  20 
Oc t. 3

Ju ly  11 
Aug . 15 
Nov . 10 
De c. 5

Ja n. 15 
M ar . 11 
Apr . 29 

29
Ju ly  6 

15 
15 
18

Se pt.  2 
9 
9

Nov . 28 
Dec . 14 

14 
29 
29

McK ee (A rt hur Q .) & Co.  (com m on )1__________________ _
Gr ea t West ern  Fi na nc ia l Co rp , (c ap ital )1__________ _____ ___
Am eri ca n Ph oto co py  E qu ip m en t Co. (c om m on )1. . . . .................
St an da rd  Fi na nc ia l Co rp, (com mon )1. ______________________
Ar ms tro ng  R ub be r Co. (A  co m m on )1. _____________ ______ _
Ra ym on d In te rn at io na l, In c.  (com m on )____________________
In te rn at io na l Re sis tan ce  Co. (com m on )1. . __________________
Singer  M an uf ac tu rin g Co. (c ap ital )____________________ ____
H ol t, R in eh ar t & W ins ton , In c.  (com m on )1________ ____ ____
Aro E qu ip m en t Co rp,  (c om m on )1__________________________
Ho over Ba ll & Be ari ng  Co. (com m on )1. . ___________________
M ay s (J . W .),  In c.  (com m on )1_____________________________
Bas ic, In c.  (com m on )1___________ _____ ____ ____ __________
Av ne t El ec tro nic s Co rp,  (com m on )1.................................................

To ta l, 14 is sues ............................................................................

REDEEMED (PREFE RRE D STOCKS)

Am eri can  N at ura l Gas Co. (6 pe rcen t pr ef er re d) ................. .........
De ve lop me nt Co rp,  of A me rica  ($1.2 5 co nvert ibl e pr ef er red)1. . .
Associated  Te lep hone  & Te leg rap h Co. (class A )_____ _______

To ta l, 3 i ss ues .............................................................................

LIMITED NUM BER OF OUTSTANDING SHARES, ORDE R OF SEC, 
NO TRANSFER FACILITIES, OR LIQUIDATED

Kr ueger (G .) Brew ing  Co. (co mm on ) 1......... ......................... .........
Co rnu copia  Gold Mine s (co mm on c ap ita l) *. ........... . ....................
Cu ban -V en ez uel an  Oil Voting  T ru st  (V T C ’s) 1 ______________
Arka nsas  Fuel Oil Co rp, (c om m on )..................................................

To ta l, 4 iss ues

MERGED INTO OR ACQUIRED BY OTHER CORPORATIONS

Col on Oil Co. Ltd . (c om m on) 1 _________________
Diver sifi ed Sto res  Co rp,  (c om m on)1..........................
Im pe ria l Color Ch em ica l & Pa pe r Co rp, (c a p it a l) 1

Wo odle y Pe tro leum  Co. (c om m on)1_____________
In te rn at io na l Pe tro leum  Co. Ltd . (c apit a l) _______
D uM ont  (A lle n B. ) La borat ori es,  In c.  (co mm on ) L
Ne w Superio r Oils of Ca na da  Lt d.  (co mm on ) 1.......
Uni te d Stores Co rp, (com m on )_____ ____________
Am eri can  Lau nd ry  M ac hine ry  Co. (com m on )____
M en era l Tr an si st or  Co rp,  (c om m on) 1........................
Sh erma n Pr od uc ts , In c.  (co mm on ) •_.........................
Ste in  (A .) & Co. (c om m on)1____________________
N or th sp an  U ra ni um  Mi nes , Ltd . (co mm on ) 1.........
Re ad ing  Tub e Co rp, (co mm on ) ..............- ............
C en tu ry  I nv es tors , In c.  (co mm on ) .......................
W eb ste r I nv es tors , Inc. (co mm on ) 1___ __________

To ta l, 16 is sue s.......................................................

Gra nd  t ot al , 37 issues _____________________

1 Fu lly  l isted ; all ot he r i ssue s a dm itt ed  t o un lis te d tra di ng .
2 Limi ted  nu m be r o f ou ts ta nd in g shar es.
3 Order of S EC .
6 No tra ns fer  fac ilitie s.
3 Li qu id ated .
• A ssets  a cquir ed  by  o th er  co rpo rat ion s.
’ M erg ed.

N um be r of 
sha res  

rem oved

Tr ad in g vol­
um e du rin g 

1960 on 
Am erican  

Sto ck 
Exc han ge

1,1 32 ,40 4 No ne
2,4 96 ,05 2 34,800
2,4 75 ,00 0 175,000
2,1 97 ,45 2 129 ,900
1,8 03 ,91 9 179 ,700
3,0 47 ,02 2 113,6 00
1,4 54 ,59 8 974, 700
4,6 50 ,00 0 285 ,500
2,3 29 ,05 5 253 ,800

625 ,120 46, 200
1,3 72 ,41 0 91,300

936,4 91 156,200
1,2 34 ,08 4 80, 000
2,2 19 ,20 4 1,0 47, 100

27,972 ,811 3,56 7,8 00

27,481 25
297 ,157 92, 400

62,203 2,2 40

386,8 41 94,6 65

70,2 95 3 51,00
3,9 78 ,80 0 3 None
9,2 42 ,12 6 < 943, 700
3,80 1,5 36 3 436, 500

17, 092 ,79 3 1,3 85 ,30 0

2,1 96 ,94 6 
402 ,196

1,0 19 ,60 4 
852 ,772  

14, 570 ,983
2,3 61 ,16 3 
1,5 19 ,41 7 

512,934 
681 ,639  
906 ,150  
500,000 
480 ,000  

7,2 19 ,96 6 
730,230 
150,0.50 
266 ,520

34, 370,5 70

79, 823,0 15

* None  
’ 5,0 00 

6 93 ,80 0 
« 29 ,600  
’ 10 ,300  

’ 1,3 11 ,30 0 
6 5 2,50 0 
’ 98,500  
6 71 ,500  

’ 806,500 
6 1 72,90 0 
’ 13 1,000  
’ 499,000 

’ 82,200  
’ 32,400  
’ 7, 600

3,40 4,1 00

8,4 51 ,86 5
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Issues removed during  1961 (to Ju ly 11/, 1961)

D ate
re ­

mov ed
Is su e

N u m b er of 
sh ar es  

re m ove d

M ar.  7

LISTED ON NEW YORK STOCK EXCHANGE

A m er ic an  M ete r Co.  ( c a p i ta l ) .. ........................................ ...................................... ............... 738,786A pr.  11 B obb ie  Bro ok s,  In c.  (c ap ital ) 1____________________ ______ ______________ _____ . 1,420,7 59
19 M ax  F acto r & Co.  (cl ass  A) >___ _  __________________________________________ 2,5 95,354M ay  9 C on ti nen ta l A ir  Lin es , In c.  (c om m on ) >____ _______________ ______ _ 3.256,976Ju ly  12 D uke Pow er  C o.  (c om m on)________ _____ ___________________ ________________ _ 11,505,077

T o ta l............................... ................. ............................ ..................................... 19,516,952

LIQUIDATED, EXP IRE D, WORTHLESS LIMITED NUM BER OF SHARES OUTSTANDING

M ar . 22 E u re k a  P ip e  L in e Co . (T he ) (c ap it a l) ........... ......................... . .................................. ......... 3 50,000M a y  17 G en er al  In d u s tr ia l E nte rp ri se s,  In c.  (c ap it a l) _____ _____ ______ ________________ 3 600,00019 L aC on so lidad a,  8.  A. (c om mon ) 1___________________ ____ ________________ ____ 3 9 ,353J u ly  3 B ar ce lo na T ra c . L ig h t & Pow er  Co. , L td . (o rd in a ry )......... ............................................ 3 1,798,854

T o ta l____________ __________ _____ ____________ __________ 2,458,207

REDEEM ED (PR EFE RRED STOCKS)

M ar.  27 F aj ard o  E ast e rn  Sug ar  As so ciates  ($2 pr ef er re d sh ar es  b en ef ic ia l i n te re s t) 1______ 47,604

F eb . 3

MERGED INTO OR ACQUIRED BY OTHER CORPORATIONS

H il le r A ir cr af t C orp , (c o m m o n )1__________________ ____ _________________ ____ _ * 572,597
3 S ta te court  E nte rp ri se s,  In c.  (com mon ) •........................ ......... .................................. ......... 3 480,642M ar.  3 N o rt h  A m er ic an  C em en t C or p.  (A  co m m on ) 1___________________________ _____ 3 496 ,747
3 N o rt h  A m er ic an  C em en t C or p.  (B  co m m on)  1_________________________________ <222 ,190

10 U n it ed  Pac if ic  A lu m in um  C or p,  (c om m on ) >____ _____ _____________ ____ _____ 3 477,405
17 H arm an-K ard on . In c.  (com mon ) i______________________ _____ ______ ____ ____ 3 467,852A pr.  5 Cas co  P ro ducts  C or p,  (c o m m o n )1___ _______ ___________ ______ _________ _____ r» 511,356
11 U n it ed  S ta te s Fo il  C o. (B  co m m on)___________  ________  _. . ________________ 3 8,594.032
28 F ord  M oto r Co. , L td . (E ngla nd) (A D R ’s o rd in ary  r eg is te re d)__________________ 3 413,440

Ju n e  2 D ou gl as  Oil Co.  of Cal ifor ni a (c om m on ) 1......................... ....... ......... . 3 1,449,077

T o ta l______________  _____  ________ 13.685,338

35,708,101T o ta l sh ar es , 20 is su es _____________  ______  _________  ________ _______

1 R em ov ed  fro m li st in g;  a ll  o th er  I ssu es  rem oved  f ro m un li st ed  tr ad in g .
3 L im it ed  n um ber of o u ts ta nd in g  sha re s.
3 In ab il it y  t o  supp ly  f in an ci al  s ta te m ents .
< A sset s ac qui re d b y  o th e r co rp or at io ns .
3 M erge d.

