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I am most grateful to the ~ational Association of Securities Dealers for
giving me the opportunity of meeting you. I am equally grateful for this
opportunity to do what I can to smooth out any difficulties that may arise
in the adjustment of your businesses to the Commission's new rules governing
the hypothecation of customers' securities Rules X_8C-1 and X-15C2-1 under
the Securities Exchange' Act of 1934.

In a sense, the genesis of my discussion-runs back to the "sweat work"
that Mr. Irving Turman, of the Commission's staff, and I did with the
Technical Committee of the National Association of Securities Dealers in
drafting these hypothecation rules. 'The problems which your' representatives
and those of the Co~mission ~ttempted to solve together seemed so complicated
that we deoided during those arafting sessions that it might be helpful if a
representative of the Com~ission could explain the new rules to you.

Eecause we of the Commission's staff were not so intimately familiar with
the credit mechanisms incidental to tempor'ary financing of security trans-
ac t Ions as we n ow are , we started out in 1940 with a ve-:-ysimple one-page
draft of t~e pror05ed rule. It was through the efforts of members of the
N.A.S. D. T'ec:mical Comm It t ee that we were able to adopt the later drafts of
the hypo t hecat i on rules to the exLs t Ln r' me chan Lcs of' the banking and securi-
ties businesses. At the s~me time, ho~ever, we were able, I believe, to
achieve the f'ur.dau.e.n t aL otjectives of cus t.ome r saf'ety wh Lch Congress set up
in Section 8 (c) of the Securities Exchange Act of 1934. One regrettable
result of our joint efforts to avoia disrupting existini, legitimate methods
of doing t~siness is that the r~le looks and is More complex. Its complexity
is probably inevitable since the practices in handlin~ castomers' securities
are themselves even more complex. On the ot~er hand, I believe that once the
rule is ~nderstood it will be comparatively simple in operation.

But before I turn to a discussion of the hypothecation rules, I wish to
take up anuther subject of primary importance which is equally the occasion
for my visit to your co~munity. That other subject is over-the-counter
nan i.puLa t Lon of security prices. I know I an,discussing a subj ect which 1s
both delicqte and difficul~. Yet so many inquiries have corne to the Commis-
sion with respect to the legality of various types of trading practices that
a brief s t at em en t of what is le.,saland illegal may liehelpful to you. I
think it' will be of assistance even though none of you, I am sure, would ever
seek deliberately to manipulate the prjce of a security in violation of law.
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As you know, manipulation on stock exchan~eE was pxplicitly prohibited
by Congress in Section 9 (a) (2) of the Securities Exchange Act. Put, as you I.;
may not know, and as I venture to guess, many over-the-counter trokers and
dealers may not know, t he anti-manipulative principles of Section 9 (a) (2) r-_,_c

of the Securities ~xchange Act are, generally speaking, just as applicable in
the over-the-counter market as they are on exchanges.

,

The prohibition asainst manipulation contained in the Securities Exchange I~_' 
Act is really very simple. The statute, broadly speakinp, prohibits three.
things: (1) Raising the price of a security for the purpose of inducing
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others to buy the security; (2) depressing the price of a security for the
purpose of inducing others to sell the security; and (3) creating actual or
apparent active trading for the purpose of inducIng others either to buy or
sell the security. ~he application of Section 9 (a) (2) to trading on ex-
changes has been pretty well marke~ out by various published opinions of the
Commissioh. Although the Commission has not had to institute many proceed-
ings based on manipulation, the opinions both of the Commission and of many
of the courts disposing of those proceedings have thoroughly canvassed the
unlawful activities involved. On the other hand, the application of these
prohibitions against manipulation to the over-the-counter market has not yet
been so clearly delineated by form~l opinions either of the Commission or of
the courts. Therefore, so far as I can, I should like to supply this gap by
emphasizing that the same basic law which applies in trading on exchanges
also applies with equal force in the over-the-counter market.

Prior to 1938 the Corn.'I1ission'sGeneral Counsel on numerous occasions had
rendered the opinion that the prohibitions against fraudulent transactions
contained in the Securities Act, as well as those against manipulative, decep-
tive or other fraudulent devices or contrivances contained in Section 15 (c)
of the Securities Exchange Act, taken together, operate to prohibit anyone
from raising the prices or qu ot at Lon s of a sscur-Lt.y in the over-the-counter
market for the purpose of inducing others to buy the security. Conversely,
the statutory provisions operate to prohibit driving down over-the-counter
prices or quotations for the purpose of inducing others to sell the security.
As early as August, 1937 the Commission had promulgated one of its so-called
over-the-counter rules - Rule X-15C1-2 - the effect of which was to prohibit
brokers and dealers from engaging in any act or practice which operates or
would operate as a fraud or deceit upon any person. The Commission has al-
ways considered that this prohibition is broad enough to embrace manipulation.

In as much as the General Counsel had expressed this view on several
occasions, the Commission in the Spring of 1936 promulgated a rule, then
known as Rule GB4. which specifically provided, in effect, that all of the
anti-manipulative provisions of Section 9 (a) of the Exchange Act should be.
in toto, applicable to transactions in the over_the_counter market, regard-
less of whether the security was or was not re15istered on a national securi-
ties exchange. For various reasons, the effectiveness of that rule in its
relation to the over-the-counter market has been suspended. Moreover, the
Commission in its release announcing the suspension stated "The rule as
originally adopted in no way altered its (the Commission's) prior polley. but
was a mere codification of interpretations of the Securities Exchange Act of
1934 as reported in opinions of the General Counsel which had been issued
from time to time."

