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United States 
General Accounting Office 
Washington, D.C. 20648 

General Government Division 

B-258276 

September 14,1994 

The Honorable John D. Dingell 
Chairman, Subcommittee on Oversight 

and Investigations 
Committee on Energy and Commerce 
House of Representatives 

The Honorable Edward J. Markey 
Chairman, Subcommittee on Telecommunications 

and F’inance 
Committee on Energy and Commerce 
House of Representatives 

This report responds to your requests that we review the oversight and 
disciplinary actions of the Securities and Exchange Commission (SEC) and 
several of the securities industry’s self regulatory organizations (SRO) 
against unscrupulous brokers-individuals licensed to sell securities who 
have committed a significant breach of sales practice rules or have a 
history of repeated sales practice violations.’ The activities of such 
brokers can cause serious financial harm to investors and erode public 
confidence in the securities markets. Because recent press reports have 
alleged that unscrupulous brokers move from one f5rn-t to another and 
continue to commit sales practice violations, you were concerned that SEC 
and the securities industry may not be adequately protecting investors 
from unscrupulous brokers. 

As agreed with the Subcommittees, this report discusses (1) the extent to 
which unscrupulous brokers are active in the securities industry, 
(2) regulatory and industry efforts to discipline unscrupulous brokers, and 
(3) the capability of the industry to identify unscrupulous brokers through 
its database of broker disciplinary histories. 

Oversight of the U.S. securities industry is primarily based on the concept 
of self-regulation, a process by which the industry regulates itself with 
oversight from SEC and state regulators.’ This process is accomplished 
through a framework of (1) supervisory and compliance systems at 
securities firms; (2) oversight and discipline by SROS, state securities 

%ales practice abuse activities, which gene&e commissions for the broker but can jeopardize 
inve&or funds, include unsuitability (selling of securities that are inappropriate on the basis of the 
investor’s source and amount of income), unauthorized trading (buying or selling securities without 
the consent or knowledge of the investor), and churning (excessive trading in the investor’s account). 

*To conduct business within a state, brokers generally must be licensed by the state. 
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regulators, and SEC; and (3) SEC's approval of SROS' rules and regulations 
and review of examination and disciplinary programs. SROS, such as the 
National Association of Securities Dealers (NASD) and the New York Stock 
Exchange (NYSE), establish rules of conduct for their member securities 
firms and perform examinations (on a routine basis or in response to an 
event) to detect violations of those rules and federal/state securities laws 
and regulations. 

Brokers who violate federal or state securities laws and regulations, or SRO 
or Grm rules, are subject to various disciplinary actions by SEC, state 
regulators, SROS, courts, and their employers. Available disciplinary actions 
vary in severity, reflecting the differing degrees and circumstances of 
wrongdoing they address. Relatively minor violations can result in 
informal disciplinary actions, such as a letter of caution, which is a 
warning letter, or a compliance conference, which is a conference 
between SRO staff, the firm , and the individual broker to address corrective 
actions for the securities violation, More serious violations can be 
addressed by formal disciplinary actions, including the imposition of 
monetary fines, censures, restitution orders, suspensions of varying 
lengths, and bars from certain or all securities-related functions. 

Sales practice abuse can be detected through a variety of means, including 
investors’ complaints, a firm ’s supervisory and compliance systems, SRO 
examinations, and self-reporting by brokers. The Securities Exchange Act 
of 1934, as amended, and SRO rules require brokers to disclose specific 
information when applying for a state license and when registering with 
SEC and SROS. Brokers and fums must disclose information relating to 
criminal convictions, civil litigation, and administrative proceedings, if 
applicable. 

NASD and state regulators maintain the Central Registration Depository 
(CRD), a database containing information regarding the disciplinary history 
of member tirms and individual brokers. Originally established as a 
centralized broker licensing and SRO regisbration system, CRD is now used 
by regulators and the industry to help oversee brokers’ activities. 
Individual brokers and Iinns are required to report to CRD formal 
disciplinary actions taken against brokers by SEC, state regulators, SROS, 
courts, or employing firms for violations related to the securities business 

Page2 CiAO/GGD-94-208 UnscrupulousBrokem 



B-258276 

and certain customer complaint3 and arbitration4 information. In addition 
to formal disciplinary actions, member firms are required to provide CRD 
with written notice of employment terminations. Data generally are to be 
reported within 30 days of the action’s occurrence. SRO staff can use CRD 
information to help determine whether the firm  or the broker has violated 
securities laws or rules. 

Results in Brief active in the securities industry because (1) sales practice abuse is often 
difficult to detect, (2) CRD does not contain data on informal disciplinary 
actions, and (3) CRD is not designed to provide summary data by type of 
violation for the disciplinary histories it maintains. Although we could not 
determine the exact extent to which unscrupulous brokers are active in 
the securities industry, we were able to obtain CRD data showing the 
number of brokers with disciplinary histories. Of the almost 470,000 active 
brokers listed in CRD as of November 30, 1993, about 10,000 had at least 1 
formal disciplinary action against them for a variety of violations, 
including sales practice abuse violations and such criminal acts as driving 
while intoxicated, and 816 had 3 or more disciplinary actions. 

In our opinion, even a few unscrupulous brokers can cause serious 
financial harm to investors and have the potential to damage public 
confidence in the securities industry. Consequently, SEC and industry 
efforts to ensure effective oversight of brokers and discipline of those who 
violate laws and regulations need to be as effective as possible. Available 
evidence, however, points to shortcomings in the detection and discipline 
of unscrupulous brokers. In particular, according to SEC’S 1994 staff report 
involving 9 U.S. broker-dealer firms, 25 percent of 161 branch offices SEC 
examined for sales practice abuse had weaknesses in broker hiring and 
supervision practices6 Further, 40 cases were referred for investigation 
and possible enforcement action to SEC enforcement staff. The report 
acknowledged that although it was not possible to generalize its findings 
because of the small number of firms examined, the disproportionate 
number of referrals for investigation and enforcement consideration 
suggested that (1) supervisory and compliance systems needed 

3Any complaint that alleges (I) damages of $lO,ooO or more, (2) fraud, (3) the wrongful taking of 
property, or that is settled for $5,000 or more is to be reported by the broker to CRD. 

*Arbitration, the most frequently used method to resolve securities complaints and disputes between 
investors and broker-dealer firms, is a process in which decisions are rendered by arbitrators. 
Arbitration was designed by the industry to be faster and less expensive than litigation 

SThe Large Firm Project: A Review of Hiring, Retention and Supervisory Practices, Division of Market 
Regulation, Division of Enforcement, U.S. Securities and Exchange Commission, (May 1994). 
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improvement and (2) existing sanctions for sales practice violations at the 
SROS and SEC needed to be strengthened. 

Furthermore, we found that certain practices contribute to a perception 
that SEC and industry disciplinary actions are lenient. Such actions allowed 
the imposition of retroactive bars and brokers who were permanently 
barred to reenter the industry. We also noted the potentid for brokers 
barred from the securities industry to migrate to other financial services 
industries, such as banking and insurance. 

SEC, state regulators, and SROS need effective broker surveillance 
monitoring systems that can help them identify brokers with a history of 
sales practice abuse and Iirms with questionable sales practices. CRD, the 
only centralized source of information about brokers’ employment and 
disciplinary histories, is used by regulators and SROS as a regulatory 
surveillance tool to perform this function. However, because CRD was 
originally designed to be a state licensing and SRO registration system, it 
does not contain certain data that would be useful for regulatory 
surveillance and has limited capability to efficiently search, retrieve, and 
summarize data on brokers’ disciplinary histories. NASD is in the process of 
amultimiUiondollarredesignof CRD toaddressitslimitations,Whilethe 
redesign appears to address major regulators’ needs, additional 
enhancements would improve CXD'S capability to serve as a regulatory 
surveillance tool. 

Objectives, Scope, 
and Methodology 

The objectives of our review were to (1) determine the extent to which 
unscrupulous brokers are active in the securities industry, (2) assess 
regulatory and industry efforts to discipline unscrupulous brokers, and 
(3) assess the Capability Of CRD as a regUkOtTy surveillance tool. 

