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rnanner causes to  be issued, published, sent, delivered, or mailed, any circular, 
letter. aublication, o r  message medictine the  fu ture  market value o r  mice  o r  
recommending t h e  sale or of any corporate stocks, corporate o r  public 
honds or securities, grains, livestock or commc~dliieb, o r  iecommendh tile invest- 
ment of funds in or refraining from investing funds in any corporate stocks, 
corporate o r  public bonds or securities." 

This clefinition, i t  may be noted, wonld make any regulation :~ l~p ly  only to 
those who furni.;h advice for a consideration of wlne .  However, it wonld be 
immaterial under the above definition w h r t h r ~  the advice relates to stoclis and 
honds or t o  grains, lirestock, o r  other con~rnotlities. St~bject  to possihle refinc- 
ments in 1angn:tge the definition quoted above may perhaps be thought 
si~tisfactory. 

An nrlulysis of the  definitions found in the  lams of other States gires rise to 
two qnestions concerniig the  definition of inrestment connselors. In  the  first 
l h c e ,  i t  m t ~ y  be deemetl desirable to make any possible rc~gulations apply only 
to thofie who give advice concerning "specific" ~ecur i t ic .~ .  Tlie insertion of the  
:tdjertive "specific" would be intended to exclnde f rom regulatioi~ those who 
girv only ndrice of :I ge11er:kl economic 11atm.r.' Whether this is desired, wonld, 
of course, be a question of policy. difficulties in administration 
may arise a s  t o  just what  constitutes ntlrice concerning spcc'ific wcnrities, 
whether i t  rnranh advice a s  to a specific secnrity or also includes advice conceru- 
ing a class of securities. Accordingly, the use of qnalifying adjectives, such a s  
the wort1 "y~rcific," reqnirrr  careful c o n a ~ d e r i ~ t i o ~ ~ .  

In the serond place, it maS be thought rlecesxrp to  define what constitute 
"sec.nrities," advice concerning which inakes tlie action come within the  scope 
of the  proposcd act. The general pi;rcticr ill those States regulating investn~ent 
counselors is  to incorpor:rte in the  ac t  the  definition of securities a s  given in the  
Sta te  hlae-sky law. I n  addition, however, other items may also he  included by 
c - r ~ ~ ~ ~ ~ w r a t i o n .For  example. New Hampshire t rea ts  a s  aecnrities contracts of 
ccr\ ires or adr icr  relating to  investments, or memberships in organizations pur- 
porting to render such services o r  adrice. Sellers of such contracts or member-
ships a r e  then subjected to regulntion ns  deniers in securities.' 

Whether o r  not to adti to the clefinition of "wcurities" ;IS fo~u ld  in the  State 
blue-sliy lam depends npon whether tha t  definition ih brua~le~wnqlito cover all  
types of investnrents which i t  is  desired to include in the  Invt+tnle~~t  ('onnst~lor 
Act I n  Il l i~lois the  bluc-sky h r v  doe* not cover in~es t in rn t s  rrl;iting to grain\ 
nild lircstock, hut these a re  ir~clutlcil in the  drfinition quoted nl~ove fro111 \enate 
bill 601 The wine bill also inrhtded :I general clefinition of "wmrities" :IS any 
item, nrticle, or thing with respert to which invrstnient ionnwloru gi \e  ndvicc 
o r  predict the fu turr  value of Such :I ge i~era l  definition m:~$ Ile tho11,vht de- 
sirahle in order to nssnrc the  inc4usio11 within the :tct of all ;~ri(~tje.of illvest- 
nlents (such as whisks warehonw receipts 2nd cenlrtt-ry lot*) or IllaJ. 011 the  
other h:~lid. he thotight ~nidesii :~hlcns p o s d ~ l y  producvtirr of c*olrfn*io~lif the  
rlefinition of securities a s  contni~lcd in the hlnc-4ry act ib ttlro i11corlror;~tetl hy 
reference. 

l t (~gnl i~toryst:rtntes concerninq inrestnient counselors a1)pear to  exempt from 
their pro\isions those who fr~rtlisli adrice withont :iny r rmnnn~at ion or ~ : ~ l n a h l e  
consideration, nprx~rently becnusc i t  is  thought in~pr :~ct ic :~l~le  to regulate such 
grtltnitons her\ ices N e ~ v q ~ n p t ~ sand journals generally also srein to  he esclnded 
:~lthongli this is  not explicitly stated in  the  qtntntes, the e\emption ;~ppnrently 
being hascrl on general constitutional and  l rg i~ l  principles. I n  :rdtlition vi~r ions  
other types of councelorc iIrc ~ lnc~ t im 'h  excrptc~d. Those exceptc~d in one or 
inorc St:~tes inclnde hrolrcrs, nttornrys, hnnl<s, s n ~ i n g s  a~r t ll m n  nssoci :~t io~~s,  t m s t  
c o n q ~ u ~ ~ i e s ,and certified puhlic nccouilti~nts. The rc.rsons for the.^ rxceptionr
a r e  varied, but the  basic renson seems to  be that  si~cll  ~ ~ e r s o n s  and firms a r e  
already subject to government:tl regu1:ttion of olie tvpr or antrt l~rr.  Fur ther-  
more, the  inwstment  advice furnisher1 by these t.\rcchptecl wo11ps ~vonld  seem to 
he mrrely incidental to some other function heing pe~forlned I I ~t11en1 T ~ O  
drsirnhilitg of rxemptillg thrse and other persons or orjianlx:rtiol~h from reg111:t- 
tion t h a t  is  thought feaqihle for invrstmrnt conns r lo r~  g r ~ ~ c r n l l y  \\o~tl(l, of conrse, 
be a question raised in Illinois. Apart  from deciding the mrrits of r;lc2h c.l:>i~u 