Mr. Mack. Unlike the New York Stock Exchange, your annual re­
port this year did not have any comment about disciplinary action 
taken by the American Stock Exchange, but you have made that in­
formation available to me this morning ?

Mr. McCormick. Oh, yes, as a matter of fact, it is made available 
to the SEC by the 10th day following the month in which any dis­
ciplinary action has been taken. They have a complete record of it. 
Of course, we are submitting to you here not only the overall sta­
tistics, but name by name every disciplinary  action we have taken and 
the reason for it.

Mr. Mack. The information has been made available for our file ?
Mr. McCormick. Cer tain ly; there is no secret about the disciplinary 

action.
Mr. Mack. How many inspectors or policemen do you have to ob­

serve continuously the operation of your exchange ?
Mr. McCormick. Of our staff, there are about 100 tha t are engaged 

in one form or another of pol icing and surveillance. You are part ic­
ularly  interested in the auditing,  I gather,  of member firms?

Mr. Mack. I had tha t in mind.
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Mr. McCormick. Tha t is a very simple situation. Eighty -eight  

percent of all of our members are members of the New York Stock 
Exchange. As to that  88 percent, they are audited by the staff of the 
New York Stock Exchange. We do not audit them because there is 
no reason why we should examine into Merrill Lynch, Pierce, Fenne r 
& Smith and the rest of them and duplicate the work of the New 
York Stock Exchange. Tha t means tha t we must check a 12 percent 
group tha t are members of our exchange and not of the New York 
Exchange.

Mr. Mack. Then, if I understand you correctly, you rely on the 
New York Stock Exchange for audit ing of the 88 percent?

Mr. McCormick. Eighty -eight  percent of the members, tha t is cor­
rect. As to the 12 percent, tha t involves 75 member firms. Those 75 
are covered by three expert auditors. To make two investigations a 
year, they must make 150 investigations. Tha t means tha t each of 
the three auditors must make one examination a week, and they are 
competent to do that . I don’t think any o ther exchange or any other 
securities agency checks all of the people in their  own area twice a 
year.

Mr. Mooney. In  tha t context, Mr. Chairman, if I may, I would 
like to present  a statement tha t we prepared concerning our examina­
tion procedures, the number of examinations, and the details of the 
examination itself. May I submit tha t for the record ?

Mr. Mack. Yes; we will receive that fo r our files.
Mr. Dingell. Mr. Chairman, if you would yield, the function of 

these audits is to do what? Does it have to do with the handling of 
accounts by the brokers, and specialists, and so forth, or does it actually 
go into the management practices and so forth  of the firms which are 
listed ?

Mr. McCormick. It  basically involves meeting the capital require­
ments and compliance with the requirements of the statute.

Mr. Dingell. Meeting the capital requirements?
Mr. McCormick. Capita l requirements, regulations, marginal re­

quirements, and regulations of tha t type.
Mr. D ingell. Does it have anything to do with a si tuation as was 

pointed out in this Canadian Javelin case ?
Mr. McCormick. We do not audit listed companies and no other 

exchange audits them.
Mr. Dingell. Do you have any procedure tha t you go into when 

matters of this sort involved in this Canadian Javelin come to the 
attention of your exchange ?

Mr. McCormick. The annual reports are filed with us and they are 
reviewed.

Mr. Dingell. Wha t action do you take, referring particularly to 
flagrant violations of your rules, by firms which you list? Can you 
1 ist them ?

Mr. McCormick. We certainly can and do.
Mr. Dingell. 11 ave you ever done so ?
Mr. McCormick. Yes; we have.
Mr. Dingell. What criterion do you have for delisting some of 

these firms?
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Mr. McCormick . Fa ilu re  to file th e req uir ed financia l inf orm ation .
Tha t was done in Cornucop ia. I t was done  in Swan Fi nc h;  fai lure  to  
meet our min imu m requ ireme nts  fo r di str ibu tio n.

Mr. Dingell. H ow abo ut fa ilu re  to file tr uth fu l form s and  stat e­
men ts w ith  the  SE C ?

Mr. McCormick. Tha t is  a basis  fo r de list ing .
Mr. D ingell. Th an k you, M r. C hairm an.
Mr. Mack . I  have not iced in your  sta tem ent of dis cip lin ary  action 

th at  you made ava ilable  to me you  have tak en  action in 70 cases in 
the  las t 5 years. Of these how many were fined and  repr im an de d;  ♦
some of them censured . In  th is 7-year per iod , could you tel l me 
the  num ber of  suspensions or revo cations?

Mr.  McCormick . I th ink you have it befo re you, Mr.  Chairma n.
Mr.  Mack. I  wa nt to ve rify these, and  I have seven suspensions <

and two revocations.
Mr.  McCormick . Tha t is c orre ct.
Mr.  Mack . In  a 5-year p eriod  ?
Mr.  McCormick . Tha t is r ight .
Mr. Mack . Tha t does no t seem t o me to be a ve ry serio us rep rim and, 

or else  you r house is in p re tty good order.
Mr.  McCormick . I wou ld pr ef er  th at  you believe the lat ter .
Mr. Mack. In  your suspension cases, the  suspension is fo r a tem ­

po rary  perio d of  tim e; is t hat  cor rec t?
Air. McCormick. Tha t is co rrec t.
Mr. Mack. Have you had addit ion al cases come befo re you where 

certa in c harges  were m ade  an d no fine was imposed ?
Mr. McCormick. Oh,  definite ly.
Mr. Mack. Would you not th ink th at  wi th the  volum e of business 

th at  you have in Am erican  Stock Ex change there  should be or 
would be caused to be more  than  one suspension or  a lit tle  over an 
average  of one suspension pe r ye ar  for that  per iod?

Mr. McCormick . Ko ; I th ink th at  is a ter rib le  record  myself. I t 
should be less.

Mr.  Mack. H ow are  th ese actions  t aken again st the  memlie rs? As 
you say, you proceed fro m your committ ee and  then  the  Bo ard  makes 
the  ul tim ate decision in cases of revo cations or suspension s. Is  th at  
correct ? <

Mr. McCormick. Yes,  sir.
Mr.  M ack. Would th at  mean  th at  you have  only  ha d seven pena l­

ties  imposed by your  board  of gov ernors  in the  6-year per iod ?
Mr. McCormick. That  is correc t. *
Air. M ack. Are th ese dis cip lin ary  actio ns in iti ated  by  the  exchange  

itse lf?
Mr. McCormick. I th in k th at  in all of those cases, you  will find 

th at  to be  the  case.
Mr. Mack. In  othe r words,  the Securiti es and  Exchange Commis­

sion does no t in iti ate any  of  these actio ns so th at  you should take 
such  action?

Mr.  McCormick. Th e C ha irm an , Mr. Reilly , says in one case we did 
get  a call fro m th e SEC , th at  pro mp ted  us to inves tiga te.

Mr.  Mack. Ar e thes e dis cip lin ary  actions  revi ewable by the Se­
curit ies  and  Exc hange Commission  ?

Mr. McCormick. Eve ry th in g we do, Mr. Ch airma n, is reviewable 
by th e SE C.
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Mr. Mooney. If  I  may amend the answer to put in the  legal aspect 
of it, they are not reviewable as a matter of law, and I  think you may be 
thinking in the context tha t the decisions of the NASI) , National 
Association of Securities Dealers, are reviewable as a matter of  sta tu­
tory provision by the SEC.

Decisions on the National Securities Exchanges in like context are 
not, by statutory provision, reviewable by the SEC.

Mr. Mack. Also, the Commission is not in position by law to com­
pel you to take disciplinary action ?

Mr. McCormick. No; tha t is correct. They can act on their own.
Mr. Mack. They can encourage you to do so. I would like to ask 

the extent of your jurisdiction in disciplining your members. Does 
this pertain  solely to thei r conduct in regard  to the American Stock 
Exchange, the ir activities as brokers, or does a member’s conduct and 
his activity as a dealer or in other fields such as manager, sponsor, 
or advisor to an investment company bear upon his conduct within  the 
disciplinary jurisdiction  of your exchange?

Mr. Mooney. Mr. Chairman, if I may, I think  that you may be ap­
proaching  the problems created, I think,  when you talked to Mr. 
Funston, president  of the New York Stock Exchange, when he ad­
verted to rule 318 of tha t exchange and rule 21 of tha t exchange.

Examination of our constitution discloses tha t we have a section 
2(q ), article IV, which says t ha t a member cannot be a partner in 
more than one member firm or  stockholder in more than one member 
corporation. We don’t have any provision comparable to the New 
York Stock Exchange provision which says t ha t there must be prior  
approval  of any outside connection.