On November 1, 1938, the Commission published a second release which
likewise enph asLzed "Certain act LvLtLe s with respect to a security not reg-
istered on any national securities exchange which would violate Section 9 (a)
of the Securities Exchange Act if it related to a security registered upon a
national securities exchange will, ~enerallY speaking, violate Section 15 of
that Act as well as Section 17 (a) of the Securities Act of 1933."

"'"
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Since I'm not talking to a ~ro~p of lawJers, I doubt if I should attempt
to go into the details of the legal reasoning which underlie the conclusion
of the General Counsel of the Commission that the principles of the statutory
prohibitions against manipulation.are, ~enerally speaking, just as applicable
in the over-the-counter market as they are on exchanges. Eut I should re-
iterate, as strongly as I can, that the statute does, in the Commission's
opinion, prohibit raising prices or quotations in the over-the-counter market
when undertaken for the purpose of inducing others to b~y the security and,
on the other hand, depr.essin~ prices or quotations in the. over-the-counter
market when undertaken for the purpose of inducing others to sell the security.

I do not mean to say by this, however, that a series of transactions or
bona fide quotations in securities made in the normal course of maintaining
an over-the-counter m3rket would be unlawful merely because they raised or
depressed ~arket prices. Any person ~aking a market in a security may, of
course, raise prices when he seeks to buy in order to cover orders which he
has received or which he hopes to get from customers and other dealers.
SimilarlY, he may depress prices when ~e sells in the open market in order
to even up with sales made to him or which he anticipates being made by
other customers and dealers. The raisin~ or depressing of security prices
so long as it is merely incidental to maintaining ov~r-the-counter markets in
securities is. in general, not illegal. On tte contrary, transactions rais-
ing or depressing market prices are prohi bi t'?donly if effected for the pur-
pose of thereby ind~cing the purchase or sale, respectively, of the security
by others.

Thus, a dealer ..ho is trading only for the purpose of fulfilling his mer-
chandising functions, that is, for the purpose of m ak in g his normal trading
profits on the spre~d between his bid and asked prices, and who r~ises Market
prices or quotations would not seem to be doing ?o for the purpose of inducing
others to buy the security because of the rise in price or quotations. Nor,
conversely, would selling by such a dealer at falling prices appear to be
effected for the purpose of indu cLng others to sell the security by reason of
the fall. The chan~es in market levels resultin~ from a dealer's trading
would not involve a violation of the ant lc-m anLpu Lat.Lve provisions of the law
unless the dealer moved pri ces up for t.h e purpose of getting other people to
buy the security by reason of its rIsing market pri ceo

However, there may be many circumstances under which a dealer who raises
prices in the course of making 3 market will open himself to the charge of un-
lawful manipul atLon, Host of these situations would be those in which the
dealer has a motive for manipulat1ng security prices. Such a motive would be
present if for instance a dealer had a relati~ely substantial long position
or held an option or was negotiating or had entered into an underwriting agree-
ment. Under any of these circumstanc~s he ¥ould obviously be in a position
to profit from a rise of market prices otherwise than from taking the regular
merchandising profit represented by the normal spread between his bid and
asked prices. He would also be"in a position to obtain a profit other than
from appreciation of a normal inventory position. 'Thus, wherever, by reason
of substantial security positions, which represent more than his ordinary in-
ventoryas a dealer or by reason of options, etc., a dealer stands to profit
from a rise in the market price of the security, his transactions raising its
price will at the very least be suspected and, indeed, under many circumstance~
may be clearly indicative of a violation of the anti-nlanipulative provisions
of the Exchange Ac~.

.-e , 
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Perhaps I can best il.lustrate the application of the anti-manipulative
provisions of the Exchange ~ct to the over-the_counter market by referring
brieflY to the facts alleged in two proceedings recently instituted by the
Commission charging over-the-counter manipulations. In the first case, the
firms concerned began to raise the price of a stock in the over-the-counter
market from around 5 in August of 1939 to about 10-1/2 in the following
January by a long series of purchases. One of the dealers in question had
obtained an option on a substantial block of the stock at $10 a share early
in llovember and at 'a time when the market was well below this price. This
option later ripened into an underwriting contract covering some 32,000
shares at a price to the underwri ters of $10 a shar e, The market price of
the stock had to rise before any distribution at these prices could be under-
taken, much less prove profitable. Investigation indicated that the dealers
concerned had raised the price from $5 to the neighborhood of the proposed
offerin~ price of $12.50 a share not in exercising their legitimate function
of filling supply and demand but for the purpose of .inducing others to buy
the stock at the prices to which they had raised it.