'I'hese i~~restmerl t  services which function through publicatiolls sent to their 
s~tbscribers, rather than through individualized advice, would present several 
tlific.ulties not found in regulating investn~ent counselors generally. I n  the first 
l~lace. the li~rge number of agencies publishinr: investment facts and interpreta- 
tiolls is well known, and a very large administrative staff would be required 
to enforce detailed regulation. Secondly, such iufornlntion is supplied both by 
1lrwsl):tpcrs and by specialized financial Journals and services. The accepted 
rights of freedom of the press and dne process of law might prevent any general 
rtgulatiou nud perhaps also supervision over particnlar types of publications, 
even if the advertisements of these j)ublic:ltions occasionally quite esaggerate 
the vnlue of the factual information which is snpplied. That the constitu-
t i o ~ ~ a lguarantee of liberty of the press is applicable to publications of all types, 
: ~ n d  not only to newspapers, has been ,clearly indicated by the Urlited States 
Supreme Court in the following terms: 

"The liberty of the press is not confined to newspapers and periodicals. I t  
i~ecessarily embraces pamphlets and leaflets. These indeed h a , ~ e  been historictll 
weapons in defense of liberty, as  the ~amphlc t s  of Thonms Paine and others 
in our ow11 history abundantly attest. The press, in its historical co~~notatiou, 
comprehends erery sort of prtblication which affords a x-ehicle of inforillation 
;rnd opinion." 

To the pl'obletn of formulating reasonable and lnlcticable regulations for the 
factnal services inost, :~ccordingly, be added legal ancl constitntional difil'nlties 
inherrnt ill the attempted r~gulat iou of ally individual or organization function- 
ing primarily by means of published rircnlars or ro l~~mes .  However, l i b e r t ~  
c~f the press is not an absolute right, and some types of regulation may be both 
constitutional and feasible, assuming thnt regulation of some sort is thought 
tiesir:thle. Sr~cli regulation could probably not legally take the form of licens- 
ing publications or prohibiting certain types of pnblications. Regulation of the 
pnblishing of investment advice in ordrr to conform with constitutional require- 
ments. would probably hare to be confined to punishing. by civil or criminal 
l)enalties, those who perpetrate or attempt to perpetrate frauds or  other 
speriflc acts declared to be contrary to law. 

This seems to br the situation in the States geiierally and may be the only 
fr:~siblecourse of action. It has heel1 suggested, however, that the possibility of 
fi'and or other illegal and unethical practices on the part of publishers of inrest- 
inent facts nnd advice could be reduced if such publishers mere required to file 
copies of their bnlletins and circulars with some State agency. The lrnowledge 
that snc8h pltblications would he a matter of public record, and might serve a s  a 
hasis for civil or criminal action, could be expected to have a restrainiug effect 
11pini pul>lishers. Hoxvewr, the rrquirements of such filing might also be of little 
effrct, jmrticnlarly if it appeurs thnt no effort is made by the administrative 
;~nthoritiesto scrntiuize the nrni~y doc~urreuts that wonld be received, nnd a great 
ilrJal of :tdministrntive cffort w ~ n l d  hr necessary both to enfurce the filing of 
l)nblications :~nd  to initiate action founded on staten~ents contained in such publi- 
cations. E'urthermore, the requirement of filing could probably not be enforced 
ag;kinst publications issued in other States and sent to  residents of Illinois. 

I t  I I I ~ I Fbe thought desirable swcifically to exclude from regulation the pub- 
lishers of generalized investment information, along with those who furnish only 
cvonon~ic: advice generally. This may be done by carefully defining the term 
"investment counselor" so as to exclude "any person or orgmization which en- 
gages in the business of furnishing investment a~~a lys i s ,  opinion, or advice solely 
througi~ publications distributed to a list of subscribers and not fnrnishi~ig specific 
ndvice to any client with respect to securities, and also persons or organiztltions 
furnishing only econoniic advice and not ndvice relatiig to the purchase or sale of 
seci~ri t i~q.~ '  

This possible definition is generally the same as  that used by the Federal 
Srcuritirs :~nd  Exchange Commission in limiting the scope of its re l s r t  cr11 
invcstm~nt c!oansel organizations. 