Likewise, in rule 21 of the New York Stock Exchange, which in 
brief says tha t a member of the board cannot part icipate in a vote to 
list a security, we provide in article IT, section 1 of the constitution 
tha t no member of the board shall pa rticipate  in the determination of 
any matter brought before it in which the member has a personal 
interest.

To develop fur ther  on this theme, so far  as the authority of the 
board is concerned on the extracurricular activity  of its member, it 
does have to some extent some jurisdict ion in tha t context and the 
provision that I as a lawyer would advert  to in tha t way would be, I 
think it is section 4 (k) of article V of the constitution—I am giving 
tha t from memory—which adverts to conduct which might have a 
reflection upon the reputa tion of the exchange. There is also the 
general provision, of course, tha t a member can be suspended for con­
duct not consistent with just and equitable provisions of trade.

The scope of tha t provision is subject to the determination by the 
board of governors, but what its limitations are, I would hesi tate to 
say myself.

Mr. Mack. Then, the answer to  the question is “Yes,” th at it does 
extend past the immediate area.

Mr. Mooney. It  does, but  to what extent it extends beyond it, it is 
pretty  difficult to say, Mr. Chairman, without specific cases.
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Mr.  Mack. Some yea rs ago, the  Com mission’s D ivis ion of  Tr ad in g 
and  Excha nges proposed a specific ru le in connection with floor tr ad ­
ing.  Th is rep or t re ad s:

Prohibition of floor t rad ing  in stocks on the New York exchanges is the only 
pract icable means of ridding the  marketplace of the inequities and dangerous 
consequences of floor trading.

Mr. McC ormick, you have  ma ny years  of expe rienc e in  the Securities 
and Ex change C ommission , formerly as a Commiss ioner, and  I  w ould  
like to know  now if, in lig ht  of your  experience with the  Am erican 
Stock Exchange, you feel th at  it is d esirab le to proh ibi t floor tra ding .

Mr. M cCormick. No, I would  have to  say definitely  not .
Mr. Mack. You diff er wi th the  sta tem ent  of the  Commission?
Mr. McCormick. Yes.
Mr. Mack. W ha t is the  fun ction of the  floor tra de r?  Does he con­

tri bu te  to t he  sta bi lity of the  ma rke t ?
Mr. McCormick. I  th ink in ba lance, yes.
Mr. Mack. He  has no function  such as a specia list  ?
Mr. McCormack. He  does not have the same obliga tion  placed 

upon him that  the  exchange s place on t he ir  specialist s.
Mr. Mack. Then,  just  wh at is his fun ction  ?
Mr. Reilly. Mr. Ch air ma n, the  floor trad er  him self , as the  inves­

tig at ion in 1936 proved, gene ral ly goes along  wi th t ren d.
At the  same time, as he goes with th at  tre nd , he comes righ t back  

and acts  as a brake on the  ma rke t. In  oth er words, a specia list  must 
an tic ipa ted  the  deve lopm ent in the ma rke t, and  the floor tra de  gen­
era lly  goes wi th it, but it becomes inconsequent ial in the  American 
Stock Exchange because we have very  few tra de rs  actu ally doing  any 
volum e of  t radi ng , bu t he ac tua lly  does contr ibu te to the  liquid ity  of 
the m ark et by the  very fac t th at  as he buys  he put s it back in again.

I f  the  pub lic had bou ght  th at  stock, it is aga in reducing the  floa t­
ing  su pply of the  issue and the  con tract the  c ustomers' men have  with 
thei r customers . So in the  interim per iod  thi s tra de  per formance , in 
my est imatio n, has  a very  definite an d im po rta nt  fun ction in ma in­
ta in ing the liquid ity  in the  marke t, and acts  act ua lly  as a brake in 
the  en tir e issue.

Mr. M ack. He  too p rof its by h is a cti vit y, I understand.
Mr. Reilly. Yes, sir,  he does, bu t I have  neve r seen one in all the  

yea rs I  have been in business re tir e w ith  an y money.
Mr. Mack. You have rul es s urroun ding  his  act ivi ties too , I  presum e.
Mr. Reilly. Yes, Mr. C hairm an.
Mr. McCormick. We have t he str ict es t rule s o f a ny exch ange  in the 

Un ite d Sta tes .
Mr.  M ack. H ow do you go  ab out superv ising  floor t ra di ng  activ ity  ?
Mr. Reilly. Ag ain , we worked  th is  th in g out  wi th the  home office 

of the  SE C in 1959, and  we have  a trad in g repo rt from the  trad er  
which shows th e time  of his purchase.

Mr.  Mack. Do you have a special committ ee to service the  floor 
tra de rs  ?

Mr. Reilly. We  have th e floor com mittee.
Mr.  Mack. The floor committ ee would also supe rvise them ?
Mr.  Reilly. Yes, and they  are  req uir ed to fill ou t a certa in form  

every eve ning and  th at  form  is proce ssed the  fol low ing  day  fo r any 
vio lations , bu t then we hav e th is pa rti cu la r for m he fills out which
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shows his purchase, how much stock was offered at the time, and what 
type of tick. Also, we have tick enforcement rules such as the color system. When a trader  participates at the opening a yellow card 
goes up, which means that  no other trader  can operate for 15 minutes 
regardless of how much the  first trader  bought. We have a second 
card which permits under rule 110 a trad er to buy 50 percent of the 
stock offered or 500 shares, whichever is greater. When he buys 
tha t a white card goes up. If  he buys the amount permitted under the rules, he puts down “stock frozen.’’

Then, we have a blue card which means governor approval. The 
blue card shows tha t a trader , with the permission of a governor, 
has purchased stock on a plus tick bid below the high sale price of 
the stock tha t day. The stock is frozen for 15 minutes from the 
time indicated. That  is a blue card operation.

In any event, the next morning, our enforcement personnel report  
to the chairman of the full committee any violations of the previous 
day. The original report goes down to the SEC as it is written  by the trader.

Mr. McCormick. The individual tr ader’s report, every trade he has 
made, and the circumstances under which he made it is filled out and the original goes to the SEC daily.

Mr. M ack. Have you taken any disciplinary action in any case of a floor t rader  ?
Mr. McCormick. Many times.
Mr. Mack. Some of those, I  guess, will be detailed in the report  which you filed with the committee today?
Mr. McCormick. Yes, every one of them.
Mr. Mack. I have jus t two or three closing questions.
Mr. Mooney. 1 would like just to introduce a history of these trader 

violations, and even miscues they might better be described as. May I leave this for the record, please?
The document is entitled “Trader Violations.”
Mr. Mack. Tha t will be received fo r our files.
I understand tha t you also have trad ing in unlisted stocks.
Mr. McCormick. When the Securities Exchange Act was passed, 

it determined th at securities could be listed on the national exchanges by filing a form 10 with the SEC and comparable information with 
the exchanges. Prior to that  time, the American Stock Exchange 
had on its own motion initiated  trad ing in certain securities. As a matte r of fact, a t tha t time, the bulk of the tr ading on the American 
Stock Exchange was in these unlisted stocks.

The Congress had this issue up in 1934 and again in 1936, afte r a 
very thorough study by the SEC, and determined tha t the people who were in those securities had purchased those securities largely on 
the assumption that they had the protection of an auction market, 
an exchange market. By that  I  mean a ticker tape tha t showed every 
trade chronologically as it occurred, a quotation system, tha t gives for  every second of the day a quotation.

The Congress, afte r full consideration for a second time in 1936, 
determined that  these benefits should not be taken from those mem­
bers of the public who had bought these unlisted securities on the 
assumption tha t they had these protections. At the present time, 
something like 80 percent of our stocks are fu lly listed and 20 percent on the unlisted basis.

7 3 0 1 0 -  61------ 12



166 SECURITIES  MARKETS INVESTIGATION

Mr. Mack. You have 20 percent of your stocks th at are unlisted?
Mr. McCormick. Approximately tha t, yes.
Mr. Mack. What is the advantage of unlisted stocks ?
Mr. McCormick. As a practical matter, it means nothing because 

these companies are of such size and character that  they comply fully 
with any requirements of the SEC, and our exchange has urged the 
Congress repeatedly to pass, first, the Fre ar bill, then the Fulbrig ht 
bill, which would mean tha t any company of a certain size, whether 
it is unlisted on our exchange or traded over the counter, would have 
to comply with the requirements of a fully listed company.

Mr. Mack. Why not have them listed  ancl then they would have to 
comply fully with the rules ?

Mr. McCormick. The alterna tive is to say tha t they cannot have 
an auction market. I th ink only the public would suffer.

Mr. Mack. In other words, you say tha t all of these people could 
qualify, if I understood you correctly, and there is no difference, 
really, between the companies on the unlisted market and those on 
the listed market?

Mr. McCormick. Not so far as the market is concerned.
Mr. Mack. As far  as you are concerned. Then why do you not 

on your own motion require these companies to be listed?
Mr. McCormick. I have no author ity to tell these companies tha t 

they must list. I think the Congress does have the authority to put  
the same requirements on them and all other unlisted public com­
panies as they do on the fully  listed  companies. I think t hat  is what 
they ought to do.

Mr. Mack. You have the authority to permi t them to trade  as un­
listed companies and you also have the author ity, do you not, to 
suspend or remove them from trad ing ?

Mr. McCormick. The privilege of having an unlisted company is 
a privilege given bv the Congress.