To determine the extent to which unscrupulous brokers are active in the 
industry, we identified the types and sources of information reported to 
CRD. We requested that NASD develop a computer program to identify any 
active broker listed in CRD with a formal disciplinary action. A  formal 
action by a federal/state regulator or SRO or an indictment or conviction by 
a court constituted a formal disciplinary action. We wrote a computer 
program to compile the number of formal disciphnary actions against 
individual brokers and identify which regulatory agencies took the actions. 
We did not attempt to verify the accuracy of the data in CRD. 
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To assess industry efforts to discipline unscrupulous brokers, we met with 
officials responsible for examintion and enforcement at SEC, NYSE, and 
NASD. We also discussed these issues with officials of the North American 
Securities Administrators Association (N&AA) and senior executives at 
two msjor broker-dealers. To assess these efforts, we (1) reviewed all 39 
SEC inspection reports on SRO examination and disciplinary activities 
conducted from 1983 through 1993, (2) compiled information on the 
number of formal disciplinary actions taken by NASD and NYSE from 1990 
through 1993 in response to customer complaints, and (3) analyzed SEC, 
NASD, and NYSE guidelines for sales practice examinations. To solicit views 
on licensing, monitoring, and disciplinary procedures, we sent a 
questionnaire to 51 state securities regulators,6 44 of whom responded. In 
addition, we reviewed the results of the May 1994 SEC staff study on the 
hiring, retention, and supervisory practices at nine major U.S. 
broker-dealers. 

To obtain additional insight into the nature of the violations leading to 
disciplinary actions, and by whom the actions were taken, we categorized 
by type of formal disciplinary action the 9,799 brokers who had some 
formal disciplinary history. Because CRD has limited capability to provide 
aggregate information and can only provide summary information on 
individual broker disciplinary histories, we took a judgmental sample of 
100 brokers to obtain informtion on the violations leading to the 
disciplinary actions. We selected brokers from 3 types of formal 
disciplinary actions identified in the CRD-~O with bars, 32 with formal 
disciplinary actions other than bars, and 18 with court actions. The 50 
bars, imposed by an SRO, a state securities regulator, or SEC, lim ited or 
prohibited a broker’s participation in securities activities. The sampled 
number of these actions does not necessarily represent the proportions in 
which they occurred in the total population of 9,799 brokers, We selected 
a larger number of bars because we wanted to obtain a greater 
understanding of the violations for which a bar was imposed. 

We reviewed the disciplinary histories of 29 brokers who were subject to a 
statutory disqualification7 because of a bar imposed by SEC or an SRO and 
whose employment status required regulatory review from October 1991 
through December 1993. We also attempted to gauge the extent to which 

%cludes the securities regulator for the District of Columbia 

‘The definition of statutory disqualification, contained in section 3(a)(39) of the Securities Exchange 
Act of 1934 generally includes individuals who ham been barred by SEC or an SRO; convicted of any 
felony or certain misdemeanors, such as bribery and forgery, within the last 10 years; or have been 
eqioined temporarily or permanently from violating securities laws by a court 
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unscrupulous brokers migrated to other sectors of the financial services 
industry by determinin g the current employment of 96 potentially 
unscrupulous brokers who SEC identified in its May 1994 staff study as 
having left the securities industry. 

To assess the capability of CRD as a regulatory surveillance tool, we 
reviewed CRD data and how these data could be used to identify 
unscrupulous brokers. We also discussed with senior NASD and NASAA 
officials CRD’S redesign and how planned changes are expected to improve 
the industry’s capability to monitor unscrupulous brokers. 

Our work was performed in New York, NY, and Washington, D.C., between 
September 1993 and May 1994 in accordance with generally accepted 
government auditing standards. 

We provided a drab of this report to SEC, Treasury, NASD, and NYSR for 
review and comment. Their comments and our evaluation are presented at 
the end of this letter. SEC’S written comments and our additional comments 
are presented in appendix III. 

Extent to Which Although regulators and industry representatives acknowledge that there 

blSCrUp~OUS Brokers 
are unscrupulous brokers active in the securities industry, it is not known 
to what extent uuscrupu~ous brokers are active in the industry. Several 

he Active h In&c&-y major reasons are as follows: 

Is Unknown + Unscrupulous activity is often difficult to detect. Allegations of sales 
practice abuse are often difficult to substantiate because there is often 
little evidence other than the word of the broker against that of the 
investor. Further, sales practice abuse violations often surface long after 
they have occurred, even after the broker has moved to another firm. SEC 
staff recommended in its May 1994 staff study that SEC and SROS develop 
better means of identifying sales practice problems at an earlier stage. 

4 Informal actions are not required to be reported. SRO rules require that 
only formal disciplinary actions be reported to CRD, not informal actions. 
Therefore, informal actions such as letters of caution or compliance 
conferences taken to address sales practice complaints are not reported to 
CRD. 

l CRD is not designed to identify and provide summary information on 
brokers by particular types of violations. CRD, the only centralized source 
of information about brokers’ employment and disciplinary histories, was 
originally designed to facilitate state licensing and registration of 
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individual brokers, not to perform a regulatory surveillance function. Over 
time, extensive narrative information on disciplinary actions for violations 
of securities and nonsecurities-related laws has been added to the system. 
However, the system has not been changed to meet its new role as a 
surveillance tool. Consequently, it cannot generate, without extensive 
manual effort, data on the number of brokers who have been disciplined 
for sales practice violations, financiaI/operational violations,8 or 
nonsecurities criminal acts such as robbery. 

+ The extent of nonreporting and erroneous reporting to CRD is unlu~own. 
Regulators and industry representatives we spoke with were concerned 
that employing tirms are less than candid in disclosing to CRD the reasons 
for termmating brokers’ employment. Also, in a recent staff study, SEC 
found that one major firm  did not file reportable information on 
employment terminations to CRD in a timely manner. SEC regards these 
disclosures as valuable red flags to address possible sales practice abuse 
in a timely manner. 

Although we could not determine the extent to which unscrupulous 
brokers are active in the industry, we were able to determine the number 
of active brokers in CRD with known formal disciplinary histories. Our 
analysis of CFXI records disclosed that 9,799 (about 2 percent) of over 
467,000 active brokers as of November 30,1993, had at least one formal 
disciplinary action taken against them by SEC, an SRO, a state securities 
regulator, or a court9 Of these 9,799 brokers, 7,297 had 1 action taken 
against them, 1,636 had 2, and 816 had 3 or more. In our judgmental 
sample of 100 of these 9,799 disciplined brokers, disciplinary actions were 
imposed for a variety of violations of securities laws and regulations such 
as sales practice abuses and financial/operational infractions, The sample 
also included brokers who had actions imposed for nonsecurities-related 
infractions such as robbery or driving while intoxicated. A  detailed 
breakdown of the 50 brokers identified in CRD with bars from some or all 
functions of the securities industry we sampled is contained in appendix I. 

*FinancWopemtional violations generally involve activities related to the management of a firm, such 
as filing incomplete and inaccurate financial reports with regulators, or improperly offering securities 
for sale before properly registering them 

gThese actions can include any charges and/or convictions for a felony or misdemeanor involving 
investments, bribery, fraud, forgery, false statements, counterfeiting, extortion, or other criminal acts. 

J 
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Existing Disciplinary The potential harm that even a few unscrupulous brokers can have on 

Policies and Practices 
investors can be financially devastating to them and could erode investor ’ 
confidence in the industry. Because of this potential harm, the industry’s 

May Not Adequately efforts to detect and discipline unscrupulous brokers shotid be as 1 

Ensure Investor effective as possible. However, available evidence points to shortcomings 6 

Protection 
in the detection and discipline of unscrupulous brokers. SEC'S May 1994 
staff study of the hiring, retention, and supervisory practices of nine large 
firms supports the need for improvements. Also, the most serious r 
disciplinary measure, permanent bars from the industry, may not I 

necessarily result in permanently removing unscrupulous brokers from the i 1 
securities industry. Existing policies and practices may erode the 
effectiveness of disciplinary actions and do not prevent unscrupulous 
brokers from migrating to other sectors of the financial services industry. 

SEC Staff Study 
Recommended Efforts to 
Better Detect and 
Discipline Unscrupulous 
Brokers 

In July 1992, in cooperation with NASD and NYSE, SEC'S Division of Market 
Regulation initiated an examin ation of the employment and supervisory 
practices at nine of the largest broker-dealers in the United States, SEC 
selected branch offices of these nine firms that it believed were most likely 
to have problems on the basis of customer complaint inform&ion. The 
impetus for this examin ation was concern by SEC and SROS about the 
frequency and severity of sales practice abuses. At the 9 l%ms, SEC 
analyzed the employment and disciplinary histories of 268 broker-dealers, 
each of whom had received from 3 to 89 customer complaints. 