' h o  general txpes of regulation esist. Investment counselors may be regu-
lated as  brokers or dealers in sec~~ritics. or they may he subjected to special 
rwulation as  inrestment counsrlors. In four States (Michigan, Ncw Hamp-
shire. Oklahoma, and Rhode Isli111d) investment counselors are required to 



obtain registration under the State securities law as 1)roliers or dealers ill 
seculities. Two major reasons are offered in support of this tkpe of reguh-
tlon. In the first place, i t  is said that some connselors act 21s brokers or 
attempt to sell securities while others have connections with brokers or sellers 
of securities, so that the functioning of most investnlent cou~rselors cannot 
readily he separated from the husiness of selling securities. Secondl~, regula- 
tion of investment counselors by requiring registration as dealers or brokers 
is easier to enforce, since machinery fur such regulation al~eatly exists and -
since experience in regulating dealers and brokers has alreadj been acquired. 

In  two States (('alifornia and ('onnecticut) special l~rovlsion is made for the 
regulation of investment counselors. This has the ad\antage of permitting the 
regulations to be adapted specifically to the problems that relate to investment 
counseling. This type of special regult~tion would be preferred by those iavest- 

ofrnent counselors who are in(le~~et~ilent hrolrers and (leulets and who point 
out that an investnlent counselor who is also a licrnsetl broker or dealer is in 
a position to give advice from which he can (by selling securities or I~andling 
the transaction) receive benefits in addition to his fee for rendering advice. 
This might give rise to questicrns as to whether a counselor who ih also .I dcaler 
or broker can be relied upon always to glre unbiased advice. 

Once the type of regulation to be adopted is determined, the related delarled 
provisions would reqnire consideration. Those who view investment counseling 
:IS a profession, look forward to a time when a system of examinations can I w  
adopted a s  a prerequisite to the practice of investment ronnwling.'? It  is 
generally w i d ,  however, that a skstem of examinations is not yet feasible due to  
the lack of adequate standards and the fact th:~t the "profession" of investnlent 
counseling is still in its forinatire stages. 

Existing regulations in the States take the form or requirir~g ~egistration and 
the filing of ehscntial facts as to the form of business conducted, the husiness 
experience of the principal officers, conviction for crimes on their part, any denials 
of licenses under the securities law, and similar statements. Periodical financial 
reports are also sometimes reqiured. In a few cases the required information 
is more elahorxtc, and ln Connecticut copies must bc zubrnited of agreementh with 
clients and of circulars and p~tbl~cntions. 

The license is uanally granted unless certain clibqnalifici~tions, set forth in the 
statute&, are discolered In general, the licence ih ihsned if the firm is of good 
business repnte, is apparently qualified to act, if certain laws have not been 
1 iolatcd by the firm or it$ officers. and if fmndnlent transactions are not involvetl. 
The fee for the license is an ann-i~al onfa,and is usually the same as that vhargrd 
for a license aa a dealer in swnritief. The licwisc may be buhject to re! ocaation 
for a variety of causes. 

F ~ ~ r t h e rindicat~ons of the type of information reqnirrd for registrntion and 
of the grounds for denying registration may he fouud in the appendix to this 
report. In general. the administrntivc provisions regarding regulation of invest- 
ment counse~lors are similar to those for the regnlalion of hroliers and dealers 
in securities. The provisions for such regulation now ill effect in Illinois could 
readily he adapted to the regulation of investment counsel~rs. '~ 

As has been indicated ahore, various types of regnlatory nirasnre\ conlrl be 
devised. 111 the first place, ~nvestmmt ronnselors map he regulated specifically 
as  snch or they may he reqnired to obtain registration as brolrers and dwlr rs  
in wcurities. I n  the sec.ond place, the regnlation may tnlie the form of rcquii-
inp a system of exa~ninations as  a prerrqnisite to the practice of inwstment 
ronnselinp, or there may merely be provided a syhtcm of reristriltion mwli like 
that now in force for brokers and dealers in securities. Some further ntten- 
tion may be given to the relativr merits of a sgsiem of qnnlifying es:lmin:ltions 
rtr distingniqhed from a system of registration based o n  app1ic:ltions hnb~nitted 
to the :tdministrative agency. 
h syhteni of qualifying examinations exists in Illinois with rrgi~rd to the -

right to practice various professions, such as Ian- and medicme, and alstr with 
regard to the pmcticr of certain semiprnfessional occupations, such as plumbing 
and barbering. In all these caws, standards have been clevelopcd on the basis 
of -which it is possiblr to administer n qualifying exnminxtion. The adoption of 
a system of examinations for investment counselors would reqnire the develop- 
ment of a similar set of stand:~rds. Setting such standards wonld prohnhly not 

In lw tmrn t  Corrnsel A?irltrnl, rol. 9 (1929). n. 175. 
':Thrsr provisions mas be found in Illinois Revised Stntutes, ch. 1211,5, sec. 118e. 



meet with insurinountnble difficulties, even though the Practice of investnlent 
counselil~g is still in its formative stages and even though the type of trairling 
and expwience had by different rounselors varies greatly. 