Secondly, the alternat ive is to deprive the public of an auction 
market.

Mr. Mack. If  I  understood you correctly, you wanted the Congress 
to not force them to be listed, but to comply with all of the rule s; is 
tha t not correct ?

Mr. McCormick. Tha t is w hat I have asked the Congress repeat­
edly, t hat  all companies whether they have unlisted trad ing on our 
exchange, o r traded over the  counter should be required to meet the 
same requirements tha t are now required of a li sted company under 
the 1934 act.

Air. Mack. There must be some good reason for these unlisted com­
panies remaining in tha t category if they would normally qualify 
and could become, under your regulations, listed companies. Is tha t 
reason because they are not subject to the same rules as the listed 
companies ?

Air. McCormick. As a mat ter of fact, they in substance meet all the 
requirements tha t would be put  on them if they were fully listed. 
They choose not to. Ju st as many of the big transcontinental pipe­
lines, many of the big utilities, choose not to list at all.
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Mr. Mack. My p oint  was, of  course , th at there is an  ad va nta ge  fo r 

the companies  not to  be listed .
Mr.  McCormick . Th ere  must be some re luc tance on th e p art  of  some people to  in vit e re gulat ion .
Mr. Mack. In  othe r words, th at pe rm its  the m a loop hole  so th at  

the y do not have to  meet  the same stan da rd s as oth er com panies?
Mr. McCormick. Th e same loopho le th at exi sts  fo r all  over- the- cou nte r companies .
Mr. Mack. Does no t the Am erican  Sto ck Ex change  h ave  the  ju ri s­

dic tion to req uir e them to meet  the same minim um  sta nd ards  as the 
othe r lis ted  companies ?

Mr.  McCormick. Th e only al te rnat ive would  be to deny the m an auc tion market.
Mr.  Mack. Deny them c omplete ly ?
Mr. M cCormick . Yes.
Mr. Mack. Ha ve  you done this  in an y cases rec en tly  ?
I  h ave  ano ther  questi on here . I  t ho ug ht  you h ad  s ometh ing  to  say.
Mr.  McCormick . N o; I  am so rry .
Mr.  Mack. The rule s of the  SE C,  do not , I  un de rst an d,  req uir e 

officers and  d ire cto rs of thes e u nli ste d com panies to disclose th ei r pur­
chases and sales o f the  company ’s stock  in  the  same wa y that  th e officers 
and d irecto rs o f f ul ly  list ed com panies a re req uir ed to do?

Mr.  McCormick . Tha t is correct.
Mr . Mack. Has  th e board  of gover nors conside red  the adop tio n of  

a rule ma kin g such  disc losu re of ins ide  tra nsac tio ns  man da tory  wi th 
respect to se cur itie s wi th t he  unlis ted  tr ad in g priv ileges ?

Mr. McCormick . No.
Mr.  Mack. You have never  ?
Mr. McCormick . No.
Mr . Mack. Ju st  to be sure I  hav e th is  cle ar in my min d, in your  

opinion, th ey  do no t have th e autho ri ty  to do so ?
Mr.  M cCormick. T hat  is correct.
Mr . Mack. Cou ld you give  us some idea of  any othe r rul es which 

ap ply to the fu lly  lis ted  securi ties  which do no t ap ply to thes e un ­
lis ted  securi ties?

Mr.  McCormick. No. I  th in k you h ave covered it, Mr.  Ch airma n.
Mr. Mack. I have one more. Does a ru le requ iri ng  disc losure  of 

tra nsac tio ns  betw een two  com panies ha ving  a common dir ector s or  
officer, o r where  the  officer o r di recto r has a fina ncia l in ter es t in the  
othe r company, also ap ply to com panies wi th merely un lis ted  trad in g privil eges ?

Mr. McCormick . No, sir.
Mr. Mack . That  to me seems like quit e a loophole .
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Mr. McCormick. I  would like to suggest, Mr. Chairman, tha t the 
big loophole is the over-the-counter m arket and tha t is that all com­
panies th at are not fully listed on an exchange should be required to 
meet the same requirements of a fully listed company.

Mr. Mack. That , of course, is a matter th at we could deal with here 
at the appropriate  time.

Mr. McCormick. I would urge you, Mr. Chairman, to make tha t 
No. 1 on your hit parade.

Mr. Mooney. Mr. Chairman, may I add one note, please ?
The Congress, when it permi tted unlisted trad ing to continue, also 

gave the Securities and Exchange Commission the author ity to make 
such distinctions it might find appropr iate between the requirements 
applicable to unlisted and fully listed companies, and the SEC adopted 
rule X12f-4, as it used to be known—it has some other esoteric desig- <
nation now which does not come to my mind—-which exempted securi­
ties admitted to unlisted tr ading from the requirements of section 12, 
the regist ration  requirement;  section 13, the report ing requirements; 
and section 14, the annual  report requirements; and section 16, the in­
side trading requirements of Securities Exchange Act of 1934.

Mr. Mack. I have one further question in terms of these unlisted 
securities.

Do you have some foreign companies who are in this category in the 
American Stock Exchange ?

Mr. McCormick. Yes, sir.
Mr. Mack. To what extent is the number of foreign corporations 

listed ?
Mr. McCormick. Under the regulations, of course, the Canadian 

companies are considered to be in the same group as the Americans.
I  would say, looking back, British, French, German-----

Mr. Mack. They refer to your exchange as the top-ranking market 
in foreign securities.

Mr. McCormick. We are, without any question.
Mr. Mack. Could you tell me the percentage of the foreign securi­

ties which fall into this unlisted category ?
Mr. McCormick. I th ink we must have about 140 foreign companies.

I  would say just  offhand 115 would be listed. We would have to
check it. t $

Inciden tally, Mr. Chairman, we have a list of all foreign securi­
ties which we didn’t b ring with us we would love to submit for the 
record.

Mr. Mack. You may submit that  for the record. *
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(The list referred to follows:)

39 I ssues of F obeign Cobpobations (Otheb T han Canadian) I ) e-at.t  I n On the 
Ameeican Stock Exchange

(In the following  lis t the  19 “fully  list ed” issues are designated with an  
as ter isk  (*) . All other 20 i ssues are adm itte d to unli sted  tradin g privileges.)

Is su e Organized under law s o f
♦A.K.U. (United Rayon Mfg. Corp.) (ADR’s for Amer. Netherlan ds.

Shs. representing Ord. Shs.) .
♦Alliance Tire and  Rubber Co. Limi ted (Class A )_______  Israel .

1 *American Israeli Pap er Mills Limi ted (Amer. Shs.)____  Do.
♦Anglo-Lautaro Ni tra te Corp. (“A” Shares in Beare r Chile.

Fo rm ).
Associa ted Elec trical Ind ust ries , Ltd. (ADR’s Ord. Reg.)_ Great Brita in.

♦Atlantica del Golfo Sugar Co. (C ap ita l)______________ Cuba.
> *Atlas Consolidated Mining and  Development Corp. (Block Phil ippine Islands.

Shares).
Banco de los Andes (Amer. Shs.)____________________Colombia.
Briti sh-American Tobacco Co., Ltd. (ADR’s Ord. Beare r) _ Great B rita in.
Briti sh-American Tobacco Co., Ltd. (ADR’s Ord. Reg.)__  Do.
Br itish Petro leum Co. Ltd. (ADR ’s Ord. Re g.) _________ Do.

♦Burma Mines. Ltd. (ADR’s Or d.)____________________  Do.
Carre ras  Ltd. (ADR’s “B” Or d.)_____________________  Do.

♦Coastal Caribbean Oils, Inc. (VTC’s Com. Cap.) (Reg. Panama .
Fo rm ) (Ex p. Novembe r 1 5, 11M32).

Courtaulds, Ltd. (ADR’s Ord. Reg.)__________________ Gre at B rita in.
Dis till ers  Co., Ltd. (ADR’s Ord. Reg.)________________  Do.
Dunlop Rubber Co. Ltd. (ADR’s Ord. Reg.)___________  Do.
General E lectr ic Co., Ltd. (ADRs Ord. R eg. )____________  Do.

♦Havana  Lithographing  Co. (Common)_________________ Cuba.
Imperia l Chemical Indu stries, Ltd. (ADRs Ord. R eg. )____ Great Britain.
Imp eria l Tobacco Co. of Grea t B ritain  & Ire land, L td.

(ADRs Ord. Reg.) ________________________________  Do.
♦Magellan Petroleum Corp. (VTCs Com. C ap.)___________ Panama .
Marconi Intern ational M arine Communication Co., Ltd.

(2VDR.S Ord. Reg.) ------------------------------------------------- Great Bri tain .
♦O’okiep Copper Co., Ltd. (Amer. Sh s.)_________________ South Africa.
♦Pancoas tal Petro leum Co., C.A. (VTCs for  Com. Cap.)

(Reg. Form ) (Exp.  11 /15 /62 )______________________ Venezuela.
♦Pantepec Oil Co., C.A. (Amer. Shs.)___________________  Do.
♦Phi lippine Long Distance Telephone Co. (Com mon)______ Phil ippine Islands.
Rolls-Royce, Ltd. (ADRs Ord. Reg. )___________________ Gre at Britain.