SEC'S staff study on industry practices, issued in May 1994, reported 
problems with the hiring and supervision of brokers at 25 percent of the 
161 branch offices reviewed and made 40 referrals of possible securities 
law or regulation violations to SEC enforcement staff. The report 
acknowledged that it was not possible to draw general conclusions 
regarding the securities industry as a whole because the project involved 
only a small sample of the total number of securities firms and, of the 
firms selected, only a small portion of the branch offices and brokers at 
those firms were examined. However, the report concluded that the 
disproportionate number of referrals for further investigation and 1 I 
enforcement consideration as compared with that expected from routine i 
examinations suggested that (1) firms’ supervisory and compliance 
systems needed improvement and (2) sanctions for sales practice 
violations at SROS and SEC needed to be strengthened. [ 

Key principles of the SEC staff study recommendations to SEC were that 
problem brokers needed to be (1) identified at an early stage, 
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(2) scrutinized closely when hired and when making retention decisions, 
and (3) subjected to aggressive enforcement action when warranted. The 
Chairman has publicly concurred with the thrust of the recommendations 
and is considering how best to implement them. 

Bars Do Not Ensure 
Removal of Unscrupulous 
Brokers From the 
Securities Industry 

Serious ViolaGons of securities laws and reguldons are addressed through 
formal disciplinary actions, with the most serious violations warrantig a 
bar. In practice, a bar may restrict a broker’s activities by function, length 
of time, or both. However, even a permanent bar allows brokers to seek 
reentry to the industry. These and other practices, such as NYSE’S use of 
retroactive imposition of bars, which credits the violator with time spent 
outside the industry, may give investors the perception that violators are 
tolerated, thereby eroding public confidence in the disciplinary process 
employed by the securities industry. 

SEC and SROS may impose three types of bars: (1) prohibiting work in a 
specified function, such as prohibiting an individual from working as a 
supervisor, while allowing the individual to remain in the securities 
industry; (2) allowing reentry to the securities industry after a specifled 
period of time; and (3) prohibiting work in the industry in any position for 
an unspecified time period. States may impose similar types of bars that 
are only applicable to activities within the state imposing it. Brokers 
subject to a bar by SEC or an SRO, but not a state, are considered statutorily 
disqualified. In practice, such bars may not ensure permanent removal of a 
broker. This is because the statute shows a statutorily disqualified broker 
to return to the securities industry, subject to heightened regulatory 
scrutiny, if approved by SEC and an SRO. Once permitted to return, the 
broker must obtain SEC and SRO approval for every employment change 
within the securities industry. From October 1991 through December 1993, 
SEC approved the application for one permanently barred broker to reenter 
the securities industry. During the same time frame, SEC approved 
employment changes for five permanently barred brokers. SEC had 
permitted these brokers to reenter at an earlier time. In its May 1994 study, 
SEC staff recommended a number of measures to strengthen disciplinary 
actions, including allowing for permanent bars without the possibility of 
reentry. 

Some state regulators responding to our survey viewed SEC and SRO 
disciplinary actions as being too lenient Of 44 state regulators responding 
to our survey, 14 believed that SEC disciphnary actions were too lenient, 24 
viewed NASD actions as too lenient, and 11 viewed NYSE actions as too 
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lenient. Further information on these responses is contained in appendix 
II. I 

We observed some disciplinary practices that could contribute to the 
perception that some disciplinary actions are lenient. For example: 

. A  securities ti president was fined $10,000 in 1984 by NASD for numerous 
supervisory and record-keeping violations. Subsequently, his firm  was 
expelled from NASD in 1992, and he was fined $60,000, suspended for 6 
months, and permanently barred as a supervisor, principal, and manager 
of a firm . After the expiration of the &month suspension, this individual 
was permitted by NASD to work in another Grm as a broker supervised by a 
former employee. 

9 A broker barred by SEC for fcaudulent sales of securities was permitted to 
remain in the industry provided his activities were limited to the sale of 
mutual funds and annuities. 

l Several brokers received bars for a specific amount of time, imposed I 
partly on a retroactive basis. Enforcement officials at NYSE told us that 
retroactive bars are used to more readily obtain voluntary acceptance of 
the action; however, these officials did not favor the practice. 1 

Potential Exists for Our review of current laws and regulations indicated that regulatory gaps 1 I 
M igration to Other Sectors can exist in safeguarding investors from unscrupulous brokers. SEC’S 

of the Financi;il Services May 1994 study indicated that some potentially unscrupulous brokers had i, 

Industry left the securities industry. However, we found, in following up on some of 
these brokers and the brokers in our sample, that some had migrated to 1 
other sectors of the Gnancial services industry, such as banking and 
insurance. 

Currently, SEC and the Commodit ies Futures Trading Commission (CFTC) 
are authorized by law to honor each other’s bars and can choose to 
prevent barred individuals from migrating between the two regulators. 
However, no similar law or agreements are in force between SEC and other 
financial services regulators to limit the migration of unscrupulous 
brokers. Therefore, an unscrupulous broker with a disciplinary history of 
sales practice abuse can migrate to work in an industry that is not 
federally regulated, such as insurance, and sell certain financial products 
in that industry. Similarly, such a broker can work as a bank employee in a 
Federal Deposit Insurance Corporation-insured bank selling 
bank-sponsored mutual funds if he or she has a disciplinary history but 
has not been convicted of a crime. 
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We analyzed the records of 96 potentially unscrupulous brokers identiCed 
in SEC’S May 1994 staff study who had left the securities industry and found 
that 3 of these brokers had migrated to the insurance industry. We were 
unable to determine the current employment of the remaining 93 brokers 
because data were not readily retrievable. We also found indications of 
migration from our sample of 100 brokers with formal disciplinary 
histories. For example, one broker, who was barred by an SRO for 9 
months in 1989 for misrepresentations made during an insider trading 
investigation, migrated to a related financial services company and 
worked as a mortgage consultant. Another broker, who was suspended by 
an SRO for 18 months in all functions for unauthorized trading, worked at 4 
savings and loan associations as a loan officer and a salesperson for 
certificates of deposits. 

SEC, NASD, NYSE, and state officials expressed concern about the potential 
for brokers barred from the securities industry to migrate to other 
fmancial services industries. Some of these industries, such as banking 
and securities, are subject to federal regulation, while others, such as 
insurance, are not. We discussed this migration issue with Treasury and 
NASD officials. As a result of our discussions, Treasury officials told us that 
they have made initial contact with SEC, CRC, and banking regulators to 
explore the issue of migration to the banking industry. Addressing the 
issue of migration to the insurance industry would be difficult for a federal 
agency because insurance is regulated only by individual state regulators. 

Treasury officials said that they would pursue whether CRD information 
could be made avaiIable to all potential employers within the financial 
services industry, including those industries regulated by states. NASD 
officials said that they had held preliminary discussions with officials of 
four bank regulators to explore the possibility of maintaining employment 
data, including disciplinary histories, for bank employees engaged in 
securities-related sales activity. In our view, prospective employers of 
disciplined brokers in financial services-related industries would benefit 
by being informed of any disciplinary actions taken against the brokers. 
Banking and insurance regulators can access CRD information through a 
toll-free telephone number, as can securities investors.10 However, the 
toll-free telephone number cannot provide certain CRD data, such as 
certain customer complaint information and reasons for employment 

‘*As required by the Penny Stock Reform Act of 1990, P.L 10-429,104 Stat. 931 (MO), NASD in 1991 
established a toll-free telephone number tluough which investors and other interested parties can 
obtain information on formal disciplinary actions taken against brokers. In July 1993, the information 
provided was expanded to include criminal and civil indictments, civil litigations, pending diiiplinary 
actions, and available arbitration decisions. 

Page 11 GAOIGGD-94-208 U~~crupnlous Brokers 



I 

t 

B-268276 

term ination, which are available only to SEC, SROS, state regulators, and the i 
securities industry. 

E  

Improvements 
Needed in Broker 
Surveillance 

5 
/ 

To safeguard investors and maintain public confidence in the securities 
markets, SEC, state regulators, and SROS need effective broker surveillance F 
monitoring systems to help them  identify brokers with histories of sales 
practice abuse and questionable sales practices. SEC, state regulators, and ’ 
the securities industry currently rely on CRD, the only centralized source of 
information on brokers’ employment and disciplinary histories, as a L 
regulatory surveillance tool. However, CRD is lim ited in its capability to 
support regulatory surveillance of unscrupulous brokers because of design E  
lim itations. Further, SROS generally do not require member firms  to report 
information on disposition of customer complaints. Such information, if i 
reported to SROS through CRD, would help regulators and SROS monitor j 
questionable sales practice activities at member firms  and industrywide. 