The Commission instituted proceedin~s to determine whether or not the
firm in question should be suspended or expelled from membership on the
National Association of Securities Dealers if, as the staff's preliminary in-
vestigation would tend to indicate, the firm did in fact raise market prices
for the purpose of inducing others to buy the stock in violation of Section
1~ (c) (1) of the Act and i~ule X-15Cl-2 t her eunder-;

In the second recent manipulation case, the COMmission has also proceeded
to determine whether or not the broker-dealer involved should be suspended
or expelled from membership in the N.A.S.D. In this case the notice of hear~
ing alleges that the Commission has reason to believe that the firm, while
underwri ting an issue of preferred and common stock, had raised market prices
to stimulate the distribution. During the continuance of the d i st r-Lbut.Lon
and while the underwri tel' was not only "long" substanti al amounts of both pre-
ferred and common stock but also had an option on an additional block of
5, 000 shares of common stock, the firm raised its bid, its asked and actual
transaction prices for both preferred and common stock. Since the firm in
question made the prime market -- in fact, the only real market -- for these
stocks, there W3S no question in the staff's mind but that it was raising
market prices. Furthermore, the firm caused another dealer to publish rising
quotations in the daily quotation sheets under the latter's name in such a
way that the second dealer's published quotations looked as though they were
independent. The Commission's order for hearing alleges that it had reason
to pelieve that the respondent had raised its own quotations and the prices
in the market which it was making and that it had caused the other firm to do
the same "for the purpose of influencing the market and artificially raising
the price of said securities in order to effect a more profitable distribution
than would otherwise have been possible."

Although these proceedin2s seek to determine whether the firms involved
should be suspended or expeled from the N.A.S.D. the Commission -has other
remedies with which to check over-the-counter Manipulation. It can seek in-
junctive relief in the courts or may refer the case to the Department of
Justice for prosecution. It can also insti tute proceedings to determine
whether the manipulator's registration as an over-the-counter broker or
dealer should be revoked pursuant to Section 15 of the Securities Exchange
Act.

•
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Obviously, in so short a discussion as this, I cannot attempt to
render any precise opinions as to what mayor may not be illegal mani-
pUlation in particular instances. In the first place that would involve
questions of fact which alone would prevent my giving such particularized
opinions. In the second place, the whole problem is too complex for such
cursory treatment. But I do want to make it unmistakablY clear that the
prohibition against raising market prices for the purpose of inducing
others to purchase the security is just as much a violation of law in the
over-the-counter market as it would be if the manipulation were conducted
on an organized stock exchange.

And now I should like to turn to a more pleasant subject __ Rules
X-SC-l and X-15C2-1 -- re~ulating the hypothecation of securities carried
for the account of customers which go into full effect on this co~ing
February 17.

Any attempt to summarize rules as technical as the Commission's new
hypthecation rules which apply to so complex a subject as the banking
operations incidental to the securities business presents not only diffi-
cUlty but some danger of over-simplification. On the other hand, merely
to read to you now the rules and toe Commission's explanatory memorandum
as they are printed in Securities Exchan~e Act Release No. 2690 would make
my talk both boring and profitless, Caugbt on the horns of this dilema, I
am taking the chance of perhaps oversimplifYing the rules in my summary of
their salient features. But I want to reduce the risk by warning you that
my discussion of the rules must, because of time limitations, be too brief

\to be entirelY accurate or all-inclusive. Each of you should carefullY read
not only the full text of the rules but also the summary memorandum of ex-
planation which is printed in Release No. 2690, copies of which you can get
from our regional offices.

perhaps the best way to introduce my discussion of the rules would be
to describe the way they were "sweated" into existence. As I mentioned at
the outset, the rules started off to be extremely si~ple. The first draft
which was submitted to thp. industry for comment was less than one page long.
It contained only the three simple and all-inclusive provisions in the very
language in which the Congress had set up the standards to ~overn the han-
dling of customers' securities. Under that first draft you couldn't com-
mingle customers' securities under a loan without their consent. You couldn't
commingle customers' securities with your own securities under a loan, re-
gardless of the customer's cons~nt. Finally, you couldn't borrow more on
your customers' securities than your customers owed you on their securities
and, hence, than was necessary, generally speaking, to finance your customers'
transactions and positions. As I said before, these provisions of that first
draft did no more than effectuate the Congressional standards for handling
customers' securities standards which wetl~ght were pretty generally
recognized as only decent brokerage practice. And I may say that over 95%
of the representatives of the securities industry to whom we sent that first
draft for comment thought the same thing, By and large they said it was
fine and seemed pleasantly surprised at the simplicity and clarity of this
draft. The N.A.S.D. Technical Committee, bowever, quicklY proceeded to
shoot our three all-inclusive prohibitions full of holes. They soon revealed
the existence of three dozen problems, all knotty, which were raised by
that simple draft.

l
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During our conferences with the representatives of the N.A.S.D.
which followed our circulation of the first- draft, they eventually
succeeded in ~ducating us to the necessity and reasonableness of certain
exceptions to these basic general principles enunciated in the statute,
These exceptions for the most part are desigeed to take care of certain
kinds of temporary financing, sudden reductions ln' customers' indebtedness
before the broker or dealer could reduce his bank loans proportionatelY,
clearing house liens and similar matters. We also found that we had to
define explicitly various important terms used in the rules such as
"customer", "securities carried for the account of any customer", the
Maggregate indebtedness" of customers to the broker, etc.

Representatives of various banks doing a substantial lo~n business
with brokers and dealers were also most helpful. They ~ave the Commission
every cooperation in our effort to forululate a set of rules that would
safeguard customers' securities as the Congress had said in general terms
that they should be safe~uarded and yet which would not disrupt the exist-
ing mechanisms by which le€itimate day-to-day business is done.

--After the f/eeks of turmoi 1 of drafting the rules was over, its three
basic provisions remained. You can't com~mingle customers' securities under
a loan without their cons~nt. You can't commingle customers' securities
under the same loan with your own securities with or without their consent.
And you can't borrow more on customers' securities' than your customers owe
you on their securities.