♦San Carlos Milling Co., Inc. (Common)__ —____________Philippine Islands.
♦Simca Automobiles (Amer. Shs. rep resenting Cap. Stoc k) -. France

•  Singer Man ufactur ing Co., Ltd. (ADRs Ord. R eg. )_______ Great Britain.
♦Syntex Corp—_--------------------------------------------------------Pan ama.
Tobacco Securit ies T rust Co., Ltd. (ADRs Ord. R eg.)_____ Gre at Bri tain.
Tobacco Securit ies T rust Co., Ltd. (ADRs Def. R eg. )_____  Do.

a  *Trans-Cuba Oil Co. (Common Class A )_________________Cuba.
United  Molasses Co., Ltd. (ADRs Ord. R eg. )____________ Gre at Bri tain .

♦Western Stockholders Inve stment Tru st, Ltd. (ADRs Ord.) Do.
Woolwor th (F. W.) & Co., Ltd. (ADRs Ord. Reg.)____  Do.
Woolworth (F. W.) & Co., Ltd. (ADRs 6% Pref. Re g.)   Do.
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106 I ssues of Canadian Corporations Dealt in  on the American Stock 
Exchange

In  the  following lis t the  64 “fully lis ted ” issues are  designated  with an 
asteri sk (*) . All othe r 42 issues  are adm itted to unli sted  tradin g privileges.

IN DUST RIA L CORPORATIONS

Agnew-Surpass Shoe Stores, Ltd. 
(Common)

Bell Telephone Co. of Canada (Cap.)  
Brazilian Trac. Lt. & Pw. Co. Ltd. 

(Ord.)
Bri tish  Columbia Pw. Corp. Ltd. 

(Common)
Bruck Mills, Ltd. (Class B)
Canada Bread Co. Ltd. (Common) 
Canada Cement Co. Ltd. (Common) 
Canada Cement Co. Ltd. ^Prefer red) 
Cana dian Dredge & Dock Co. Ltd.  

(Common)
Cana dian Marconi Co. (Ca pita l) 
Cockshutt Farm Equipment, Ltd. 

(Common)
♦Consolidated New Pacific Ltd. 

(Common)
Corby (H) Dis tille ry Ltd. (Clas s A) 
Corby (H ) Dist illery Ltd. (Clas s B) 
Dominion Bridge Co. Ltd. (Ca pital)  
Dominion Steel & Coal Corp. Ltd. 

(Ord.)
Dominion Ta r & Chemical Co. Ltd. 

(Common)
Dominion Textile Co. Ltd. (Common) 
Dow Brew ery Ltd. (Common)

Ford Motor Co. of Canada, Ltd. 
(Common)

♦Gatineau Power Co. (Common) 
♦Gatineau Power Co. (Pr efe rred) 
Imp eria l Tobacco Co. of Can. Ltd. 

(Common)
Massey-Ferguson, Ltd. (Common)
Natl. Steel Car  Corp. Ltd. (Ca pita l)
Page-Hersey  Tubes, Ltd. (Common) 

♦Pat ino of Canada, Ltd. (Ca pital)
Power Corp, of Can., Ltd. (Common)
Quebec Power Co. (Capita l)
St. Lawrence Corp. Ltd. (Common)
Shawinigan Wa ter & Pw. Co. 

(Common)
Sherwin-Williams Co. of Can. Ltd. 

(Ord.)
Simpson’s Ltd. (Common)
Smith (Howard) Paper  Mills Ltd. 

(Common)
Steel Co. of Canada, Ltd. (Common) 

♦Supercrete  Ltd. (Common) 
♦Thorncliffe Pa rk Limited (Common)
Union Gas Co. of Canada, Ltd. 

(Ca pital)
Wood (Jo hn)  Ind ust ries , Ltd.

(A Common)

M IN IN G  CORPORATIONS

♦Anacon Lead Mines Ltd. (Ca pital) 
♦Campbell Chibougamau Mines Ltd. 

(Cap.)
♦Canadian Javelin  Limited (Ca pita l) 
♦Canadian Nor thwest Mines & Oils Ltd. 

(Capita l) (Susp. )
Cons. Mng. & Smelting Co. of Cana da 

Ltd. (Capita l)
♦Elder Mines and Developments Ltd. 

(Cap.)
♦Eureka Corp. Ltd. (Common) 
♦Fa raday Uran ium Mines L td.

(Capita l)
♦Giant Yellowknife Mines, Ltd. (Cap.)
Holl inger Cons. Gold Mines Ltd.

(Cap.)
♦Kilembe Copper Cobalt Ltd. (Ca pita l) 
Kirk land  Minerals Corp. Ltd. 

(Capita l)

Lake Shore Mines, Ltd.  (Capita l)
♦Merrill Isla nd Mining Corp. Ltd. 

(Cap.)
Mining Corp, of Can. Ltd. (Capita l)

♦Molybdenite Corp, of  Can. Ltd. (Cap.) 
♦Nickel Rim Mines Ltd. (Capita l) 
♦Nipissing Mines Co. Ltd. (Capita l) 
♦North Rankin Nickel Mines Ltd. 

(Cap.)
♦Pato  Cons. Gold Dredging Ltd. (Cap.) 
♦Preston  Mines Ltd. HDap.)
♦Quebec Li thium Corp. (Capita l)
♦Rio Algom Mines Ltd. (Com.)
♦Rio Algom Mines Ltd. (Ser. A. Wts.)  
♦Silver-Miller Mines Ltd. (Capita l) 
♦Stanrock Uran. Mines Ltd . (Common) 
♦United Asbestos Corp. Ltd. (Capita l) 
Wright-Hargreaves Mines, Ltd. 

(Capita l)
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OIL CORPORATIONS

♦Anglo American Exploration Ltd. 
(Cap.)

♦Asainera Oil Corp. Ltd. (Capital) 
♦Bailey Selburn Oil & Gas Ltd. (Class 

A)
♦Banff Oil Limited (Common)
British American Oil Co. Ltd. (Com.)

♦Brital ta Petroleums Ltd. (Capital) 
♦Calgary & Edmonton Corp. Ltd. 

(Cap.)
♦Calvan Consolidated Oil & Gas Co. 

Ltd. (Capital)
♦Canada Southern Petroleum Ltd. 

(VYCs Cap.)
♦Canadian Homestead Oils Ltd. 

(Capital)
♦Canadian Husky Oil Co., Ltd. (Com.) 
♦Canadian Industria l Gas Ltd. (Cap.) 
♦Canadian Petrofina Ltd. (Part. Pfd.) 
♦Canadian Williston Minerals, Ltd. 

(Cap.)
♦Charter Oil Co. Ltd. (Capital) 
♦Devon-Palmer Oils Ltd. (Capital) 
♦Dome Petroleum Ltd. (Common) 
♦Fargo Oils Ltd. (Common)

♦Gridoil Freehold Leases Ltd. (Cap.) 
♦Home Oil Co. Ltd. (Class A)
♦Home Oil Co. Ltd. (Class B)
Imperial Oil Limited (Capital) 

♦Jupite r Oils Limited (Capital)
♦Natl. Petroleum Corp. Ltd. (Cap.) 
♦North Canadian Oils Ltd. (Common) 
♦Okalta Oils Ltd. (Common)
♦Pacific Petroleum Ltd. (Common) 
♦Pacific Petroleums Ltd. (War rants ) 
♦Peruvian Oils & Minerals Ltd. (Cap.) 
♦Prair ie Oil Royalties Co., Ltd. (Cap.) 
♦Richwell Petroleums Ltd. (Capital)  

(Susp.)
Royalite Oil Co. Ltd. (Capital) 

♦Sapphire Petroleums Ltd. (Capital) 
♦Sarcee Petroleums Ltd. (Common) 
♦Scurry-Rainbow Oil Ltd. (Capital) 
♦Security Freehold Pet. Ltd. (Common) 
♦United Canso Oil & Gas Ltd. (VTCs 

Com. Cap.)
♦Western Leaseholds, Ltd. (Common) 
♦West Canadian Oil & Gas Ltd. 

(Common)

Mr. McCormick. That indicates, incidentally , which are fully listed and which are not.
Mr. Mack. With respect to all of this informat ion which we have 

received for  our files this morning, some of which is quite voluminous, 
we will determine whether or not that should be included in the record.

Now, Mr. Reilly, on page 2 of your statement, you referred to the 
1936 SEC study which resulted in 16 rules be ing promulgated by the 
Securities and Exchange Commission.

Could you submit the list of these 16 rules for the record ?
Mr. Reilly. Mr. Chairman, the first rule promulgated was per­

tain ing to excessive trading, tha t is, no member or member firm trad ing 
on the American Stock Exchange may trade in excess of the financial 
resources in view of the market security.

Mr. Mack. I appreciate  that . Thank you very kindly, but I  would 
just as soon you submit it for the record.

Mr. Reilly. Yes, Mr. Chairman.
(Information refe rred to follow s:)

American Stock E xchange—Rules for th e R egulation of Trading on Ex­
changes  Recommended by the Securities and E xchange Commission for Adoption by National Securities Exchanges
(This information is taken from appendix 0-1  of the  report on the feasibility and advisability of the complete segregation of the functions of dealer  and broker, published by the Securities and Exchange Commission, dated June 20, 1936.)
F irst Rule. Excessive trading by members.—No member, and no firm of which he is a partner, and no pa rtner of such firm, shall effect on the exchange purchases or sales for any account in which such member, firm, or partner is directly or indirectly interested, which purchases or sales a re excessive in view of the financial resources of  such member, firm, or partner,  or in view of the marke t for such security.