A system of regulation based upon registration rather than upon examinations 
would encounter fewer difficulties. The procedure under :I system of registra-
tion would involre t l ~ e  filing with the administrative agency of much the same 
type of information a s  is now required of brokers and dealers under the 
securities act. This information could include a statrme~lt  of the financial net 
nrorth of the applicant. A minimum net worth of $3,000 is required in Illinois 
of brokers and dealers in securities and, although it may not he deemed neces-
sary in the case of investlnent counselors, some such il requirement 1111ght be 
of value in eliminating from practice individuals and firms clearly in the 
category of irresponsible "fly-by-night" organizatiuns. 

Upon the basis of experience in Illinois with the regulation of brokers and 
dealers, certain conclusions may be clrnnn regarding the prol)ahle oprrntion of 
a registration requirement for investnlei~t connselors. TVe are told that WOb- 
ably few applications would come from persona unable to present evidence of 
good business repute or lacking a t  least some trainii~g or experience rrlatrd to 
investment counseling. I t  could, accordingly, he expected that few :~pplications 
for registration would be denied. The rltectivnless of ;I regibtratioi~ require- 
ment, therefore, results mainly from threats to revoke, or :rctual rcvocat~on, 
of registratlo11 if the registrant engages in practices contrary to the statute 
or the rules promulgated thereunder. 111 addition, the records subm$ttc~d in 
accordance with the registration requirrment mi~y be of value in suyportillg 
actions before the courts. 

Another aspect of regulation which should be considrred relates to posbihle 
effects of rc.gul:ltion. 1The chief a r g ~ u n r i ~ t s  regula-incidei~ti~l for go~ern~nenta l  

tion of those who give investment advice arises out of the inability of the aver- 
age inrestor to detern~ine for himself the qnalificatio~~s or integrity of his coun- 
selor and the claims that he should therefore receive protection in this respect 
fro111 sonle gover~iinentnl agency. The opponents of goternmental regulation 
point out that comprehensive regulatory system, even if practicable, might 
hare the effect of uncinlg restricting competition among investnlent counselors. 
They say also that a limited degree of regillation might actually be less desir- 
able than no rc%wlatiou at all, since lilnited rrc'gulation might give investors a 
false srnse of assurance ill dealing with investnlrnt counselors rrgistered under 
the lam. This folloms from the possibility that, despitex the fact that govern- 
~nental  regulation is not intended a s  a guarantee of the qmlity of the services 
offered. there will be some counsrlors who will point to the fact of their regis- 
tration ns evidence that the serviceb thry offer bear a t  least some mark of 
approval on the piut of the State. Thus govt~rnmental regnlation mag be sup-
portrtl hg those in~estlnent col~nselors who loolr upon superficial regulation a s  
a device for makii~g inore r ~ a d i l y  salable x service cnnceriiing which there might 
otherwiw be a great deal of snspicion. These l~ossibilities need not necessarily 
ontwrigh the arguments in support of regulation as :I preventative of possible 
fr:ind and ~nisrel>resentatinor as an :lssnrance that investlneilt counselors 
possr.;.: a t  leakst certain miuiinum qualifications. 

( C, ) PRICTICES WHICH MAY REQULRN KbOUI,.X'IICIN 

Sonntl ;~dn~inistration may require that x statnte dealing with a new snbject 
of regubtioi~ uhonld not attempt to ileal spwifically with 'all possible abuses, 
lmt should be sufficiently broad to allow for esl~erimei~tation with the view to 
amendment of the act as experirnce is acquired. Accordingly, the enum~ration 
below of certain practices of investment connselors is 11ot meant to imply that 
each should be the subject of a specific prohil)itioi~ or regulatiou. However, 
these are the pi'tlctires grnrmlly recognized to be the phases of investinent 
co~unsel activities most subject to abuce. 

Soliritation of a~co~c~tts.-In.;estn~elit(.onnsclors solicit accolints in two m7aSs, 
by the use of salesinen clr through adxertiwmenth. In addition, some acco~ints 
:Ire obtained without solicitation, the clicnt bring referrctl to the investment 
counselor hy a brokerage firm or o t h g  person or gronp. Special consideration 
necd not be giren to the nse of agents since. judging by the practice in other 
St'ates, a regulatory measure applying to investineilt connselors would also 
apply to their salesmen. I t  may hc noted. however, that the registration fee 
charged agents in these States is lowm than thfit charged their principals. 