Turning to the details of the rules, I should first explain why there
are two of them. Section 8 (c) of the Act, and rules under that Section,
apply only to members of exchanges and to brokers and dealers who transact
a business through the medium of members. Rules under Section 15 of the
Act, on the other hand, apply, broadlY speaking, to all brokers and dealers
in respect of business done in the over-the-counter market. In order to
achieve uniformity in the equal application of the rules to all brokers
and dealers, they were adopted under both sections of the Act. However,
Rule X-8C-l and Rule X-15r2-1 are both identical in their substantive pro-
visions. So compliance with either one automaticallY constitutes compliance
with the other. And, one or the other will be appli~able, ~enerally, to all
brokers and dealers regardless of whether they are exchange members or deal
only over-the-counter, and regardless of whether they carry margin accounts
or do exclusively a so-called "cash busines~".

Next, I should like to take up the definitions. The term "customer"
is most important. It does not include any partner, whether general or
special, or any director or officer of the broke~ or dealer or any partici-
pant, as such, in a joint, group or syndicate account with the member,
broker or dealer or any partner or officer or director thereof. The term
"customer", unlike certain other rules of the Commission, does. include
other brokers or dealers. Also, it includes "cash" as well as margin
customers, Other brokers and dealers are treated as "customers" because
securities carried by one broker-dealer for the account of other brokers
and dealers must receive the same safeguards as do those of other customers,
if the customers of these brokers and dealers in turn are to be adequately
protected.
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The rules. operate wi th respect to 311 secur Ities which are "carried for
the account of any customer". Con seque nt.Ly, the defini tion of this expres-
sion is of the very ~reatest importance since no security fallin~ within
this term can be hypothecated except under the circumstances permitted by
the rule. "Securi ties carried for the accoun t, of any. customer" is defined
to include three gene~al cate~ories: (1) Securities received by or on be-
half of the broker or dealer for the account.of any custome~. This, of
course, includes all securities bought upon the, execution of brokerage or-
ders regardless of whether the customer may have yet paid the broker all or
any part of the purchase price. It also includes any other securities which
are received into a cus t-ome r I s account; (2) Sccuri ties sold by the broker or
dealer as a priLcipal to customers as soon as the securities sold are ear-
marked or otherwise appropriated to a custoF.er. Here let me intprpolate to
say that under the law of sales, when ~ecurities to fulfill the contract of
sale are set aside or otherwise appropriated to the contract, the property
in these securities is usually regarded as passin5 to the custOMer, unless
a different intention appears. Therefore, as soon as :lOU tag the securities
sold to the cust-omer-wi th his name or ~'lt them in an evelope for him, or
enter the certificate numbers, on the custOMer's ledger or to his account in
your blotter or otherwise identify the particular securities which have-been
sold to the customer, they become securities "carried for the ae coun t of" a
customer for purposes 0 f the rule and mus t be treated as r:ustomers' securi-
ties; (3) The third class-ification of secur Ities "carrLe d for the account of
any customer" comprises securities sold, even thOUGh they are not yet ap-
propriated,' i,f the customer has made any payme nt on account, at least to the
extent that the dealer owns and has receLve d likA se cur-Lt Ies, Le t me illus-
trate. Suppose the dealer- has sold 15 SoJ.thern Ca.Li I'ornLa Ed.isons to 10
customers wr.o have made part p ayme nt.s or. the purchase p rLce , If the dealer
has on his shelf 20.of tr.~ bonds, 15 of them -- and it doesn't make any
difference which 15 -- must be treated as telongin~ to cQstomers and, there-
fore, can be nypothecated only in accordance with the rules. If, however,
these 20 bonds are pledged with a b~nk at th0 time either that the customers
make a part p aym er.t.or the deale:', by reason of entering the certificate
numbers to the accounts of the c~stomers either on the blotter or the cus-
tomers' ledgers or by some other act, appropriates 15 of the bonds to the
customers concerned, they do not become "securi t Le s car-r-Led for the account
of customers", and, therefore, do not have to be treated as customers' se-
curities pending thejr rcl~ase from the bank's lien as promptly as practi-
cable. HQwever, the dealer is under an obli~ation to takp 1~ of the bonds
out from under the pre-existing lien just as soon as may be practicable uneer
the circumstances. If the buying custo~ers delay in taking delIvery of the
bonds so that the dealer has to finance them overnight or for a l')n~er time,
he must, because of p aragr aphs (a) (2) and (a) (3) of the rules, put them
under a loan ccllaterali zed only by customers' securi ties, noti fYlng the bank
in ~ccordance with the rul~s that they ar~ Hec~rities carried for the account
of , customer ~nd that their hypothecation ioes ~ot cor.travene the provisions
of the rules. When the bonds first beco~e carried for the account of cus-
tomers, if the dealer fails to take them out from under tneir pre-existing
lien which, presumably, also covers other securi tics of the broker or dealer
pledged with the t ank , he would r-evloLa t.Ln g p aragraph (3) (2) of the rules
which prohi bi ts tbe J-l{'d~ir,gof customers' secur ities under the same lien
with his own. FurtherMore, he would probably be violating paragraph (a) (3)
of the rules since, by leaving customers' securities under the same lien with
his own: he won l.d be sut-ject.Ln g t.nern to the li.>n for his own bank Lo an which
Would normally be for an amount (re,ter than oust-orne rs ' ':h:Gregateincebted-
ness to him.

