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MONDAY, APRIL 11, 1938 

HOUSE OF I~EPRESENTATIVES, 
SUBCOMMITTEE OF THE COMMITTEE ON INTERSTATE 

AND FOREIGN COMMERCE, 
Washington, D. C. 

The subcommittee met at 10 a. m., Hon. Edward C. Etcher (chair- 
man)  presiding. 

Mr. EICHER. The committee will come to order. We are met here 
this morning to consider various bills that have been referred to our 
committee on the subject of over-the-counter trading; the Lea bill in 
the House, H. R. 9634; the Maloney bill in the Senate, S. 3255 being 
companion bills. There is also another bill that has been referred to 
our committee, tlle Sabath bill, H. R. 9592. 

To this subcommittee, of which Mr. Boren, Mr. Reeee, and myself 
are members, has been assigned the duty to conduct the hearings on 
these matters and make a report to the full committee. 

The Senate bill, S. 3255, has passed the Senate and in its final form has 
been referred to our House committee. It  would be my idea, there- 
fore, that in the progress of our hearings we direct our attention more 
specifically to the latter bill. 

(S. 3255 is as follows:) 

[S. 3255, 75th Cong., 3d sess.] 

A B I L L  To provide for t h e  e s t a b l i s h m e n t  of  a m e c h a n i s m  of re~ulation among over-the-counter brokers and 
d e a l e r s  operating in interstate and foreign commerce or through the mails, comparuble to ttlat provided 
b y  national securities exchanges under the Securities Exclmngo Act of 193-t, and for otl~cr purposes 

Be it enacted by the Senate and House of Representatives of the United States of 
America in Congress asscmbled, T h a t  the  Securi t ies  Exchange  Act  of 1934, as 
a m e n d e d ,  is am ended  by inser t ing a f t e r  sect ion 15 thereof  the  following new 
sec t ion :  

"SEe.  15A. (a) Any associat ion of brokers  or dealers  nmy  be regis tered wi th  the  
.Comnl iss ion  as a tmtiotml securit ies a~soeiation l~ursu:l, llt to  stt|).~cction (b), or  as 
a n  affi l iated securi t ies a~soeiatiou pu r s tmn t  to  subscctit)tl  (tl), under  lhe  term~ a n d  
cond i i ious  herein ' f i ler  provide t l  in this  section,  by tiliag with the  COnlmi~sion a 
r eg i s t r a t ion  s l ' t t cmeu t  in such form as the  Comlai.-_sioa m'ty l)rescrihe, sc t t iug  
fo r th  t i le inform-tt ion,  and  aecomp-u6ed I)y the  t loeumcnts ,  below specil ied: 

"(1)  Such da t a  as to its organiza t ion ,  member sh ip ,  and  rules of procedure ,  
a n d  such o the r  itfft)rnmtion as the  Conlmissiotl  nmy  by ruh:s anti  regula t ions  
requ i re  as necessary or -q)propriate in the  l)ublie in te res t  or for the  p ro tec t ion  
of investor~:  and  

"(2)  Copies of its eoustitut.ion, char te r ,  or art icles of it~eorporation or  
associat ion,  wi th  .dl nlnelldtuel~tS thcrett) ,  a n d  of its existii~g byl-tws, or  of 
a l l y  r l l l es  o r  i n ~ l r u m e n t s  cor re .~ l ) ( )ml ing  t t ,  tile f o r e g o i u g ,  w h : t l e v e r  t i m  t l a n | e ,  
herein.If tot  itt this  t i t le c~dlcclively referred to as the  'rules of the associa t ion ' .  

Such  regis t ra l iml  shall not  be cons t rued  as a wa iver  of any  e o n s t i t u t i , n a l  r igh t  
or  of any  r igh t  to contes t  the  val id i ty  of any  rule or reguht t ion of the  C.tmlmission 
u n d e r  this  ti t le.  

1 



2 R E G U L A T I O N  OF O V E R - T I l E - C O U N T E R  M A R K E T S  

"(b) An app l i can t  o.~sociation shal l  no t  be regis tered as a na t ional  securit ies 
associa t ion  unless i t  appe:trs to the  Comn~i.~siou t h a t - -  

" (1)  by reason of the  n u m b e r  of its recruiters, tile scope of the i r  t r ansac-  
t ions,  and  tl,e geographical  d i s t r i bn t ion  of its nmnlbers  such association will 
be able  to comply with the  provis ions  of this t i t le  and  tile rules and  regula-  
t ions  t h e r e u n d e r  and  to carry ou t  t he  lmrposes  of this  sect ion;  

"(2)  such associat ion is so organized and  is of such  a charatrtt~r t~s to be 
ab le- to  comply  wi th  the  provis ions of th i s  t i t le  and  tile rules and  regulat ions  
the reunde r ,  and  to carry  out  the  pnr l )ose :  of th i s  sect ion;  