Vigorous solicitation of clients is common on the part of nearly all invest~nent 
vonnselors, since they are  offering a service with which investors have not long 
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been familiar. Such solicitation may be by word of mouth, by means of a d ~ e r -  
tisements, or by circulars and pamphlets. The major regulatory problem is  
one of reducing or eliminating claims may involve misrepresentation, 
fraud, or startling promises a s  to the value ot the service offered. Illiuois 
has a statute which may he invoked in cases of fraud or misrepresent'ntioi~. 
The provisions of this law are as follows : 

"Whoever, with intent to sell, or in any wise dispose of merchantiihe, secur-
ities, service, or anything offered by him, directly or indirectly, * * * causes. e-

directly or indirectly, to be made, published, disseminated, circulated, or placed 
before the public, in this State, in a newspaper or other publication, or in the 
form of a book, notice, * * * circular, pamphlet, letter * * *, or in any 
other way, an  advertisenlent of any sort regarding merchandise, securities, 
service, or anything so offered to the public, which advertisement contains any 
assertion, representation or statement of fact which is untrue. misleading or 
deceptive, shall be guilty of a misdemeanor and on conviction thrreof shall be 
punished by a fine of not less than $10 nor more than $100 or by imprisonment in 
the county jml not exceeding 20 days, or  by both said fine and impriqonment." l4 

Thns statute, a t  least on its face, seems to cover cases where untrue, mis- 
leading or deceptive claims are  made a s  to the value of any service offered in-
vestors. However, the efficacy of such a law depends, of course, upon the vigor 
with which i t  is enforced and upon its collstruction and application by the 
coarts. Mere exaggerated claims will probably not often be prosecuted. Fur-
thermore, many of the factual services originate in other States, so that punish- 
ment in Illinois is generally impracticable if not impossible. Finally, the statute 
is undoubtedly more readily rnforcetl against those who offer some physical 
service than against those whose services a re  of an  informative character. 

If the statute quotetl above is not deemed to guard adequately against possible 
fraud and misrepresentation in soliciting clients, a statute could be adopted 
which specifically relates to such action on the part of investment counselors. 
I t  might also be possible to provide administrative, rather than criminal reme- 
dies. In  connection with a general regulatory statute, counselors might be 
required to deposit with some administrative officer copies of all advertising 
which they issue. The law might then provide that fraud or gross misrepre- 
sentation constitute grounds for revoking the grant of permission to function 
a s  investment connselor. 

Co~ftingent fees.-The larger investment counsel firms usually establihh a 
scale of fees stated as a percentage of the value of the investment portfolio of 
t h e i ~  client. Inventories of the value of the portfolio are made a t  regular in- 
tervals, perhaps quarterly, and the fees are stated as  a pcwentage of t l ~ e\slur 
indicated in the inventory, although a certain minimum charge is  usually 
specified. Under this procedure, the fees charged by the investment counselor 
are  somewhat affected by profits made from his advice, since such profits result 
in increasing the value of the investments held. Likewise, losses from following 
the advice of counselors result in declines in the value of the portfolio, and a 
consequent decline in  the charges for future services. Various other methods 
of c h a r ~ i n g  for services are also in use, including a flat anrnml fee or a specitic 
chnrgr for each report made. 

One ~nrthod of c1i:crgi'irlg for services rendered is gmerally critiriztvl. Thi5 is :I 

feel 011 a contingent or profit-sharinx hesir, lier re thc- agreement i> t1i:it no cl1:11gc 
will be made unless a profit is ~ m d r  from the advice The fee chmged if such a 
profit accrues is a stated percentage of the profit. Contingent few may operattb 
to induce romlselors: to nrge their clients to speculate, since the invec;tnient 
cou!~selor will en111 n snbstantlal f c ~  if profits result from his advice. while he 
~ 1 1 1buffer no coash loss if profit\ arc not made. 

The charging of continqent fees may also permit certain fraudulent practices. 
For esumplr, it i.: snit1 that some individuals advise one client to srll a ct~ti!in 
security and adrisr anothcr cllent to buy the same srcnrity.'"n tlie norm:~l 
conrse of the market. one client will profit from the advice, either by selling at  a 
higlrrr prire than waf paid for the security or hy buying :I security which snhse- 
qllently rises in ~ a l n e .  The adviser of such action, accord~ngly, is reasonably 
ascilred of profiting from his advice given on a profit-sharing basis, although the 
ad7-ice may here heen rendcrcd w i t h o ~ ~ t  any analgsis of marliet conditions: The 
clients of such II "cotinselor" are  being used as  pawns. 

Xnne of the State.. definitely forbids the charging of contingent fees. This n ~ l y  
he thought to indicate that advice to speculate and fral~dulent practices are nnt to 

'"Tllinois Revised Statute? d l  38. S W  2498 
8 Porter, New Rait for  Suckers, American Magazine (July 1939),  p. 1 4  1" 




be attributed to the fee system. On the other hand, i t  may be that regulation of 
investment counselors has not yct developed to the point where the regulation of 
p r t i cn la r  practice& can be embodled in statutes. The code of the Iuvestnlent 
Cou~~.elAssociation of America forbids member5 of the association from charging 
corltingc~nt fee,, paragraph 1V providing that the : 

"Con~pensation of an  irivestiilent counsel firm should consist exclusively of 
direct charges to clicnts for services rendered, and should not be contirigelit 
upon profits, upon the number or value of trnn~actions executed, nor up011 the 
maintenarice of any nlinirnunl income." 