,
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The next- eonsrderation is that of the computation of "aggregate
indebtedness". And here I should emphasize that the third general pro-
vision of the rules governs only the relationship between the aggregate
indebtedness of the customers to the broker or dealer and the total amount
for which customers' secur Ities are pledged. The rules do not affect
customers' free eredi t balances nor the loaning of cus t.omer-st securities.
They are not concerned with the indebtedness of the broker to his customers,
but only with the indebtedness of customers to the broker or dealer on their
securities to the end of preventing the bro~er or dealer from pledging cus-
tomers' securities for more than the total that he has loaned to them on
their securities. In computing "aggregate indebtednesslf under the rules,
related guarantor and guarantedd accounts are to be consolidated. In
figuring the debit balance of an account containing both long and short
position, the cover value of securities short in such mixed accounts is to
be treated as debit. Furthermore, uncleared checks do not reduce customers'
indebtedness until they do clear. Thus, to compute the aggregate indebted-
ness of your customers in respect of their securities you can start with
debit balances in all fully and partlY secured long and mixed accounts of
customers, consolidating related guarantor and guaranteed accounts and
debiting the cover value of securities short in mixed accounts. Add to
this the total cost of any securit-ies bought. for t.he account of customers
but not yet debited to their accounts to the extent that you have taken
delivery, or otherwise acquired such securities for the account of such
customers. Finall~', 'you can add the debit balance in the "Fail to Deliver"
account to the extent that the proceeds due from others on securities which
you "failed to deli ve r" have already been credi tt~d to customers' accounts.
You can also add to this the amount of uncollected customers' checks which
have already been credited to customers' accounts since, under the rUles,
uncollected item8- do not reduce Ilaggregate indebtedness" of- customers until
they clear. However, you can not include the amounts due from customers'
indebtedness on securities subject to exempted clearing corporation liens.
I shall refer to this exemption in more detail later. You must be careful
not to include any balances in "aggregate indebtedness" which does not pro-
perly constitute an amount owing to you by customers on their securities.
To do so may lead to a violation.

The other half of the equation consists of the total of liens on
s~curities carried for customers' accounts. This total is made up of all
your borrowings from others, collateralized by customers' securities •. The
total of liens would, therefore, normally include all bank loans, including
day loans, overni~ht loans and similar temporary loans the lien of which
extends to customers' securities. AlSO, YOU must include all debit balances
in accounts carried with other brokers and dealers whi~h contain eustome~st
securities as well as any other borrowings on which customers' securities
are pledged. You can, however, exclude liens of any clearing corporation
of a national securities exchan~e for which there is an exemption.

I turn, now, to the exemptions, the first one of which takes the form
of the exception embo dLed in par-agr-aph (a) (3) of the ruLe , which paragraph,
as I have mentioned, prohibits the pledging securities of customers for a
sum in excess of tIle total of all indebtedness of all customers to the broker
or dealer in respect of securities carried for customerst accounts. General-

.ly speaking, brokers and dealers should have no difficulty in preventing

..
f,

-
- _ 



--,;;.

- 9 -

the total of their liens from exceeding the aggregate indebtedness to them
of their customers. Good brokerage practice alone Would make it desirable
for a broker or dealer always to borrow substantially less on customers'
securities than customers owe him with the result that the broker's or
dealer's own capital loaned to customers serves as a desirable "cushion"
between the total of customers' debits and the amount of bank and other
loans on customers' securitie~. Conservative operation under the rules
requires that this "cushion" should be sufficisnt in size to absorb any
reasonably anticipated reductions in cusvome r-sr a~?,re~ate indebtedness to
the broker.

However. customers' indebtedness r.ay occasionally be suddenly reduced
because of substantial payments made by customers at about the same time with
the result that until customers' securities can be released from bank loans,
the liens on custom~rs' securities may be greater than customers' aggregate
indebtedness to the broker or dealer. To take care of this situation, even
though it be unusual, there is an exception to the ~eneral prohibition against
pledging customers' securities for more than customers owe you, under which
this prohibition shall not be deemed to be violated if the total.of liens
on customers' securities should come to exceed customers' indebtedness
because -- but only because -- of a reduction in the aggregate fndebtedness
of customers on the partiCUlar day -in question. Furthermore. this exception
is applicable only if funds in an amount sufficient to payoff any such
excess of liens are either paid or placed in transfer to paedgees -- and it
doesn't make any difference to which pledgees -- in order to reduce the liens
on customers' securities as promptly as practicable after t~e reduction of
customers' indebtedness occurs. Since "as promptly as practicable" is a
more or less flexible standard, the rule also fixes a c~adline teYond whioh any

, exces s of liens over customers' indebtedness must be paid off. Thus, the
rules require that any such excess of liens over customers' indebtedness must
be paid off before the lapse of one-half hour after the commencement of
bankinB hours on the next banking day at the place -- and place means city --
where the principal bankin8 of the broker or dealer is conducted and, in
any event, before the broker or dealer on that next day obtains or increases
any tank loan col1atera~ized by customers' securities, whichever is first
in point of time. Let me illustrate this. Let's assume that at 2:15 P.M.,
pacific Coast Time, which would be 6:15 P.M., New York Time, several big
customers of a larQe ~ire house payoff half a million dollars of debits
by depositing certifierl checks to the firm's account at the firm's San
Franeisco~pank by which the checks are certified. This would, of course,
effect an immediate reduction of customers' indettedness in the amount of
one-half million dollars, since the checks wouln clear immediately. And
let's further assume that the firm's principal banking is done in New York
City and that it carries no bank loans in San Francisco and. hence. cannot
reduce any bank loans on the Pacific Coast that afternoon, even thoulilhthe
West Coast banks are still open. We can also assu~e that there would be
no transfer facilities in operation so late in the ~ay~so that the firm
could not get credit at its New York bank in the amount of $500,000 with
which to reduce its collateral loans in New York ur.til the next day. Now
iet's still fUrther assume that the one-half million dollar reduction in