172 SECURITIES  MARKETS INVESTIGATIONSecond R ule . Trad ing fo r joint accoun t.— (a) No member, while on the floor, shall , without the prior approval of the exchang e, init iate  the purchase  or sale on the exchange of any security classifie d for  trad ing as a stock by the exchange for any account in which he, or the firm of which he is a partne r, or a ny partner of such firm, is directly  or indi rectl y interested with any person other than such firm or partner.(&) The provisions of this rule sha ll not apply to a ny purchase or sale (1) by any member for any joint account maintained solely for effecting bona fide do­mestic or foreign a rbitrage  tran sactio ns, or (2) by an odd-lot dealer or a s pecia list for any join t account  in which he is expressly permitted to have an interest  or partic ipation by the 11th or 14th rules , respectiv ely.T hir d R ule . Rep ort  o f jo int  accou nts.— (a)  No member, and no firm of which Ihe is a p artner, and no par tner of such firm, shall, directly or indir ectly , hold a ny interest or parti cipat ion in any joint  account  for buying or selling  any security  on the exchange, unless such joint account is reported to and not disapproved by the e xchange.(&) Such report shal l be filed with the exchange by any member, firm, or (partner particip ating in such join t account  before any transactions are effected on the exchange for such join t account  and shall  include in substance the fol low ing :(1) Names of  persons particip ating in such account and their respective interests therein.(2) Purpose o f such account.(3) Amount of commitments in such account.(4) A copy of any written  agreement or instrument in writing relat ing to such account.(c) Every member, the firm of which he is a partner, and every partner of such firm who is directly  or indire ctly interested in any substanti al join t ac­count for buying or selling  any specific security on the exchange, or in any join t account which actively trades  in any security on the exchange, shal l file with the exchang e not late r than Saturd ay of each week with respect to every such joint account exist ing at the close of business on the preceding Wednesday a report contain ing in substance the following  inform ation, unless such infor ma­tion is reported to the exchange by some other member, firm, or pa rtn er:(1) Name and amount of each security purchased or sold during  the week ending on such Wednesd ay on the exchange.(2) Amou nt of commitments  in such account at the close of business on such Wednesday.(3) Any  change which renders no longer accurate any portion of the origin al statement filed under p aragr aph (6) .
(d) Ever y member, the firm of which he is a partner,  and every partner ofsuch firm who has knowledge of any subst antial  join t account  for buying or selling  any specific security  on the exchange or of any joint account which actively trades in any security on the exchange by reason of transaction s exe­cuted by or through such member, firm or partner for such account, shall  file *with the exchange not later  than Saturd ay of each week with respect to everysuch join t account exist ing at the close of business on the preceding Wednesday a report conta ining in substance the follow ing inform ation,  if  known, unless Asuch inform ation has previously been reported to the exch ange :(1) Names of persons particip ating in such account and their respective *interests therein.(2) Purpose o f such account.(3) Name and amount of each security purchased or sold during the week ending on such W ednesday.(4) Amoun t of commitments in such account  at the close of business on such Wednesday.F ourth  R ule . Dis cre tiona ry tran sact ions .— (a) No number, while on the floor, shall execute or cause to be executed on the exchange any transaction for the purchase oi’ sale of any securi ty classified for trad ing as a stock by the exchange with respect to which transaction  such member is vested with discretion as to (1) the choice of security to be bought or sold, (2) the total  amount of any security  to be bo ught or sold, or (3) whether any such transaction shall  be one of purchase or sale.(6) The provisions of paragrap h (a)  of this rule shall  not apply (1) to any discreti onary transactions  executed by such member for any bona fide cash investment account or for  the accoun t of any person who, due to illness, ab-



SE CU RI TI ES  MAR KE TS  IN VE ST IGAT IO N 173.sence, or similar circumstances , is actu ally  unable  to effect  transactions for his own acco unt;  provided tha t such member sha ll keep available for  inspection a detailed record of any such transaction  and the grounds for  exerc ising  such discre tion and shall  file with the exchang e on Aug ust 1, 1935, and quart er an­nual ly there after a report covering  the preceding quarterly period showing the name of each account for which any such transaction  was executed, the amount of such discret ionary  purchases  or sales and the grounds for  exerc ising such discretion with respect to each account, or (2) to any transaction  permitted under the second rule for  any account in which the member executing such transaction  is direc tly or indire ctly interested.(c) No member, and no firm of which he is a partne r and no partner of such , firm sha ll execute or cause to be executed on the exchange purchases  or sales* of any security classified  for  trading as a stock by the exchange for any account with respect to which such member, firm or partne r is vested with any discre­tionary power, which purchases  or sales are excessive in size or frequency in view of the financial resources in such account.j  F if t h  R u l e . Trad ing by member while acting  as broker .— (a) No membershal l (1) personally  buy or init iate  the purchas e of any security  on the ex­change for his own account or for any account in which he, or the firm of which he is a partner or any partner of such firm, is direc tly or indire ctly interested,  while such member personally holds or has knowledge tha t his firm or any partner thereof  holds an unexecuted market order to buy such securi ty in the unit of trad ing for a customer, or (2) personally sell or init iate  the sale of any secu rity on the exchange for  any such account , while he personally holds or has knowledge that  his firm or any partne r thereo f holds an unexecuted market order to sell such securi ty in the unit  of trad ing for  a customer.
(b) No member shal l (1) personally buy or init iate  the purchase  of any security  on the exchange for any such account, at or below the price at which he personally  holds or has knowledge that  his firm or any partner thereof holds an unexecuted limited price order to buy such security in the unit of trad ing for -a customer, or (2) personally  sell or init iate  the sale of any securi ty on the ex­change  for  any such account  at  or above the price at  which he personally  holds or has knowledge tha t his firm or any partne r thereof  holds an unexecuted limite d price order to sell such security in the unit of trad ing for a customer.(c) The provisions of this rule sha ll not apply (1) to any purchase or sale of any security  in an amount of less than the unit of trad ing made by an odd- lot dealer to offset off-lot orders of customers, or (2) to any purchase  or sale of any security, delivery  of which is to be upon a day other than the day of delivery provided in such unexecuted mark et or limited-price order.S ix t h  R u l e . Succe ssi ve tran sact ions  by members. —No member, and no firm of which he is a partne r and no partne r of such firm shal l execute or cause to be executed on the exchange the purchase  of any security at successively higher  prices or the sale of any security at successively  lower prices for the purpose of creating or inducing a fals e, mislea ding, or art ific ial appearance of acti vity  in such securi ty, or for the purpose of unduly or improperly influencing the marke t price of such security , or for the purpose of making a price which does not reflect the true state of the market in such security .Se ve n t h  R u l e . Trad ing by memb ers hold ing optio ns.—No member, while / on the floor, sha ll init iate  the purchase  or sale on the exchange for his own ac­count or for any account in which he, or the firm of which he is a partne r or*  any partne r of such firm, is direc tly or indir ectly  interested,  of any security classified for trad ing as a stock by the exchange, in which he holds or has grante d any put, call , straddl e, or option, or in which he h as knowledge that  the firm of which he is a partne r or any partn er of such firm holds or has grant ed any put, call , straddl e, or option.E ig h t h  R u l e . Rec ord of orders.—  (a) Eve ry member or the firm of  which  he is a partner or any partner of such firm sha ll preserve for at least 12 months a record of  every order transm itted by such member, firm, or partne r to the floor of the exchange, which records sha ll include the name, amount, and price of the security and the time when such order was so transmitted .(b) Eve ry member shall  preserve for  at  leas t 12 months a record of every order orig inati ng on the floor of the excha nge given to such member for execu­tion, and of every order orig inat ing off the floor, transm itted by any person other than a member, firm, or partner,  to such member on the floor, which record shal l include the name, amount, and price of the s ecurit y and the time when such order was so given or transmitted.
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N in th  R ule. Registra tion o f specialists.—No member shal l act as a specialist in any security unless such member is regi stered as a spec ialist in such secur ity by the exchange.
Tenth  Rule. Trading by specia lists.— No spec ialis t shal l effect on the  ex­change purchases or sales of any  security in which such spec ialis t is regis tered , for  any accoun t in which he, or  the  firm of which he is a par tner, or any partner of such firm, is directly or indi rect ly interested, unless such dealings are  rea ­sonably necessary to  perm it such speciali st to  mainta in a f ai r and orderly market , or to  act  as an  odd-lot dea ler in such security.
Eleventh Rule . Joint accounts  of special ists.—No special ist, and no firm of which he is  a par tne r, and  no p ar tner  of such firm, shall, directly or indirectly , acqu ire or hold any int ere st or par ticipat ion  in any joint accoun t for buying or selling on the  exchange any security classified for tradin g by the exchange as a stock in which such speciali st is regis tered , except a joint accoun t with a partner of such specialist,  a member of the  exchange, or a firm of which a member is a pa rtner.
T welfth Rule . Records  of speciali sts.—Every specialis t shall  keep a legible record of all orders placed with  him in the  secu rities in which he is regis tered as a spec ialist and  of all executions, modifications, and  cance llations of such orders, and shall preserve such record  and  all  memo randa  relatin g thereto  for a period  of a t le ast  12 months.
T hir teenth  Rule. Reg istra tion of odd-lot dealers.—No member of the  ex­change shall ac t as an odd-lot deal er in a secu rity  unless  such member is reg­iste red  as  an odd-lot deale r in such securi ty by the exchange.
Fourteenth R ule. Join t accounts of odd-lot dealers.—No odd-lot dealer, and no firm of which he is a partner,  and no pa rtn er of such firm, shall , directly or indirectly , acquire or hold any intere st or par ticipat ion  in any joint account for  buying or selling on the  exchange any secu rity in which such odd-lot deale r is registered, except a joint accoun t with a partn er of such odd-lot dealer,  a member of the  exchange, or a firm of which a member is a par tner.F ift eenth Rule. Options of specia lists and odd-lot dealers.—No specialist or odd-lot deale r, and no firm of which such spec ialis t or odd-lot dealer is a pa rtn er  and no pa rtn er of such firm, sha ll acquire , hold, or grant, direc tly or indirectly , any int ere st in any put, call, straddle, or option in any securi ty classified for  trad ing  as a s tock by the  exchange in which such specialis t or odd- lot dealer is regis tered .
Sixteen th Rule. Short  selling.—  (a)  No member shal l use any fac ility  of the  exchange to effect on the  exchange a sho rt sale of any secu rity in the  uni t of tra din g at  a  price  below the last  sale price  of such secu rity  on the exchange.(b) The provis ions of thi s rule shall  not  apply  to any sho rt sale (1) by an odd-lot deal er to offset odd-lot orders of customers, (2) by an odd-lot deale r to liquidate  a long position which is less tha n the  uni t of trad ing, provided the net  change in the position of such odd-lot dealer af ter any such sho rt sale is not  more tha n the  un it of t rad ing  in  such secur ity, or (3) by any member, with the  approval of the exchange, for  the  purpose of equalizing the  price  of a securitv on the exchange  with the  price  of the same secu rity  on another  na tional secu ritie s exchange which is the  principa l marke t for  such securi ty.
Mr. Mack. On page 5 of  your statement, you refe r to  the six func­tions of a specialist laid down by the SEC, Trad ing and Exchange Division in 1937. We would also like to have these six functions in­cluded at this point in the record, i f you can submit them.Mr. Keilly. Yes. Mr. Chairman.
(Info rmat ion referred to fo llows:)