I t  thus appears that a t  least the larger a ~ i d  most firmly established inrest- 
nlei~t counsel organizatior~s agree that a contingent fee system is undesirable. 
Elowever, smaller or newly organized firms would probably argue that, because 
of the general lack of understanding as  to the value of the services which they 
offer, effective solicitmg of clients requires that they be able to sell their services 
with the agreement that no charge will be made unless profits or a guaranteed 
m~nimum income result from th-e advice furnished. Furthermore, ~t may be 
noted that the contingent f rc  system is s;~id to be a practicable and profitable 
nie;ulu of cl~arging for ~n\estment  adv~ce  rendered to snrall accounts, which 
accounts tlie largrr irirestmmt col~nsel firms do not accept.'" 

The problem w ~ t h  regard to contingent fees may, therefore, be summarized 
a s  follows : A prohibition of such fees would be based upon a desire to discourage 
investment counselors from giving clients advice to hpeculate and to prevent 
counselors from eng;rglng in ce r ta~n  frandnlent practices, such as  giving contrary 
advice to two different clients. However, the adoption of a complete prohibition 
of contingent fees may hamper small or new cou~lseling firms in acquiring clients. 
Likewise, the prohibition of contingent Pees would require that some other 
means be devisrd by which the small investor could avail himself of investment 
:idvice, perhapu by more general use of a flat chdrge for each report made. 

. I d z ; ~ ~ o r ~diecrctlonnr~ nccoimts -With regard to the power of the invest- ant7 
ment counselor to act in relation to  the client's investments, two different types 
of accounts exist: Advisory accounts and discretionnry accounts. The former, 
advisory accounts, seem to he the most common. So far  as  such accounts are 
concrrued, the investment counselor gives advice a s  to clinnges in investments 
whidl he deernc drairal~le, and 11c may urge that this advice be followed as  
promptly as  pos\i?)le. IIowerer, the dccision as  to whether action should be 
taken is made hy t11e client 

Insofar as  so-called cfiwretil~nary accounts a r r  concerned, the powers of the 
connselor are  greater. He not only reaches a decision :IS to what hecurities 
should be bought or sold. but he also tilkeb such action in the name of his 
client. Authority to (lo so, where it exists, is usually granted by a power of 
attorney. 

In support of the practice of acrepting discretionary acconnts, ra r in~is  argn- 
ments may he stated. The existence d power to act nialres it possible for the 
client to obtain imrnedi:~te advantage of the adrice prepared for hiin without 
delays incident to c o ~ ~ ~ m n n i c a t i o i ~  betwetv the connwlnr and his client. Burther-
more, a client may be ill, traveling, or in an  inacwssible place, so that he cannot 
take prompt action. 

~ l ) v ~ c ~ n s l y .iI client will not authorize a discretionnry account lmless he has 
confitlence in hi.; counselor. Some firms stronrtly recommend discrr.tion;~ry :I(.-
comlts, thinking thein efficient. while other firins will not accept discrrtionary 
acconntu. np~larently being unwilling to assume the resgc~nsibilitirs entailed 
therrl~y.'~ 

Brmn tlie point of view of the public intrrest, discrrtionary ac.co~u~tsare 
signitic:~nt only in that they may be used to permit fraudulent practicer. For 
esnin~h?,n coluiselor who has srvcml cliscret~onnrj ncconnts nukg have some 
corlnrction with the In-olierage honse which r w c ~ l t e ~hi.: ortlcrs 1 3 ~mag 

stockc: th ro~~pl i  ~ x ~ r c h a w  this bro1ic3r. If the st(>clis rise rapidly inm mediately 
afterwards, he may hare the pnrehaw crcditrd ~ I Ihicl own nccwnnt, :ur(l unb- 
src~writlg sell a t  a higher price. If th? stoc8ks decluie in vnlne, or rise only
slowls. the order will he el~tered i n  the imme of somr clie~~t." Even if the 
counselor has no connections with a hrolieragr firm, he niay engtngr iri prac- 
tices which wonld operate to his own adxantage rather than to the advantage 
of h ~ s  clicnts For euample, the counselor mag himurlf own a hlocli of sewri- 
ties If he desires the price to r iw,  he co111d glace large orders in the name 

laTwentieth Century Fund Inr. The Security Markets (1935),pp. 663-6Z4 
l7Report of public henrinc of in\'eatment connsel firms before thc S E. C .  in Washington, 

Investm~ntCollnsel Annual. vol. 1 ( Ju ly  193R), p. 116. 
%a S. I?. Porter, cited above. 



of his clients for the purchase of the same securities. Or, if he desires 
the price to fall, and his clients own large timounts of such securities, he 
ma) place orders of sale in their behalf. If these trausactions are large 
enough, they may have an  appreciable effect on the market value of the 
securities. 