Lim itations that restrict regulatory and SRO broker surveillance capabilities 
include the following: 

9 CRD has lim ited industrywide surveillance capability. Although SEC, stake 
regulators, and the securities industry use CRD to monitor brokers with 
disciplinary histories, it was not originally designed in 1981 to be a 1 
compliance-related regulatory tool. Currently, CRD users cannot easily use 
the system to perform  certain functions desirable for industrywide 
regulatory surveillance, such as identi@ ing brokers with particular 
attributes (i.e., the type or number of disciplinary actions). NASD is 
redesigning CRD to in part provide firms  and regulators with the ability to 
identify and monitor brokers with specified disciplinary histories. 

j 

Although we did not assess the redesign efforts, discussions with users i 
and responses to our questionnaire indicated that the redesign may 
address CRD users’ major needs for improved capability to provide 
numerical data on the type of violations against brokers as opposed to the [ 

current nonsummary narrative we information on individual brokers. 
NASD officials told us that improvements wiLl be phased in starting in 1 

m id-1995. 
9 CFTC, SEC, American Stock Exchange (AMEX), and regional stock exchanges 

are not directly reporting to CRD. Currently, disciplinary actions taken by 
the CETC, SEC, AMEX, and regional stock exchanges are not reported directly 
to CRD. Instead, CRD personnel must obtain information on disciplinary 
actions imposed by these entities from publicly disclosed sources and b 
enter the information into CRD. Direct reporting to CRD by these regulators / 

f 
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and exchanges would be more efficient and provide control over reliability 
of the data We noted that one broker who, despite a bar in 1988 by CFTC 
for fraud, continued to work as a trader at NYSE. He was able to do so 
because he apparently did not report his disciplinary history to either CRD 
or NYSE. When the bar was discovered, he sought approval for and was 
accepted to reenter the securities industry in 1993. 

. SROS generally do not collect and report information on customer 
complaints from individual firms to CRD. Since 1988, NYSE has required 
member firms to report to NYSE quarterly &  customer complaints received, 
including the name of the broker, the branch where the broker works, and 
the type of complaint. I1 However, NYSE does not report this information to 
CRD. Although most complaints do not result in disciplinary action, 
complaint information is useful to SROS for determining how best to 
allocate exmnin ation resources, according to SEC, NASD, and NYSE officials. 
NASD officials told us that imposing a requirement on its members similar 
to that of NYSE will be on the agenda of its September 1994 board of 
governors meeting. Customer complaint data have proven useful for 
regulatory surveillance, as indicated by SEC’S use of the NYSE customer 
complaint data for its recent staff study. Reporting of customer complaints 
to CRD by SROS would increase the usefulness of this information for 
regulatory surveillance. We found also that some state securities 
regulators will disclose all information in the CRD to inquiring investors. 
We recognize that public disclosure of complaints may be controversial 
because they may not always be indicative of wrongdoing by the broker. 
Therefore, it may be necessary to maintain separate data bases, one for 
regulatory surveillance and one for public disclosure. 

9 SROS do not report information on customer complaint disposition to CRD. 
SROS generally did not gather information on the disposition of customer 
complaints from member firms and, therefore, could not provide these 
data to CRD. By collecting customer complaint disposition data, SROS 
potentially could better assess and monitor possible sales practice abuse 
at member firms and identify sales abuse trends at a firm . For instance, if a 
firm  has a pattern of settling customer complaints involving sales abuse in 
favor of the customer, this may indicate that the firm  needs to better 
monitor and discipline its brokers. Requiring firms to report customer 
complaint disposition data to CRD would also provide additional 
information that could assist SEC, SROS, and state regulators, in better 
monitoring brokers industrywide for possible sales practice abuse. Once 
again, public disclosure of data about complaint disposition may be 
controversial because complaints may be settled in favor of the investor 

WYSE member firms are required by NYSE Rule 361 to collect and report to NYSE dais on customer 
complaints Since 1989, an average of over 11,000 sales practice complaints have been reported 
annually to the NYSE by member fums. 
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for reasons other than wrongdoing on the part of the broker or firm . 
Therefore, in this case, it may also be necessary to maintain separate 
databases, one for regulatory surveillance and one for public disclosure. 

Conclusions The financial health and soundness of our nation’s securities markets 
depend partly on public confidence that these markets operate fairly and 
honestly. A  key factor in public confidence is the level of trust between 
investors and their brokers. SEC, state regulators, and the industry ail have 
a role in protecting investors from unscrupulous brokers. Although 
regulators and the industry acknowledge the existence of unscrupulous 
brokers, the extent to which unscrupulous brokers are active in the 
industry could not be determined. However, we were able to determine 
that almost 10,000 brokers active in the industry have formal disciplinary 
histories. Given that even a few unscrupulous brokers can do serious harm 
to investors, surveillance and disciprinary policies and practices need to be 
as effective as possible. We found evidence that improvements could be 
made in the detection and discipline of unscrupulous brokers. For 
example, a recent SEC staff study concluded that improvements should be 
made to industry hiring and surveillance processes and SEC industry 
disciplinary practices. We also found brokers who had been permanently 
barred from the industry but later were allowed to reenter the industry 
and other disciplined brokers had migrated to other sectors of the 
financial services industry. Finally, broker surveillance systems could be 
improved by enhancing the reporting of disciplinary actions and 
information on customer complaints to CRD. 

Recommendations to 
the Chairman of SEC 

To help maintain investor confidence in the securities markets, we 
recommend that the Chairman of SEC 

l implement the recommendations of the SEC staff study to strengthen 
existing disciplinary standards, including the imposition of a permanent 
bar with no opportunity for reentry, when warranted. 

4 monitor CRD'S redesign to ensure that it provides the capability to allow 
regulators to more easily identify and monitor brokers with disciplinary 
histories. 

. direct SROS to enhance and increase the reporting of information to CRD. 
Specifically, we recommend that SEC direct that (1) SRO formal and 
informal disciplinary actions be reported directly to CRD and 
(‘2) information on customer complaints and their dispositions be 
collected, monitored, and reported to CRD. We also recommend that SEC 
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work with NASD to develop procedures to balance regulatory surveilhmce I 
and public disclosure interests pertaining to disclosure of customer ! 
complaint and complaint disposition information to regulators and 
investors. 1 

l work with NASD, NASAA, and the Department of the Treasury to increase I 
disclosure of CRD data pertinent to the detection of unscrupulous brokers 1 
that migrate from the securities industry to other segments of the financial 
services industry. 

1 1 

Recommendation to Recognizing the potential for unscrupulous brokers to migrate freely from 3 

the Secretary of the 
securities to other sectors of the financial services industry and related 
industries, we recommend that the Secretary of the Treasury work with 

Treasury SEC and other financial regulators to 

. increase disclosure of CRD information available to regulators and 1 
employers among the financial services industry and related industries so L 
that regulators may be aware of and give consideration to a broker’s 
disciplinary history in allocating examination resources and so that 
employers can use the information in making a hiring decision, and 

l determine whether legislation or additional reciprocal agreements 
between SEC and other financial regulators are necessary to prevent the j 
migration of unscrupulous brokers to other financial services industries. 

Agency Comments 
and Our Evaluation 

We provided a dr& of this report to SEC, Treasury, NASD, and NYSE for 
review and comment. We obtained written comments from SEC (see app. 
III). We obtained oral comments from Treasury in a meeting with the 
Director, Office of Financial Institutions Policy on August 26, 1994. We I 
obtained oral comments from NYSE in a meeting on August 30,1994, with 
NY&S Senior Vice President, Government Relations and the Senior Vice 
President, Compliance. We obtained oral comments from NASD in meetings 
on August 30 and 31,1994, with NASD’S Executive Vice President for / 

f 
Regulation and the Director of Regulatory Policy. Treasury, NYSE, and NASD 1 
geneMy agreed with the information provided and, with the exception 
noted below, our conclusions and recommendations. They offered some 5 
technical clarifications that we incorporated in the report where 
appropriate. I 

SEC strongly agreed with our basic Ending that efforts to ensure oversight 
of brokers and discipline of those who violate laws and regulations need 
to be as effective as possible. However, SEC advised that care should be 
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exercised in drawing conclusions that shortcomings exist in the detection 
and discipline of unscrupulous brokers based on CRD'S universe of 
disciplined brokers or our sample, which was drawn from CRD. SEC 
commented that a sample drawn from CRD would include not only sales 
practice violations but violations that do not affect an individual’s ability 
to act in a fiduciary capacity as broker, such as driving while intoxicated. 