.agerega~ indebtedness is so ~rea~ ad to result in excess of liens in
customers' securities over the amount that customers owe the firm •..Ever}
so unusual a situation as this is taken care of by the exemption. For the
rule as drawn is complied with proVided that funds are placed in transfer

, , fon the Pacific Coast for the purpose of reducing the liens on the irm s
customers' securitieq held by New York banks before 10:30 A.M., Eastern
Standard Time __ the time zone in which the firm carries its largest
principal amount of loans.

"" 
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The rules provide that custom€rs"aggreeate indebtedness shall not
be reduced by uncollected checks, thus givin~ a time lag of from one' to
several days during which a firm can reduce its bank loans in advance- of
anticipated reductions of customers' indebtedness. Nevertheless, the
representatives of the securities business urged that there had to be even
greater flexibility in the operation of para?raph (a) (3) to take care of
what was described'in our drafting conferences as the "minute-to-minutp
problem" that 1s, preventing daily fluctuations in cus tomers' agi:5regate in-
debtedness from causing unwittin~ violations of the rule because of the
mechanical difficulties, where a firm is borrowing right u~ to the hilt,
of reducing bank loans at th~ same time that,customers reduce their in-
debtedness to the firm. rherefore, both before and after reductions in the
aggregate indebtedness of customers to the broker actually occur, the
broker will have an ample reriod of tiMe witnin which to reduce his bank
loans collateralized by customers' securities to the extent necessary to
avoid violation of the rules.

The next exemption, and Ferhaps the most important from your point of
view, is the Lim.i t ed exemption from pa ragr-ap h (a) (1) of the rule appli-
cable to so-called "cash transactions" that is, cases where a security is
bought for or sold to a special cash account within the meaning of Section
4 (c) of Regulation T of the Board of Gover~ors of the Federal Reserve
System. Generally speak Lnj' j- such a special cast acc oun t is an account in
which funds to cover the transaction are already held or where the transac-
tion is executed in reliance upor: a good faith agreement that the customer
will promptly make full cash payme n t. for the security. The rules p rov Lde
that the prohibition against commin~lin~ cus~omers' securities under a loan-
wi thout their consent shall not appLy in the case of securi ties bought for
or temporarily carried in these special cash accounts provided that at or
be fore "the completion of the transaction", wi thin the meaning of the Com-
mission's rules, written notice is given or sent to the customer conceFned
statin~ that his securities are or may be hYrothecated und~r circumstances
which will permit the commingling thereof with securities carried for the
account of other customers. Under the Commission's rules, a transaction
is considered to be completed when the customer makes any payment when such
paYMent is due, whether payment is effected by a bookkeeping entry or other-
wise. As a practical matter, the condition to this exemption that notice
shall be given to the Cus~omer can be most easily complied with by putting
a lege~d on the confirm~tion stating, in substance, that the customers'
securities are or may be pledged under circumstances which will permit their
commingling with securities carried for the accouDt of other customers.
This exemption, it was urged, was necessary to take car~ of cases in which
cash customers, ~articularly institutions and fiduciaries, consider that
they cannot properly give a consent to the hypothecation, even temporarily,
of s~curities bought for their accounts. And, of course, in connection with
the pick-uf and delivery of securities which are bou~ht on a brokerage
basis for so-called cash customers~ hypothecation under a day loan or even
under an overnight loan May often be necessary pendin~ delivery of the se-
curities to the customer against payment. In situations of this type the
N.A.S.D. rechnical Committee and certain other representatives argued that
it would be an ade~uate safeguard if the customer were informed of the fact
that the securities bought for his account are or may be hypothecatect with
securities of other customers. Eefore leaVing this exemption, however, I
want to emphasize that it exempts so-called cash transactions only from the
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requirement that customers' Recurities can't be com~iniled witt oth~r cus-
tomers' securities under a lean without their censent. It is not an exemp-
tion from the prohibItion agaLns t. j.>ledgingcustomers' seeur ities with your
own or from the prohibition of J.led~ing customers' securities for more than
the total amount that customers owe you on ~heir securities.

A. fur t.he r exemption is given in respect of liens of a clearing house
or corporation of any nationBl securities eXChange for a loan made and to be
repai~ on the same day if the lien in question ls incident31 to the clearin'
either of securities or of loans through the clparinJ house. The clearing
house exemption is broader than the so-called cash account exemption just
mentioned. Clearing house liens are exemrted from the prohibition a~ainst
com~ingling a custo~er's securities with those of the broker, and also from
that against pledging customers' spcurities for more than customers owe the
broker. Thus, for all practical purposes, a broker or dealer in operating
under the rule can disregard his p1ed'es of custoners' securities under
clearing house liens. However, as I me n t.Lone d l:efore, in computing a~gre-
gate indebtedness in order to deterrr.inewtether or not the total of liens
exceeds the total of custom~r5' indeLtedness, a~y indebtedness in respect
of securities which are subject to an exempt clearing house lien must be
d Ls r-e ge r de d ,