These practices are  not now sub.iec.t to specific \tl tntory regulation. IIon-
ever, laws against frnudulent pr:ictiws generally may be thought to lnwvide 
adeqaate safeguards. Furthermore, the adrantages of discretionary accounts -
may be thought to outweigh possible clanger of fraud. 

If rcgiilatiou of rliscretiomry accounts is thought desirable, several types 
of rrgii:ation might be eff'ecti~e. Apart from the yossibil~ty of forhiddlrlg 
cliscrrtlonary accAonrrts altogether, the privilege of acceptillg such xccourlts 

ormay be limited to cases where the client 1s tlaveling. is on r a c i l t ~ o ~ ~ ,is 
incapacit:~ted. Some of the frandnlmt practices might perhaps be ttroided 
hy Porbidd~ur: counselors from engaging in syeculat~re practicrb in their ow^ 
acZcaonnts or from having fmlncial c.orlnect~ons with brokers or with deuleis 
iu bec~iritieh. In wch  case, homevf~r, the apparent cle+iral)ility of tlie regnla- 
tion aonld have to he mcasnrrd dgninst the rlistnrbiug eft'rct the regulation 
wonltl 11:tve npon the functio~ling of reputable coruiselors. 

Bnlzatiot~swlth brolicrs urrd dcnlers 111 src~crctic,?.-.\riotl~er asl)cc-t of the 
functloiii~lg of inrestnieilt couuwlors which nmy require con side ratio^^ IS 

the relation of such counselors to individuals and firms who market becurl-
ties or who hnndle trauhucrions in secnritics. R1n11g co~~iiselors have miue 
connection, direct or indirect, with \rich indivitlui~lq aud firms, althonyh such 
con~lect~onsare not ur~ivcrsal. Furtl~crinore, hrolwrs and drnlers in h e ~ i ~ r l t i ~ h  
frequently maintain Bn investment-counsel service in connection with their 
other activities. Fifty three of the three hundrenl and ninety-four investment- 
counsel firms that  replied to a questionnaire of the Federal Securities and 
Exchange Commission staled that they also acted a s  hrokers and den;trs in  
securities, or were affiliated with hn organization acting in that  capacity. 

That affiliation brtueen an i n r ~ s t u ~ e n tcour~selor and a broker or dealer 
in securities is not inherently bad may he thought demonstrater1 by the fact 
that scvernl States do not regulate counselors as such, hut instend effect regula- 
tion by requiring counselors to be registered as brokers or  as  dealers in 
securities. 

The criticisms of counselors also acting a s  brokers or dealers are founded 
upon possihle encouragement of practices bordering on fraud. The major 
danger is that a counqelor connected with a brokerage house will unduly urge 
freqwnt buying and selling of securities, even when the wisest procedure might 
be for the client to retain existing investments. B y  stimnlating transactions, 
tlie counselor connected with a hrokerage house will increase tlie profits of the 
organization, since tlie fees charged are based on the rolumc of transactions, 
ant1 some share of the profits may be paid to the counselor. 

A counselor who is also engaged in the business of selling securities is in a 
~~osi t ionto buy securities and then recommend their purchase hy his clients a t  
a higher price. 4 possihle safezuard against fraud or deception in such sales 
is the requirement that the client be informed that the in\estment counsel owns 
the securities offered for sale. 

In  Illinois, an investment adriser who sells or assists in the sale of securi-
ties must hc registrretl as a dcalcr or broker and is suhject to the following 
rule laitl down by the securities department of the office of the Secretary 
of State : 

"If n tlealer or brol~er is also an underwriter or owner of securities heing 
holrl or offered for ~ d e ,  the cnqtomer shall be specifically informed of that 
fact and also as  to the fact that the dealer or broker is expertine to realize 
some other remuneration or profit in addition to the compensation for his 
services as dealer or hroker." 'O 

This may be thought to constitute adeqnete regulation on that point. I t  mag, 
howel-er, he suqzested tllat a further provision he adopted rerluirir~g the cuqtomer 
to be fnrnishetl wit11 a statement of the price a t  which the security was oh-
tnined hy the seller. This would be ~ntended to prevent the statement regard- 

13 Secu~ities and Exchange Comn~ission Report on Investment Counsel. Tnvwtment 
Management. Investn~en Supervisory, and Investment Advisory Services (August 17, 
19::9), o. 14. 

?OKules and Rpgulntions With Rrferrnre to Dpaling in Securities Undcr thc Illinois 
Secnritier Law (effecti\e Dece~nbarI ,  10:38), rule 11. 

4 



ing the ownership of the  security by the couriselor from being made in  such 
a way a s  merely to g i ~ e  the in~pression that  such ownership i s  a n  indication 
tha t  the security is a soun~l  investment. The  desirability of such a n  additional 
statement would depend upon whether the information would be of l a lue  to 
the client in decidiug whether the advicv to buy %*as given in good faith. 
Separation of counseling functions from brokerage and selling act~vities has  
]lot heen attempted in any State. 