SEC'S comments infer concern that readers might use the numbers taken 
from CRD to reach erroneous concIusions about the extent to which 
unscrupulous activity exists in the securities industry. We agree that the 
available data cannot be used to project the extent of unscrupulous 
activity across the universe of brokers and we state this explicitly in the 
report. Indeed, it is our concern with the limitations of currently available 
data that formed the basis of our recommendations for improving CRD, 
However, it is also important to note that we did not base our overall 
conclusions solely on our sample. We also considered the results of our 
analysis of applicable laws, regulations, and policies; our survey of state 
regulators; our analysis of CRD and CRD data; and the findings of SEC'S Staff 
Study. 

Concerning our recommendation that SEC implement the 
recommendations in its staff study, SEC noted that it, in conjunction with 
the SROS, has begun implementig a number of the recommendations from 
the 1994 staff study. SEC also said that it has recommended snos review 
their rules and by-laws with a view toward enhancing discipline actions, 
and plans to make public its policy on reentry to the industry of previously 
barred brokers. We believe that these will be positive steps toward 
addressing a perception that disciplinary actions may be lenient. 

Regarding our recommendation that SEC monitor the redesign of CRD, SEC 
expressed the belief that CRD'S redesign will greatly assist regulators to 
identify and monitor brokers with disciplinary histories, and said it will 
continue to work closely with NASD and N&M on enhancements to CRD. 

While SEC agreed that it was important to enter all relevant disciplinary 
information into CRD, it disagreed with our recommendation that informal 
actions, customer complaints, and customer complaint disposition be 
reported to CRD. SEC contended that such reporting would dutter and 
create disorder in the system. SEC questioned the value of collecting 
information on informal disciplinary actions based on its understanding 
that few sales practice abuse violations result in informal actions. While 
both SEC and NASD commented that it may be valuable to collect and 
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monitor information regarding customer complaints and their disposition, 
both were concerned that the reporting to investors of unsubstantiated 
complaints would raise due process and privacy concerns. NASD 
commented that customer complaint and disposition data should be used 
for regulatory surveillance and not be publicly disclosed. NASD noted, 
however, that some states consider all CRD information available for public 
disclosure. 

We believe information on informal disciplinary actions and customer 
complaints is useful for regulatory surveillance and can help regulators 
and SROS identify brokers with a pattern of sales practice abuse activity. In 
the text of the report, we recognized possible due process and privacy 
conerns related to the reporting of customer complaints and disposition. 
Although SEC said that they understood few sales practice abuse violations 
result in informal actions, empirical data are unavailable to document this. 
We believe that if CRD is effectively redesigned, useful information on 
disciplinary actions and customer complaints and their disposition should 
be generated and processed without disorder to the system. In sum, we 
believe that SEC’S concerns could be effectively addressed by SEC, SROS, and 
state regulators working together to (1) define parameters for collecting 
such data and (2) ensure that disclosure of such data to investors would 
incorporate adequate safeguards and due process protections. 

Regarding the issue of direct reporting of SEC disciplinary actions to CRD, 
SEC said that it is not prepared to change its longstanding arrangement, 
whereby Commission disciplinary actions, as announced in SEC’S Daily 
News Digest, are reported to CRD by NASD staff. While this arrangement 
may have worked well in the past, the redesign of CFtD may provide SEC 
with the opportunity to directly report disciplinary actions to CRD. This 
would better ensure that sll disciplinary actions are reported. 

Concerning our recommendations on providing information on 
unscrupulous brokers to other sectors of the financial services industry, 
both SEC and Treasury agreed that prospective employers of disciplined 
brokers in related financial industries would benefit by being informed of 
any regulatory or disciplinary actions taken against brokers. SEC said that 
its staff will work with other regulators to make CRD information available 
throughout the financial services industry. Treasury officials said that they 
would pursue whether CRD information could be made available to all 
potential employers within the financial services industry, including the 
state regulated insurance industry. 
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We are sending copies of this report to SEC, the Department of the 
Treasury, and other interested parties. We will also make copies available 
to others on request. 

This report was prepared under the direction of Bernard D. Rashes, 
Assistant Director, Financial Institutions and Markets Issues. Other major 
contributors to this report are listed in appendix IV. Please contact either 
M r. Rashes on (212) 264-0737 or me on (202) 512-8678 if you have any 
questions about this report. 

James L. Bothwell 
Director, Financial Institutions 

and Markets Issues 
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Appendix I 

Formal Disciplinary Histories for 50 Brokers 
With a Bar Active in the Securities Industry 
as of November 30,1993 

Broker number 
1 

Year bar 
imposed 

1969 

Formal 
disciplinary 

Regulator Activity leading Function from actions after last 
imposing bar to bar which barred Length of bar bar? 
SEC Financial/ All 60 days 

operational 
1969 SEC 
1976 NASD 

Sales practice 
Sales practice, 
financial/ 

All 
Principal/ 
supervisor 

60 days 
Permanent No 

2 1970 
1976 

operational 
NASD a 
NASD Financial/ 

operational 

All 30 days 
a. All a. 1 year 

1993 

a 

NASD Financial/ 
operational 

b. Principal/ 
supervisor 
All 

b. Permanent 

15 days No 

3 1981 Minnesota 
1981 Wisconsin 

Sales practice 
Financial/ 
operational 

All 3.5 years 
All 120 days 

4 
1982 NASD Sales practice Ail Permanent 
1992 Vermont Sales practice All PermanentC 
1993 California Sales practice All 4 years 

YW 

5 
1993 Minnesota 
1983 Oklahoma 

1984 Alabama 

1992 NASD 

Sales practice All 5 years No 
Sales practice, Principal 6 months 
financial/ 
operational, failure 
to supervise 
Financial/ All Permanent 
operational 
Sales practice, a. All a. 6 months 
failure to 
supervise, 
financial/ 
operational 

b. Supervisor1 b. Permanent No 
principal 

6 1974 NASD Sales practice All Permanent 
1975 SEC Sales practice Al1 Permanent No 
1956 NYSE 
1958 SEC 

1992 NYSE 

a 
Financial/ 
operational 
Failure to 
supervise 

All Permanent 
All Permanent 

Supervisor 1 year 

No 

(continued) 
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FonnaJ Disciplinary Histories for 50 Brokerrr 
With a Bar Active in the Securities Industry 
as of November 30,1993 

Broker number 

9 

IO 

11 

Year bar 
imposed 

1993 

I 988 

1991 

1971 

1972 

1963 

Formal 
disciplinary 3 

Regulator Activity leading Function from actions after last 
imposing bar to bar which barred Length of bar bar? 

SEC Failure to Supervisor 3 years No 
supervise 

Massachusetts Financial/ All 1 year 
operational 

Chicago Sales practice Al1 1 month No 
Board 
Options 
Exchange 
NASD Financial/ a. All a. 6 months 

operational I 
b. Principal b. Permanent i 

! 
SEC Financial/ All PermanentC No 

operational 1 
SEC Sales practice, a. All a. 9 months 

financial/ 
operational 

b. Principal/ b. Permanent 
supervisor F 

12 

1983 Iowa 

1989 NASD 

Sales practice, a. All a. 9 months 
financial/ 
operational 

b. Principal/ b. Permanent No 
supervisor i 

Sales practice, All 3 months I 
financial/ 
ooerational 

1990 Pennsylvania Sales practice, a. All a. 60 days 
failure to supervise 

1 
4 

b. Principal/ b. 180 days No ? 

13 7 982 SEC Failure to 
supervise 

supervisor 
Supervisor 30 days 

14 

1992 AMEX 

1987 Minnesota 

Failure to Supervisor 3 years No 
supervise 
Failure to Supervisor 3 

1 
years 

supervise, sales and 30 days 
practice 

1983 NASD Financial/ Principal Permanent No d 

15 1978 NASD 
operational 
Sales practice Principal 3 years 

16 

1978 SEC Sales practice 

1975 NASD a 

a. All a. 30 days 
b. Supervisor b. PermanentC No 
All 10 days 
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Formal Disciplinary Histortes for 50 Brokers 
With a Bar Active in the Securities Industry 
a@ of November 30,1993 

Broker number 
Year bar 
imposed 

Formal 
disciplinary 

Regulator Activity leading Function from actions after last 
imposing bar to bar which barred length of bar bar? 