The rules also require th~t, with the exception of pledges made under
'a day loan or in an o~nibus acco~nt, the c~oker or dealer can't nypothecate
any securities of a customer un l.e ss at or prior to the hypo t hecat Lon he
gives written notice ~o the rledgee trat the security pled~ed is carried for
the ae co-tn t. of a cus t.ome r , S'lch notice to Fled~ees is, of course, necessary
in order that the banks can avoid puttin~ cust~mers' securities ~nder a lien
for loans made to the broker or dealer- on !-jisown securities, .Furthermore,
the broker or dealer ~ust give written aavice to the bank in each instance
that the hypothecation does not violate Rule X-8~-1 or Rule X-15C2-1. In
the case of an omnibus account, however, t~e broker or dealer for whom the
account is being carried need only furnish at the outset a si~ned statement
to the broker carrying the account that all securities in the account will
be customers' securities and that hypot~ecBtio~s will not contravene the
rule. Furthermore, these notice and certificBti0n requirements dc net aFply
to day loans which are to be repaid cn the sa~e calendar day on which they
are made. J understand that the banks' loan envelcpps or collateral slips
will contain a form for si~nature by the borrower whlcn will comply with the
notice and certification requirements of the r~le.

,
Now we come to the banking problems which haa to be met in draftin~ the

rules. Let's take the regular collateral loan first. The banks' loan agree-
ments which have been in general use up until new provide that the bank shall
have a lien on all securities deposited by t~e broker to cover any indpbted-
ness of the broker to the bank, regardless of whether they are customers'
securities or the firm's own secur-Lt-Le s . Of course, each loan is primarily
backed up by the collateral listed on the colla teral s Lip given wi tll the :
loan. However, the general lien cre~ted by the loan agreement is the bank'S~-
anchor to windward in case anythinp ~oes wrong. Fut when the rule becomes.'
effective, the hypothec~tion of customers' securities under such a feneral
lien would result in violating paragraph (a) (2) of the rule, since cus-
tOro~rs' securities would thus be comminpled with the firm's own securities

-under a single lien.

-
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Last week Regulation U of the Board of Governors of the Federal Reserve
System, which applies to bank bcrrcwing~ of members, brokers or dealers, was
amended in order to reconcile the former provisions of Regulation U with the
Commission's hypothecation rules6 The amendment to Regulation U, in effect,
facilitates banks in relinquishing their liens against customers' securities
as additional collateral for other loans made on the broker's or dealer's own
securities. It will become effective on February 17, 1941, the effective
date of the Commission's rules. The amendment to Regulation U brings that

~regulation into harmony with the Commission's rules by providing, broadly
I speaking, that any indebtedness of a broker or dealer that is secured by

customers' securities shall be treated separately by the bank from any other
indebtedness of the broker or dealer.

A Committee of the New York Clearing House Association is presently en-
gaged in working out revisions of the bank" s basic loan agreements in such a
way that the bank's liens for loans which are made against the securities of
non-customers will not run against securities which the bank is notified are
carried for the account of the broker's customers.

Similarly, under the day loan agreement which has generally been in force,
the bank has had a lien for the total amount of the loan on all securities
taken up with the proceeds of the loan. retardless of whether they are se-
curities bought for the firm's own account or its partners or for the account
of customers. Here. again. the banks are now engaged in revising their loan
agreements in such a way that the lien of the day loan, insofar as it will
attach to customers' securities, will be for,an amount no greater than the
amount of that and other loans which, in fact. was used to take up securities
for the account of customers. Now that Regulation U has been amended. this
bank committee should soon complete its work on changing the general loan
agreement as well as the day loan agreement forms.

Thus. the proposed revision of the banks' day loan agreements, as well
as of their collateral loan agreements, will enable the broker to prevent not
only the commingling of customers' securities under the same lien with those

~:-of the troker in violation of paragraph (a) (2) of the rule but also to pre-
.~ vent any banks from having a lien on securities which it is advised are cus-

tomers' securities except for loans which are made against such securities.
I doubt if it would be particularly helpful for me to go into the technical
details of the proposed revisions in the banks' loan agreements. I do
strongly urge this, however, that each one of you get from the bank wi th whom
you are doing business, as soon as you can, a copy of its proposed revision
of its collateral loan ana day loan agreements and have it checked, either by
your own counselor by the interpretative staff of the Commission's regional
office, or with us in Washinfton, to make sure that hypothecations of cus-
tomers' securities under those revised loan a8ree~ents will not involve vio-
lations by you of these hypothecation rUl~s.

Althou~h so far I have been talking abo~t loan agreements with banks and
the necessity that the bank shall have no lien upon customers' securities ex-
cept for loans made against custoffiPrs' securities, the same is equally true of
the agreements under which you may carry accounts containing customers' se-
curities With other members, brokers and dealers. The most frequent illustra-
tion of this type of pl~dge is the case of omnibus accounts carried with ex-
change members. If, in addition to the omnibus account containing only cus-
tomers' securities, you also carry with a member firm any account in which
credit has been advanced to you on your own securities by the member firm, you
must likewise see to it that the member firm has no lien upon customers' se-
curities in the omnibus account for the debit balance in your own account~