1. The function of a member acting as a spec ialis t on the floor of the  exchange includes, in addition  to the effective execution of commission o rders entrusted to him and the perfo rmance of his obligations as an odd-lot. dealer, the maintenace. insofa r as reasonably  pract icable, of a fa ir  and orderly marke t on the exchange in the stocks in which he is so actimr
2. The main tenance of a fa ir  and orde rly market implies the main tenance of price  co ntinuity  and the minimizing of  the effects of temp orary d ispari ty between supply and demand.
3. Tn connection with the main tenance of a fa ir and orde rly market, it is com- monlv desirable  that  a member actin g as specialist engage to a reasonable  de­gree in exis ting circumstances in dealings  in full lots for his own account when
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lack of price cont inuity in the full-lot marke t or dis parity  between supply  and 
demand in eith er the  full-lo t or the  odd-lot markej. exis ts or is reasonably to be antic ipated.

4. Transactions on the exchange for  his  own account effected by a member 
actin g as spec ialis t must constitute a course of dealings reasonably calcu lated  
to contribute to the main tenance of pr ice continu ity and to the minimiz ing of the 
effects of t emporary dispar ity  between supply and demand, immediate or reason­
ably to be ant icipated  in eith er the full- lot or the odd-lot market.  Transactions 
not p ar t of such a course  of dealings  are no t to be effected.

5. A spec ialis t’s quota tion, made for his own account, should be such that  a 
transactio n effected thereon, whether or not having the  effect of reducing or in­
creasing the speciali st’s position, will bear  a proper rela tion  to preceding tra ns ­
actions and anticipa ted succeeding transactions .

(5. Tran sact ions on the  exchange for his own accoun t of a member acting as 
spec ialis t are  to be effected in a reasonable and order ly manner in rela tion  to 
the condition of the  general market, the marke t in the pa rticu lar  stock and the 
adequacy of the spec ialist’s position to th e immediate  and  reasonably  antic ipated 
needs of the full- lot and the odd-lot market. The following types of tr ansact ions 
to estab lish or increase a position are  not to be effected except when they are  
reasonably  necessary  to render  the spec ialist’s position adeq uate  to such needs:

(a)  a pu rchase at  a price above the la st sale in the same session ;
(b) the  purchase  of all or sub stantially  all the  stock offered on the book 

at  a price  equal to the las t sale, when the stock so offered represen ts all or 
substan tial ly a ll t he stock offered in th e m ar ke t;

(c) the supplying of all or substantially  all the stock bid for  on the  book 
at  a price equal to the las t sale, when the  stock so bid for  represen ts all or 
substantially  all  the stock bid  for  in the  market.

Transactions of these  types may, nevertheless , be effected in less active  m arke ts 
where they are  an essential  pa rt of a proper course of dealings and where the 
amount of stock involved and the  price change, if any, are  normal in rela tion  to 
the  market.

Mr. Mack. This concludes our hearing. I want to thank you, Mr. 
McCormick, for  your appearance before the committee, and your asso­
ciates as well.

I did not state a t the outset of the meeting, but I  did want the record 
to show tha t you appeared here as a volunta ry witness and tha t you 
made such a request to appear before the committee.

This concludes our hearings on House Jo int  Resolution 438. These 
hearings, in my opinion, have demonstrated a serious need for a thor­
ough study and investigation of the rules of the national exchanges 
and associations, and I intend to do everything in my power to secure 
early approval of this  resolution.

This subcommittee will continue its  watchfulness over the securities 
held for the next 18 months. Additional hearings  on related subjects 
will be announced when our schedule permits. Among o ther things, 
this subcommittee hopes to visit each of the 13 na tional securities ex­
changes in the course of the next 12 months. I want to take th is o p­
portunity  to thank you for your statement this  morning.

Afr. Reilly. Thank you, Mr. Chairman.
Mr. Mack. The committee will stand adjourned.
(The following information was submitted for the record:)

Law Offices of Siiipl ey, Akerman & P ickett,
Washington, D.C., Ju ly  20, 1961.

Re House Joint  Resolution 438.
Hon. Peter F. Mack, Jr .,
Member of Congress, Chairman, Subcommittee  on Commerce and Finance, 

Comm ittee on Interst ate and Foreign Commerce, House Office Building , 
Washington , D.C.

Dear Congressman Mack : Our office from time to time represe nts persons and  
companies in the  securi ties field, and we have a cont inuing i nte res t in legis lative 
proposals in thi s a rea.  We do no t believe  th at  an appropriat ion of public moneys
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for furth er  inves tigat ions in the field of mutual  funds can be justi fied a t the 
present time, and would therefore recommend that  the  scope of House Jo in t 
Resolut ion 438 not be expanded beyond its  orig inal ly sta ted  purpose  for the  fol­
lowing rea sons:

Fir st. SEC Chai rman  Cary has  rece ntly  sta ted  that  mutual funds have  been 
the subjec t of an intensive study by the  Commission over a period of the las t 2 
years,  under a con trac t w ith the  W harton School of Finance at  the  University of 
Pennsylvania. Th at study is expected  to be completed in the  near future , and  i t 
should be analyzed  before fur ther  invest igations are  launched.

Second. In December of las t yea r the  SEC circulat ed to investor  advise rs, 
inves tment  companies, and dis trib uto rs of secu rities a special question naire de­
signed to elici t precise and  up-to-da te info rmation on m utual fund  operations.

Third.  There is a widespread feeling among investors  and inves tment com­
panies that  continuing inves tigat ions  shak e public confidence in mutual funds.

In looking over the  tra nscri pt of testim ony before  your subcommittee, I was 
much concerned at  the line of quest ioning  developed on the amount of fees paid 
to investment advisers  u nder the Investm ent Company Act of 1940. There seems 
to be a concern with the  fac t that  the amount of fees paid by m utua l fund s for  
professiona l advice  and management  is not regulate d by the  Securities  and Ex­
change Commission, apparently  with the  thought that  such fees should be regu­
lated as  if management companies were public  util ities.

This question of m anagement and adviser  fees was exhaust ively  considered by 
Congress in 1940 when the  act was passed. As you know, the  o riginal b ill recom­
mended by the  SEC in 1940 was dra fted on the basis of  a 5-year study of invest­
men t companies. Congressional hearings occupied 21 days during a period of 3 
months, and reflected considerable preparatio n. The final bill was dra fted aft er 
5 weeks of intensive work by the SEC and inves tment company counsel. (Hear ­
ings on S. 3580, Senate Banking and Currency Committee, and hearings on H.R. 
10065, House Committee on In ters ta te  and  Foreign Commerce, 76th Cong. 3d 
sess. (1940). )

After the  most careful consideration the present provisions of the  1940 act 
were  th ought by Congress to be the best solution. The act is presently const rued 
by the  SEC as requ iring  the board of director s of a mutual fund  to assure  th at  
adviser and management contracts,  which mus t be approved annually by them 
or by the  stockholders, are  fa ir and equitable.

In addi tion, the  independent  d irectors  of th e mutual fund, that  is directors not 
affiliated with  the  adviser or management company, are  express ly charged with 
the  duty  of approving the  renewal of such c ontract s pursuant  to section 15(c) of 
the  Investme nt Company Act as an alt ern ative to a stockholder ’s vote.