1976 NASD a Principal Permanent No 
17 1988 NASD Sales practice All 1 year 

1992 Arizona Sales practice All Permanent No 
18 1982 NYSE 

19 1980 NYSE 

Financial/ 
operational 
Sales practice 

All 

All 

18 monthsb 

18 monthsb 

Yes 

No 
20 1988 NYSE Sales practice All 2 years No 
21 1991 NYSE Sales practice All 3 months No 
22 1977 SEC Sales practice a. All 30 davs 

23 1983 Pennsylvania Financial/ 
operational 

b. Supervisor 
All 

2 years 
4 years 

No 
Yes 

24 1975 SEC 

25 1993 NYSE 
26 1979 NASD 

Sales practice, All Permanentc No 
failure to supervise 
Sales practice All 10 yearsb No 
Financial a. All a. 3 months 
operatkmal 

b. Financial 
principal 

b. Permanent No 

27 1989 NYSE Sales practice All 
28 1993 NASD 

29 1989 AMEX 

Financial/ 
operational 
Sales practice 

3 monthsb 
Permanent 

9 months 

No 
All 

All 

No 

No 
30 1989 

31 1990 

32 1991 
33 1978 SEC 

Pennsylvania 

34 1987 AMEX 

35 1991 NASD 

36 1980 SEC 

Pennsylvania 

NASD 
Sales practice, 

Financial/ 

financial/ 

operational 

operational 

Sales practice, 

Failure to 
supervise 

financial/ 
operational 

Financial/ 

Sales practice 

operational 
a 

3 

Permanent= 

years 

No 

No 

3 years 

2 years 

No 

No 

Permanent No 

Permanent No 

a. 1 year 
b. PermanentC No 

37 1993 AMEX Failure to 

All 

Supervisor 

Princjpal 

a. All 

All 

b. Principal/ 
suoervisor 
Supervisor 

All 

All 

2 yearsb No 
supervise 

(continued) 
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Appendix I 
Formal Disdplhary Histories for 50 Brokers 
With a Bar Active in the Securities Industry 
as of November 30,1992 

Broker number 
30 

39 

Year bar 
imposed 

1976 

1971 

Formal 
disciplinary 

Regulator Activity leading Function from actions after last 
imposing bar to bar which barred Length of bar bar? 
NASD a All Permanent No 
NASD Sales practice, Principal Permanent No 

failure to supervise 
40 

41 

1974 

1970 

Pennsylvania * All PermanentC No 

SEC Sales practice, a. All a. 30 days 
failure to supervise 

42 1977 SEC Financial/ 
operational 

b. Principal/ 
supervisor 
a. All 

b. PermanenF No 

a. 60 days 

b. Suoervisorl b. Permanent No 

43 1979 NASD B 
principal 
Principal/ 
suPervisor 

Permanent Yes 

44 1978 SEC 

45 1978 NASD 

Failure to 
supervise 
Sales practice 

Supervisor Permanent 

a. Alt a. 60 days 

No 

46 1986 NASD Sales practice, 
financial/ 
operational 

b. Principal/ 
supervisor 
a. All 

b.Permanent 

a. 30 days 

No 

47 1978 NYSE a 
b. Principal b. Permane@ No 
Supervisor 2 yearsb No 

48 1976 SEC Sales txactice a. All a. 60 davs 
b. b. 18 months No 
Supervisor/owner 

49 1988 AMEX Sales Dractice OWion tradina 6 months NO 
50 1983 SEC Sales practice, a. All a. 60 days 

failure to supervise 
b. Principal/ 
suoervisor 

b. Permanent” No 

Note: These brokers were active in the industry because (1) their bars expired, (2) they continued 
to work in a state or function other than that from which they were barred, (3) approval for reentry 
was obtained, or (4) their bar was being appealed. 

TRD did not contain data on the nature of the activity. 

bActual length of bar reduced because of retroactive imposition. 

CWhile noted as permanent, these bars provided for the right to apply for reentry to the industry 
within a specific time frame, either in all or specified capacities. 

Source: GAO analysis of CRD data. 
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Appendix II 

Questionnaire Sent to State Securities 
Regulators 

United States Geneml Accounting Office 

Survey of State Securities Regulators 
on Oversight of Registered Representatives 

NSTRUCTIONS 

At the request of Congressma Edward I. Marlrey, Cbaltman. 
Hw Committee on Energy and Commerce, Subcommittee on 
Telccommunuticms and Finance. and Joho D. DingelI, 
Chairman, Subcommittee on Ovusighl and lnvestigatims, 
GAO IS cwrntly evaluating mC effectiveness of the 
disciplinary proccos used by the stnnitico industry to identify. 
sanction and when aplxopriae, bar ltgisterul reprcscntativcs. 

The pu’po~ of this questiamai~~ is to (1) assist us in 
determining the pmccssts utilized by state secutitics regulators 
to register. twnitor. discipltnc and bar individuals from 
practicing within the industry as ~~gisterrd mprcsmtatives. and 
(2) cbtm commc.nls as to whelbtr any changes a m&d at 
the fsdcral level to facilii thex poaosc.5. 

This rulvey sbnuld be canpletcd by this state’s chief suurities 
tinistratw. or by someone else designated by that perwn. 
Most of the qaatimu can easily be amward by cbcckiog 
bores or Ulmg in blanks. Space in provided for any additional 
comments at the end of the qucstiontirc. 

U.S. General Accounling Office 
Attn: Mr. Jack Harriscm 
7 World Trade Center 
Floor 25 
New York. NY lMM8 

If yDu anticipate any difficulty in returning the qucrtionnnLrc 
pmntptly or if you have any questions. p&x. call Mr. Jack 
Harrison at (212) 2444102. 

1 

BACKGROUND 

Please pmvide the following information so tbal we can 
cootact you if we need to cl&y am answer. 

Name: 

Title: 

Agency: 

PItone: ( ) 

1. Approval of Itqiakmd Rep-tatha 

I) How many individunlr are cunmtIy l tttborized by your 
qcrcy as mm-it& industry registeral repfeseataivcs to 
offer sauritica for purchase DT salt witin your nntc? 
(Check only one bar 1 

I. q Nm 
2. q I - 25.ow 
3. q 25,001 - 50,000 

4. Cl 50,001- 100,oDa 

5. q over Icwm 

2) Must au individual be rcgisti by citlur the Ntional 
Assxiatica of Sccutitic~ Dealers (NASD). I& New York 
Stock Excltqc (NYSE), the American lock Exchange 
(AMW, a a rcgjaaal cxchpnge to apply fm rcghtraicm 
witbb ymtr stare? {Chc& only me box) 

l.clYes 8 

2. q No 36 _~--__.-.- 
3. q rhwtbw 
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Queationndre Sent to State Secwith 
Beguhtore 

1.[3 No 44 

2 
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Appemdix II 
Questionnaire Sent to State Securities 
Xegulatom 

s. Rceencs of a civil 
conviction u 

b. Giminnl conviction 
u 

c. SEUCFK sanction 42 

d. SRO dkiiliwy rtim. 
olb3 fba suspensim U 

c SRO suspcosion 42 

f. De&l of reg&h-ation by 
~110thes 8mb2 42 

*. R.zm4c.n of ngisuaim 
by @her sate u 

h. Diaciplioarg action by 
firm U 

i. Arbibation proceeding 41 

j. Arbiwlion award 41 

k. Cssioma cmplin~ 42 

1. Frequmcy of switching 
=dOP 41 

m. TypcJsire of employa 41 

4 
I 

16 
I 

15 2 3 

k-/-i++ 
23 

I 
14 

I 
3 

I 
1 

2 

1 

32 I 6 3 I 
2 8 24 9 3 

2 2 17 I4 6 
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Questionnaire Sent to State Securities 
Regulatora 

Quantitative thmbold fm review 

b. Gimirsal cmviction 
I 

4 
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Questionnaire Sent to State Securities 
IbgllIatore 
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Appendix 11 
Questionnaire Sent to State Securities 
Begdators 

I. cl Evuy1ln6months 

2. q Evay7al2mmtbs 

3. 0 Emy13am1bsto2yenrr 

4. 0 LcWofeottmaKcmly2ycars 
.--__ 

5. q Donolknow 

6 

14) IF REVIEWS BASED ON EV’ENTM’ROFlLES: 
II your ngeacy Dvkws rqJrc~larivcs’ rsoordr in 
response lo an event. v&ch of tbc following types of 
warts will usually trigger such a revrew? 
(Ckd nlf rhar L&y.) 