- \ 
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Another feature of the rules that I want to ~ake clear in connection
with this discussion of their effect cn hankin' Frac~ices is that under
the revisions of their COllateral loan and day loan agreements which the
banks will soon make, and, in the case of orr.n Lbus accounts, under the simi-
lar cnallges in the custo:ners' agreeltent under which it is carried, your
mechanical operations in taking cut loans and in withdrawinf. and adding
collateral, so far as we can anticipate, will be ~ust about the salte as
they have been heretofc.re. The only exception is tha~ on each hypo~heca-
tion of' customers' securities you \o:i11have to notify t!.e bank that they
are securities carried for the account of customers anj that the hypothe-
cation does not violate the requirements of the rule. The same will be
true in the case of omnibus accounts once you have assured yourself that
the loan agreeltent and liens of the carryinR oroker are li~ited as will be
the banks' liens. When you have notified tte member with whc~ you may be
carrying an omn Ibus accoun t that on ly securities carried for the account,
of your custo~ers will be contained in tte account (takin' out of the ac-
coant any securities which you may be carrying for your own account or the
account of ~our partners, officers or directors, or a joint account) and
have notified the member carryin~ the account ttat only securities carried
for the account of your customers will be k0pt in the account and that
hypothecations in the account will not violate the provisions of the rule,
tne m~chanical operations in handlin~ this account wi]l be exactly similar
under the rules as they have been h~retofor~. Put you must bear this in
mind you cannot borrow on cus t.ome rs ! securities, whe t ner- from a bank or
from the member firm carryil,g the omrd bus account, amounts which in total
will be ilreater.than the 'amounts owed to yo ; b:,' your cust one r ,

You may have noted that when I just said that your m~challical opera-
tions under t-he new revisions of the banks" Loar; agreements and agreements
covering omnibus accounts will be just the sa~e ~s they have been hereto-
fore, I mentioned only taking out loans ani withdrawing and adding collat-
eral. Your pr-a ct Lces in sut.s t.Lt.u t i ru; collateral will Of' d Lf'f'e rent , As I
told you th~ b?nks are taint to revise their loan agreeRents to the general
effect that securities 8ar1'1ed for the acco~nt of customers will not be
subject to any lien which they may have for loans made against securities
of the firm, its partners, its directors or o f'f'Lcers or participants with
it in joint, group or syn1i~at~ accour.t~, but in the conv~r5e situation,
where there may be a deficiency in t.r,e marhin on loans rr ade or. cus vome rs !

securltiei, the b~nks can have a lien againFt securities of the troker, its
partners, officers and directors, etc. Fara!:?raph (e) of the rule which
creates an exemption for certain liens on sec~rities of n0r.-customers thus
permits what we may describe as a "or.e-way Llen" ap,ainzt the broker's own
securities as adjitiona1 collateral for loans maJe against customers'
securities. To this end, the rul~s provide tLat the broker may use his own
se~urities as additional collateral, both for day loans and for reBular
collateral Loar,s which are "made against secar Lt.i e s car rLed for the account
of custon;ers". For the purpose of tti:; eXE':nption,howp,ver, loan is con-
s idered as be irq~ "made a(ains~ secur i ties carr led f'cr the ac count, of custom-
ers" only where the loan is obtained or increased solely on the basis of
securities carried for the account of cus t.omer-s , 'Thus, tr,e broker, although
he can add his own securities as addition91 collat~ral to a loan on custo~-
ers' securities, Dnd altho~~h he can substitl1te other custcmers' securities
for collateral in the lean, cannot sub s t.I t.ut,e his own securities for secur c-

ities carried for the account of customers which are in the loan without
Violation of paraRraph (a) (2) of the rule. Tterefore, you should be

-
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particularly careful in s~bstituting collateral in loans which are made
against customers' securitie-s to see to it that only securities of other
customers are used as substitute colla~eral.

Finally, it. may be r.elpful if I sum up this discussion of the hypo-
thecation rules with just a few words on their basic purpose and philos-
ophy. The new rules are not intended to alter the substance of law of
debtor and creditor relating to pledges and the foreclosure of pled€es
nor do they attempt to amend or supplement existing insolvency causes.
They are designed to achieve the Congressional mandate of safeguarding
customers' securities by preventing some of the causes of brokerage in-
solvency under circumstances that custollierssuffer a loss. As Congress
itself put it, Section 8(c) of the Act "m~<1ns that a broker cannot risk
securities of his customers to finance his own speculative operations."
To this end, the rules are designed to prevent insolvency by requlrin~
brokers not to risk customers' securities undpr liens of pled&es for any
amount ~reater than that necessary to finance a customers' concern. It
is our hope that in achlevin~ this objective the new rules will result
in a minlmure of interference to existing le~itjmate methods of doin~
business.

I am, of course, deeplY arpr€ci~tive for the patience and good will
with which you have list~ned ~o my effort to explain in every day langu-
age rules which are in re~lity co~plex and'technical. I hope that what
may be an cve r-sLmp Li f Lc at Lon oi' their pr ov Ls Lor.s will not mislead you and ,
to guard against this, I urge each of you to study the text of the rules
themselves in the light of yo~r own busiTIess. Think over the problems
which will aris~ in your shop and then call~pon the Cor-mission for the
servi~e which it is only too glad to r~nder. Call our Re~ional Adminis-
trator and ask him any questions which are troubling you. I am sure that
he will have the answers at the tip of his IiL~ers and if he hasn't he can
get the answer from us in WashiLgton very quicklY. And, in any event,
please re!".embertl.at whatever your difficulties may re under the rule all
of us ht the S.E.C. are eager to assist you in your effort'1o comply with
these new safeguards for custcMerE' securities. .

---000--_