The SEC staff has  long taken the  position th at  the direc tors of a mutual fund  
have an obligation  to determine  whethe r an adviser or management  con trac t 
with an outs ide company is to be pr efe rred over the  di rect  assumption  of invest­
ment  operations by the investment  company (mu tual  fun d) itself.

The general consensus  in the mutual  fund  indust ry has  been for 20 years th at  
the  investors  and the  public are  best  served by having the highly technica l and 
complicated management services performed by outside professional companies 
specia lizing in this kind of work. Likewise, over the years,  it has  become com­
monly accepted by the industry and investors  that  such profess ional services are  
best paid for  on t he basis of a contingent fee of one-half of 1 percen t of net  asset 
value.

The Inve stment Company Act of 1940 sets  a very high fiduciary standa rd of 
conduct for  management in the investment company stru cture. This  sta tut e is 
very elab orately draw n to p rotect investors in every feasib le way cons isten t with 
a free enterprise  society.

The declaration of policies and purposes of the  Investme nt Act, contained in 
section 1(b ) is in effect a codification of general fiduciary  duties imposed upon 
directors, officers, inves tmen t advisers, and other control ling or manager ial per­
sonnel of inves tment  companies. The  legis lative objective is declared to be to 
eliminate various enum erate d conditions adversely affecting the  nat ional pub­
lic in tere st and interest of investors.

Such documents as Senate Report No. 1775. 76th Congress, 3d session. 1, and 
House  Report  No. 2639, 76th Congress, 3d session, 5 (1940), should be reviewed 
by your  subcommittee in this connection.

Tinder section 14 of the  Investmen t Company Act the SEC is  presently  autho r­
ized and required to make a cont inuing study and investiga tion of the  size of 
inves tmen t companies and its  effect on inves tment policy, on inves tmen t com­
panies themselves, on securi ty marke ts and rela ted ma tters involving the protec-
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tion of inves tors and the public inte rest . The SEC inve stiga tions pres entl y 
unde rway and referre d to above come und er this section of the  law. Addi tional  
aut hor ity  is  neith er required nor justi fied at  th e present time.

As sta ted  in a recent art icle  by Nat han  Lobell “mutual fund s ar e emerging as 
one of the ma jor financia l ins titu tions of our day. The ir growth has  been 
phenomenal. Nearl y 5 million shareho lders own the  $17 billion of mutual fund 
assets , and are  given the benefits of investme nt manag ement once avai lable  only 
to the  ric h.”

This  same arti cle  points out th at  “mutual fund s have had a 35 times increase 
in assets in the pas t 20 yea rs as aga ins t a 0% times  incre ase in the value of 
shares listed on the  New York Stock Exchange. In the  pa st 10 years the  es ti­
mate d number  of sharehol ders  of mut ual fund s has  increa sed more tha n five 
times  as aga inst less than a two times incre ase in holders of sha res  listed on the  
exchange. Dur ing th at  10 years, fund s have been adding inve stors  a t an average 
ra te  of 1,000 per  day .”

SEC Chair man Cary recent ly testified  before  the Committee  on Appropriat ions 
th at  the number  of regis tered  inves tmen t companies has  increa sed from 432 in 
1957 to 570 in 1960, and sta ted  th at  he expects the re will be 6 30 such companies 
in 1961, and 705 by 1962.

He fu rth er sta ted  “it  appears  th at  the estim ated  aggregate net asset value  of 
registere d inves tment companies has  increased from $15 billion at  the close of 
1957 to abou t $23.5 billion at  the  end of 1960. We estimate  th at  these  figures 
will reach  $27 billion and $32 billion at  the  close of 1961 and 1962, respec tively.”

He made a special point  of the rapid increases in the estim ated  number  of 
shareho lder  accounts in re gistered  inv estment companies.

He said “at  the  close of 1957, the re were appr oxim ately  3.1 million person s 
owning these secu rities as compared  with 4.6 million accou nts at  the close of 
1960. We a ntic ipa te th at  thi s number will incre ase to 4.9 and 5.2 million share ­
holde r account s at  t he close of 1961 and  1962, respectively. These figures, I may 
say, apply only to the  open-end mutual funds, whose net assets are  about 75 
perce nt of the tota l I have given. It  does not includ e the very sub stan tial  closed- 
end companies. The total number  of shareho lders for whose protec tion the In ­
vestm ent Act was passed, is, there fore,  sub stantially  more than the estimat es I 
have given.”

In ligh t of the above factors,  it would app ear  th at  the mutu al funds are- 
presently  as closely regu lated  by the  SEC as investor protection and the  public 
intere st can possibly require  measur ed by any sta nd ard  of reason in a  free  ent er­
pris e society.

The imp orta nt purpose s of House Jo in t Resolu tion 438 should not be permitt ed 
to be diluted or diverted by allowing the  inves tigat ion to be turn ed off on the  
scent of the mutual fund  tra il, which is alre ady  heavi ly trav eled  with  cur ren t 
SEC investigations.

Very tru ly yours,
Carl L. Shiple y.

National Association of I nvestment Cos.,
New York,  N.Y., Ju ly I f,  1961.

Hon. P eter F. Mack, Jr.,
Chairman, Subcommittee on Commerce and Finance, House Intersta te and 

Foreign Commerce Committee, House of Representatives, Washington, D.C. 
My Dear Mr. Mack : At the t ime y our subcomm ittee announced public hearings 

on H.R. 438, cons idera tion was  given by this assoc iation  to an app earance in 
response  to y our invi tation. A review of the resolu tion, however, indic ated  th at  
the  proposed stud y would be concerned with  the busine ss of the members of this 
assoc iation  only indi rectl y as pa rt of a gene ral study of secu rities and secu rities
markets.

In the ligh t of certain testim ony at  the public  hearing s held by your  subcom­
mittee , however, we wish to file this brief stat ement  clar ifyi ng and placing in 
perspe ctive the prote ction  afforded in vestors in the marketi ng of open-end invest­
ment company shares.

We believe some misle ading impressions may have  been crea ted in the minds 
of some of the  members of the  subcommittee, and we wish to make clea r the  
significa nt differences in the  marketi ng of open-end inves tmen t company sha res  
as compared with  tradin g in listed or over-the-counter secur ities.  Briefly, open-
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end investment company shares are distributed subject to the protections enumerated below:
1. Open-end company shares are offered continuously by the investment 

company in most cases and therefore must be continuously registered as new 
issues for sale under the Securities Act of 1933. Every prospective share­
holder must receive a prospectus which sets forth all materia l information 
about the company and its investment policies and obligations.

2. The prospectus and all supplementary sales lite ratu re must conform to 
the detailed requirements of the statement of policy of the SEC, governing 
the content and format of such litera ture.  This statement of policy is ad­
ministered by the SEC and the National Association of Securities Dealers, 
Inc. In addition, some State  security commissioners also examine and establish further  stand ards for such litera ture.

3. The Investment Company Act of 1940 regulates many functions, activi­
ties and relationships of investment companies, their  directors and officers, 
underwriters, investment advisers, and other affiliated persons. The regis tra­
tion statement tiled under the 1940 act contains a complete detailed descrip­tion of the investment company.

4. State “blue sky” laws regulate the sale of investment company shares 
along with other public offerings, and certain States put partic ular emphasis 
on the regulation of investment companies because of their appeal to the 
smaller investor. Many State security commissioners have broad statut ory 
powers which they have exercised.

5. Most open-end investment company shares are sold through independent 
broker-dealers, although important segments of the industry sell shares 
through affiliated retail sales organizations. All independent broker-dealers 
must be NASD members and are regulated in respect of their sales of open- 
end shares as in other aspects of their  business. All dealers (whether or not 
NASD members) are subject to th e jur isdictio n of the SEC under the Secu­
rities Exchange Act of 1934 and the State  blue sky laws governing dealers and salesmen.

6. The s tatutes referred to give investors important rights at law in addi­
tion to their common law rights and the protection of regulatory agencies.

If adopted as proposed, House Resolution 438 would include in its scope the 
markets and distribution  systems, for  investment company shares, along with all 
other securities. The SEC already has ample power to investigate all other 
aspects of investment companies, and, in fact, for nearly 3 years has been con­
ducting a broad and intensive study of investment companies as reported to your 
subcommittee by Chairman Cary. In this study, which has to date required 
response by investment companies to two comprehensive questionnaires, this association and its members have cooperated.

We believe th at investment companies perform an important service to investors 
of many kinds and t hat  the industr y’s growth demonstrates shareholder satisfac­
tion and confidence. We believe tha t the stand ards of th e investment company 
industry are high and the regulatory supervision effective. We are striving to 
improve both, and shall continue to cooperate with all constructive governmental 
efforts seeking to improve the investment company industry  and safeguard our 
shareholders.

May we respectfully request tha t this lett er be filed with the records of your 
subcommittee to clarify  some aspects of our business not brought out at your 
hearing s? Copies of this lette r are being sent to the other members of your 
subcommittee and to Mr. Cary, for thei r information.

Yours sincerely,
George K. W htt nfv

(W hereu pon, a t 12 :45 r>.m., the  subcommit tee  recessed, to  reconvene 
sub iec t to the call  of t he Ch air.l
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