I. q Civil owvicticm 26 

2. 0 criminal conviction 38 

3. Cl SEUCFK sanction 37 

4. 0 SRO disciplinary action (not surp~nsian)29 

5. cl SRO suspension 36 

6. a Denial ofmgistration by rnotbcrst&e 35 

7. q Revocation of registmtion by mtba stat&l 

8. •i Diiciplinary action by firm 

9. 0 Arbitrationpmceding 

19 

14 

10. Cl Arbitration award 20 

II. q cusurma complaint 32 

12. [7 Ftrqueacy of change of employer 8 

13. q Am&d U-4 submission 24 

14. q olhm fFleaw qmijyj 25 
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Questionnaire Sent to State Securities 
Regdatore 

1. 0 FmU4filiq 1g 

2. q Fan U-5 filing 16 

3. q Form Ud filiqg 16 

4. q SEC pttbliutiolt 15 

5. 0 SROwtificUim~ 21 

6. q statcconaet 19 

7. q c Llstomammplaint 2l 

8. 17 Review of tkCRD 23 

9. q Au or the above 24 

10. Cl Dthtr(PIcpsedpcif4 4 

7 

17) la rrppmrimately what propatiw of tk fimx3 opcmting 
inyowuateQyauklieveL?ompliicedcp-sm 
mpimd to lppve the hiring of rcgistcred 
teptmenmci~? lCk& one hod 

I. q All or daon 111 (9t-+100%, 2 

2. q Mutt (mbou 758) 3 

3.a somc(nkutm) 1 

4. cl Few (&out 25%) 1 

5. q vayfcwwncm (&lo%) 1 
I.__~ 
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Questionnaire Sent to State Securities 
Regulators 

Approval of mnslk applications 
43 

Paicdic monilofing 
41 

Y 

R 

a 
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Questionnaire Sent to State Securities 
Regulatora 

of data by SEC 

10 II 4 

8 a 11 4 

8 

Donot 
knmv 

8 

6 
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Questionnaire Sent to State Securities 
Regulatora 

1. q Noactima-sary 2 
2. El I - the NASD ncdhtg penalty 34 

3.0 lttcreass the state mnfiliq penalty 16 
4. 0 lmpoaee.aSECnmfding~ 17 
5. 0 Allow suspctwioa of the applicant’s liccnx 13 

6. 0 lmpoac othr NASD disciplinary s~ctioas (PIeme specifyJ 
a 

lnfcmtmiiw on Form0 U-4 
44 

I Ittfamutiw on Forms U-5 
44 

19 13 6 

24) In which of the following ways. if any, has you agency pmvidcd input to t&z CRD &ign cffoforts? 
fCkck all tkt apply. J 

I. q Part&pat& in NASIXNASAA tiings an redsign 34 

2.0 Rovii vnitten conmwnts in nxpoarc to a solicitation 18 

3. Cl FrovM wlttcn co-~ without king solicite 8 

4. Cl Was sdicited, but dsclined to provide input 1 

5. q Was not rdicitcd, did ttot provide input 2 
----__-_*- 

6 
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Questionnaire Sent to State Securities 
Regulators 

26) Sinking about mC discipliruy actions impmA by the following ~egulatw agait~~ registucd reprczw~tatives for violative 
bduvior, bow ~ppropriatc do these actions sum for dm behwior inralvcd? (Check on.5 box in each row.) 

II NASD 1 18 I 18 
NYSE 43 24 6 5 14 

AMEX qr( 15 a 5 16 

Regional Excbangcr 44 10 8 3 23 

44 29 11 4 

29 

3.9 

23 

24 

22 

30 

36 

22 
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Questionnaire Sent to State Securities 
Regulators 

12 17 6 5 1 3 

Bar by tbc SRO’s 44 11 17 a 4 1 3 

31) To rbai extmt da ycu believe that n&wed repmmtatino with * bistmy of fquent w cgcgiaus amplaim of riles 
pcs~ticc violati008 - in bosilurr yithoal atmomiate clk&4h action being taken by tbe SRO’r? 
fCheclc me box in each row) 

12 
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don fa particularly egregious 
viohtiats 
44 

I Rqwesentati~es with multipk 
disciplinary acti 
44 I 

Civil convictions 41 

SRO sawxions 39 

Ahhticm tilings 39 

Arbitration iudgwnts 39 

costom complaints 39 

0th~ (pl== spa%% 

40 2 1 

23 5 13 

28 4 9 
t 

24 5 10 

5 23 11 

16 9 14 

7 1% 14 

I3 
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I. q Yes (Cmiimw with nrrtqrusfim.) 44 

2. 0 ND (Skip o qvcrrion 37.) 

1. q Emplaymmt hklory 10 2.0 criminal 
cmvitiom 36 

3. q Civil convictionr 37 4. q SEcaSRO 
disciplimry a&m 
39 

5. q kbitmticmawmds 38 6. Cl Pat&in& SEC M 
SRO diripiimry 
Mao34 

7. 0 Pending atbitdms 35 

8. q costo IRSC co~lainu. wbztkr ot not tosrlling ill I 
diwiplbmy rtion 31 

9. 0 Pii disciplinary action 32 

IO. 0 OUxr: (Plerue qxciifu) 19 

- 

38) IF UTILIZE AGRF.EMEt4lZ 
Pot which of the foUowinS violative aditititr. if any, do 
you ltilize Such omulgoments? 
fCheck all ihal apply.) 

I, q AdminiL3lmivc vi0lati0~ 5 

2. 0 Fmmd/qwuimd viohtimr 3 

3. 0 Sdco ptactice rbu.s.s 3 

4. 0 otkr (Plwc specify) 5 

39) IF UTlLlzE AGREEMENTS: 

1. Cl Yea -4 (Cmuiaur with .waqwtian.) 
II 

2.0 No ----a cskip 4ueslion ul) 10 
36 

14 
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Comments From SEC 

Note: Comments 
supplementing those in 
the report text appear at 
the end of this appendix. 

UNITED STbTES 

SECURITIES AND EXCHANGE COMMISSLON 
WASHINGTON. DC. 20549 

September 2, 1994 

James L. Bothwell 
Director, Pinancial Institutions 

and Markets Issues 
General Government Division 
General Accounting Office 
Washington, D.C. 20548 

Re: Comsnts on Draft Rsport Bntftlod BECVRITIBB HZJUXTsr 
A&ions Weedad to Better Protwt Investors Against 
Unsarupulous Brokers 

Dear Mr. Bothwell: 

The Division appreciates the opportunity to comment on the 
General Accounting Office's (%AOn) draft report entitled . &ions Weeded to Bettgp Protect Investors 

ous Brom The draft report concludes that, 
although GAO was unable to ietennine the axact extent to which 
unscrupulous brokers are active in the securitiee industry, even 
a few unscrupulous brokers can cause serious ham to investors, and 
have the potential to damage public confidence in the securities 
industry. The Division shares this concern and is committed to 
combatting sales practice &buses and ensuring that public customers 
are protected from unscrupulous brokers. As you are aware, in May 
1994, the Commission announced the findings of a staff review of 
the hiring, retention and supervisory practices of pine of the 
largest domestic broker-dealers ("1994 staff study”). The staff 
found that, while sales practice abuses are not a systemic problem, 
efforts to detect and prosecute brokers who engage in such 
misconduct need to be strengthened. Accordingly, the Division, in 
con-junction with the self-regulatory organizations (%ROsH), has 
begun implementing a number of rscommendations resulting from the 
1994 study. 

Before addressing the specific recommendations, I would like 
to comment on the methodology of the GAO study as well as the basis 
for the conclusion in the draft report that shortcomings exist in 
the detection and discipline of unscrupulous brokers. The draft 
report indicates that in selecting its sample, GAO obtained from 
the Central Registration Depository ('CRD") an initial universe of 

1 tie Lame Finn Proiect: A Review of v 
and Suaervisorv EracfFces.DivisionWativn. . 6 ion of marcement. United States Sacuritles a 
Wzhanae Co- ‘ May 1994. 
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See comment 1. 