( 'u~tody of ~ILIKISa t i d  inreutn~cn~ts.-lt appears that  most inoestment counsel 
firms ~ e f u s e  to acept the actual custodg of their clients' funds and investments. 
This refusal i s  aplr;~rently based upon a n  unwillingness to assume the respousi- 
hilities which such cmtody involves. The acceptauce of the custotly of funtls 
ant1 investn~ents, moreover, opens the possibility of activities which may be 
both unethical and frautlule~it .  For example, if the in\estment counselor has  
cAustl~cljof his c l~ents '  investments he ma) use them as  security for personal 

to1o:lns Accordingly, i t  may he desirable to g i \ e  c o ~ ~ s i d e r a t ~ o n  a possible 
prohibition against counselors assuming custody of funds and investments. 
This may. however, not be practicable, since some counselors, particularly tbose 
who also act a s  brokers, may find the custody of funtls ant1 inlestments to be 
llecessarg to rfficient functionmp, particularly in the case of discretionary 
accounts. 

(7) SUMMAKY 

The ilrguments for and against statutory regulation of investnleut touus r lo r~  
;ire referred to in  this report, but a re  not given extended analysis. Accortli~~gly, 
t l ~ i st r e a t n ~ e r ~ tof possible regulation i s  merely a cliscnssion of items that niight 
he thought to require consideration if regulation is deemed desirable aud feas- 
ible 

If regnlntinn i s  deemed desirable, i t  could be effected either by rrgnlating 
inrestment counselors a s  a special group or  by requiring col~nselnrs tc~subject 
then~selves to regulation a s  brokers and dealers in securities. If i t  is thought 
more feasible to follow the latter course of action, the regulations gorcrniug 
11rtrltcrb 2nd deixleus could be made to apply to ill! estrnent counselors. 

If ,  however, investment counselors a re  to  be regnlnted a s  a separate group, 
1)roblenls would arise a s  to the precise type of r~gu1:ltion to be enforwtl. I t  
wonid be possible to adopt a registration procedure. uncler which a n  i t~ves t~nen t  
cvomiselor could not practice until his application for registration had becn 
approved hg some State agency. E l e n  if specific r rgis t ra t~on a s  a n  invrstment 
counselor i s  required, snch a plan would probably not he gre:~tly difTereut from 
tha t  now enforced a s  to  brokers and dealers in  securities. 

The other altcrnative i s  to provide a more comprehensive regulatory sy.:tem. 
illclnding a system of qualifying examinations which the applicant must pass 
bcfore he could engage in investment counseling. The following quotation 
illnstrates the type of special regulation which could perhaps be 11evrlop~d in  
relntiou to investment co~~nse lo r s  : 

"1.No ind i~ idua l  should he pern~i t t rd  by the several States to prncticc a s  an 
invrstrnent counsel without a tlecyee of certifictl i~~ves tmen t  counsel. and a liceilse 
to Ire awarded after proper e~arni~!ntion 11y suitnl~le Stnte authoritiru. 

"2. S o  indi\idrl:tl shollld 111' g r a n t ~ l .  or lxnnitted to retain. a liceure to practice 
nc; an in\cMrnent coi~nscl for pa) n-lio is in the I I I I ~ ~ I I W Sof umlerwriting, distribut- 
ing, bnying, or selling securiti+ either a s  x broker or principal ; or who i s  in the  
employ of. or  1s in nng W:L$ nffil iatd with. or ic, a storM~oldrr or partncr in, ally 
org:mizntion e n g a g 4  in any mnmier nha te re r  in snch activities. 

"3. No licensctl inr-estme~it co~urwl  bhoultl he lwrn~ittetl to eml~loy. or to retain 
in his c~nploymcnt, an$ one in tiny way co~lnectcrl with any n c t i ~ i t y  named or 
inlplied in pnragrnl~h 2. above: 01 to nssoc.iute himself nq n partner, joint stork- 
lic~lder, or otherwise with nnv snth rliuqwllifid l ) e r~on .~ '  

Thcse constitute r e c o ~ i ~ n ~ e ~ i c l : ~ t i o ~ ~ s  for legislation nxtde by a qecnrity markets 
surrey staff of the Twentieth Century Fund. a rese:rrch orgnnizntion of ~iationnl 
scope. Thew s~~gges t io~rs ,  however, nt 're not made with pnrticnlar reference to 
the Stnte of Illinois. and have not heen nclopted iu m y  Stnte. Furthermore, such 
cornprehensi~e regnlntion, even if concctlcd to he ultimately t le~ira l~le ,  may not 
he considered feasible a s  a first stel) in rcgulatio~i even bg those who feel that 
some regnlatory mcnsnre is debirahle. 

111 the  case of so-called investment counselors who function only by means of 
publications, a special problem would arise with regard to possible reg\ l la t io~~.  

*'Twentieth Century Fund, Inc., Stock Market Control (1934) ,  D. 200. 