James L. Bathwell 
Page 2 

active brokers with 1°forsal disciplinary histories.11 It is 
important to recognize that the actions CRD captures in this 
category are not limited to sales practice violations or even 
securities law violations, but also include disclosures relating 
to personal bankruptcies and liens on personal accounts. In 
addition, disclosures in this category also include indictments 
and convictions for offenses unrelated to the securities industry, 
such as driving while intoxicated. Moreover, as the draft report 
acknowledges, of the alnost 470,000 active brokers, only 9,799 
;ehewo percent) had at least one mfonnal disciplinary action" 

. From this universe, GAO selected a judgmental sample of 
100 brokers to obtain information on the violations leading to the 
actions. Both the initial universe and the judgmental sample of 
100, therefore, included individual5 disciplined for violations 
involving not only sales practice abuses, financial/operational 
violations, and criminal infraction5 such as robbery, but also 
those types of actions that arguably do not affect an individual's 
ability to act in a fiduciary capacity as a broker. In light of 
these factors, I believe that care should be exercised in drawing 
conclusions based on GAO'S universe or sample. 

Additionally, the draft report states that 25 percent of the 
161 branch office5 examined in connection with the 1994 staff study 
had weaknesses in their broker hiring and supervision practices. 
f believe this overstates the probles and does not accurately 
portray the staff*5 findings. While the staff did sake 40 
referrals of possible securities law violations to SEC enforcement 
staff, that number must be put into perspective. Specifically, in 
planning the examination sweep, the staff selected those branch 
office5 most likely to have problems based on customer conplaint 
information in an attempt to maximize its enforcement 
opportunities. Although the large nusber of referrals was 
disturbing, it was not wholly unanticipated given the deliberately 
selective sample. Accordingly+ while I do not believe that this 
is indicative of a systemic problem, I, along with the Director of 
the Division of Enforcement, recently wrote to the SROs requesting 
a report on the actions that they have taken, or plan to take, to 
implement the recommendations in the 1994 staff study. 

Finally, the draft report raise5 concern5 about a perception 
that SEC and industry disciplinary actions are lenient based in 
part on the ability of individuals subject to bars to remain in or 
re-enter the industry. The draft report does not, however, fully 
discuss the distinctions among bars or the policies of the SRDs and 
the Commission regarding the possibility of 
notwithstanding a bar. 

re-entry 
The differences in the type5 of bars and 

the policies regarding poasible re-entry are important to a fair 
and accurate representation of the process by which applications 
for m-entry are considered. For exaxople, the Commission imposes 
bars that: (1) prohibit association in specified capacities (m, 
a supervisory or proprietary capacity) while allowing an individual 
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See comment 2. 
Now on p. 9. 

James L. Bothwell 
Page 3 

to remain in the uecurfties industry: (2) include a proviso 
allowing for application to m-enter after a specified period of 
time; and (3) do not include any proviso allowing the barred 
individual to apply for re-entry after a specified period of time 
~~io;walifipd b-1. The imposition of any bar ia a aerioue 

: the imposition of an unqualified bar is viewed as 
particularly severs3 and is reserved for egregious cases. 
lievertheless, the statutory scheme contemplates the opportunity t0 
apply to re-enter the securities industry notvithstanding a bar and 
1 believe that the Division has been responsible in making 
determinations on applications to re-enter. In this regard, the 
draft report indicates that, between October 1991 and December 
1993, the Commission permitted the re-entry of only one person who 
was subject to an unqualified bar. That individual had been out 
of the securities industry for 12 years and was allowed to re- 
enter only in a limited capacity (&, in addition to being 
subject to heightened supervision, the individual was permitted to 
sell only investment company products and variable annuities). 

The draft report makes four recommendations designed to help 
maintain investor confidence in the securities markets. These 
recommendations are addressed below. 

1. That the BBC implement tha rmaornend&tionm of the 8DC staff 
study to strongthan l ximtinq Uinzipliaary rtandarde, fnaladinq 
the i8poaition of 8 pm-no& bar vith so opportunity for re- 
aatry vhen warrentad. 

The staff has recommended that SROa review their rules and by- 
laws with a view toward enhancing aanctiona against registered 
representatives and broker-dealers who commit aalea practice 
violations. The staff also plans to disseminate publicly the 
Commiasion~a policy regarding the re-entry of persona subject to 
unqualified bar orders imposed by the Commission. 

2. That the SEC monitor the cm r4ab8ip to ausure thet it 
provides the sapability to allow raqulator8 to more easily 
identify and monitor brokers with diaoiplinary bistorios. 

The Division continues to work closely with both the National 
Association of Securities Dealers, Inc. (rrNASD8') and the North 
American Securities Administrators Association (*NASMat) on 
enhanceanents to the CR0 that will improve its uaefulnesa as a 
regulatory surveillance tool. The redesign of the CRD is well 
underway and the Division is confident that it will assist greatly 
the ability of regulators to identify and monitor brokers with 
disciplinary histories. 
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3. The the BEC dirmot thm SROm to l nhanoe and hareaae the 
r*porting of information to CRD. dpeaifiaally, tbm B1C should 
diroot that (1) BIRO dimaiplin~ rationm be reported direatly 
ta cstD, mnd (2) inforution 011 oummer aoql&intm and their 
dimpomition bm colleated, monitored, and reportmd to CRD. 

The Division agrmms that it is important to enter all relevant 
disciplinary information into the CRD system: the Division does 
not, however, agree with the recommendation that informal actions 
such as staff interviewe or letters of caution be reported to CED. 
The Division understands that very few sales practice violations 
result in informal disciplinary actiane. Woreovar * such actions 
arm not probative of seriouo problems and vould only servm to 
clutter tha systee. In the discussion of the reporting of 
disciplinary information to the CRD, the draft report correctly 
states that the SEC is not directly reporting to tho CRD. 
Nevertheless, the Division wishes to point out that this ia in 
accordance with a longstanding arrangesent, whereby Cammission 
disciplinary actions, as announced in the SEC's Daily News Digest, 
are reported to the CRD by NASD staff. Absent some evidence that 
this inforeal arrangement is not working, andtha draft report does 
not cite any, the Division is not prepared to change the current 
arrangement. 

While the Division agrees that it may be valuable to collect 
and monitor information regarding customer complaints and their 
disposition, the inclusion of this information in CBD may lend 
unnecessary disorder to the system and, for unsubstantiated 
complaints, would raise due process and privacy issues. 

4. That the IEC work with the EABD, NAShA end the Departeent of 
the Trm8mury to inoreare dimolomure of CRD d8ta pertinent to 
the deteotion of unmorupuloum brolrmrm tiut migratm frem thm 
raauritim8 indurtq to other mepmntm of the finmaial 
l ervicma indwtry. 

The Division agrees that prospective employers of disciplined 
brokers in related financial industries would benefit by being 
informed of any regulatory or disciplinary actions taken against 
the brokers. Consequently, the etaff will endeavor to work with 
other regulators to make CRD information available throughout the 
financial services industry. 

The Division appreciates the opportunity to coernent on the 
draft report. I wish to thank the GAO staff for their efforts to 
address and integrate oral comments made by the Divisionps staff 
during the past week. The Division strongly agrees with the GAD’s 
basic finding that efforts to ensure oversight of brokers and 
discipline of those who violate lavs and regulations need to be as 
effective as possible. The Division is committed to protecting 
investors frm unscrupulous brokers and has undertaken a number of 

Page44 GAO/GGD-94-208UnscrupulouaBrokera 



AppendixIII 
CommentsFromSEC 

James L. Bothwell 
Page 5 

investors from unscrupulous brokers and has undertaken a number of 
initiatives in addition to those discussed above designed to detect 
and prevent sales practice abuses in the securities industry. I 
respectfully request that this letter be appended to the final 
report delivered to Congress. 

~&andon Becker 
Director 
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The following are GAO’S comments on SEC’S September 2, 1994, letter. 

GAO Comments 1. It is not our intention to suggest that the large number of problems 
found by SEC in its staff study of nine large fkms and their branch offices is 
systemic of the number that exists in a3l branch offices. We believe that 
the SEC findings in this unique study, along with the other concerns we 
raise in this report, indicated that some shortcomings do exist in the 
detection and discipline of unscrupulous brokers. We have motied the 
text to more fully explain SEC’S criteria for selecting the branch offices to 
review. 

2. We have modified the text to more fully explain the distinction among 
the types of bars imposed, and SEC and SRO policies regarding reentry to 
the securities industry. 
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