"(3)  the  rules of the  ~rssociation provide  t h a t  a n y  broker  or dealer who  
makes  use of the  mails or of any  m e a n s  or  i n s t r u m e n t a l i t y  of in te r s ta te  com- 
merce  to  effect any  t r ansac t ion  in, or  to  induce t he  purchase  or sale of, a n y  
secur i ty  otherwise  t han  ¢n a na t i ona l  securi t ies  exchange,  may  become a 
m e m b e r  of such association,  except  such  as are  excluded pu r suan t  to  para -  
g r a p h  (4) of this  subsect ion:  Provided, T h a t  t h e  rules of the  association m a y  
res t r ic t  member sh ip  in such associa t ion  on such  specified geographical  basis,  
or  on such specified basis re la t ing  to  t h e  type  of business  done by its members ,  

. o r  on such  o the r  specified a n d  a p p r o p r i a t e  basis,  as appears  to the  Commis2 
• sion to  be  necessary or app rop r i a t e  in t he  publ ic  in te res t  or  for the  protec t ion  

of inves tors  and  to carry  ou t  the  purpose  of th i s  sect ion;  
" (4)  the  rules of the  associat ion p rov ide  t h a t ,  except  wi th  the  app rova l  

or  a t  t he  di rect ion of the  Commiss ion  in eases in which  the  Commission finds 
i t  app rop r i a t e  in the  public  i n t e r e s t  so to  a p p r o v e  or direct ,  no broker  o r  
dealer  shal l  be a d m i t t e d  to or c o n t i n u e d  in m e m b e r s h i p  in such association, 

• if ( I )  such  broker  or dealer,  w h e t h e r  pr ior  or  s u b s e q u e n t  to I)ecamin_-, such, 
or  (2) a n y  par tner ,  o~ee r ,  di rector ,  or b r a n c h  m a n a g e r  of such broker  or  
dealer  (or a n y  person occupying  a s imi lar  s t a t u s  or performing similar  
func t ions) ,  or a n y  person dii 'ectly or ind i rec t ly  control l ing  or controlled by  
such b roker  or dealer,  whe the r  p r io r  or s u b s e q u e n t  to becoming such, (A) 
has  been and  is suspended or expelled f rom a regis tered securities assoeia- .  
l i on  (whe the r  na t iona l  or affiliated) or f rom a na t i ona l  securit ies exchange, 
for  v io la t ion  of any  rule of such associa t ion  or  exchange  which prohib i t s  
a n y  a c t  or t r ansac t ion  cons t i t u t i n~  conduc t  incons is ten t  with  •just and  
equ i t ab l e  pri,iciples of t rade ,  or requ i res  a n y  ac t  the  omis~ion of which 
cons t i t u t e s  conduc t  incons is ten t  w i th  j u s t  and  equ i t ab le  principles of t rade ,  
or  ( B )  is sub jec t  to an order  of t he  Commiss ion  denyin~ or revokin7 his 
r eg i s t r a t ion  p u r s u a n t  to sect ion 15 of th i s  t i t le ,  or  expellit~g or snsnencli.q~. 
h im  f rom nmlnbersh ip  in a regis tered securi t ies  associa t ion or a na t iona l  
securi t ies  exchange,  or (C) is p e r m a n e n t l y  or t empora r i l y  enjoined by order,  
j u d g m e n t ,  or decree of any  cour t  of c o m p e t e n t  jur i sd ic t ion  from eng:ming 
in or con t inu ing  any  conduc t  or p rac t i ce  in connec t ion  wi th  the  purchase or 
sale of a n y  secur i ty :  

" (5)  the  rules of the  assohiat ion assure  a fair r ep resen ta t ion  of the  member -  
ship in the  adopt ion  of any  rule of the  associa t ion  or  a m c n d m c n t  thereto ,  t he  
select ion of its officers and  directors,  a n d  ill all o t h e r  phases  of the  adminis -  
t r a t i o n  of i ts  affairs: 

" (6)  the  rules of the  associat ion p rov ide  for t he  equ i tab le  allocation of dues 
a m o n g  the  n lembcrship ,  to def ray  reasonab le  exl)e)lses of admin i s t ra t ion :  

"(7)  the  rules of t im a~soeiation are  des igned to o r even t  f raudulent  and  
m a n i p u l a t i v e  eels  and  pracfices, to p romote  j u s t  and  cqui tah le  !)rinciples of 
t rade ,  and,  in general,  to p ro tec t  inves tors ,  and  to remove impedime,~ts t o  
a n d  perfec t  the  meehanisn t  of a free and  open mat 'ke t :  and  are not designed 
to require  or I)ermit mlfair  d i sc r imina t ion  betwetu~ eustnmers ,  or issuer.~, or  
brokers  or dealers, nor  to fix m i n i n i u m  profi ts  or  m i n i n l u m  rates  of con,mission 
or o the r  eh.trges: 

"(g) tile rules of the  associat ion p rov ide  t h a t  m e m b e r s  shall  be aImropr ia te ly  
discipl ined by expulsion, S l l S p t , u s i o n  t t i t l e ,  CCllsure., or  any  o ther  fitting: pt, na l ty  
for ally violat ion c~f its rules: 

" (9)  the  rules of the associat ion p rov ide  a fa i r  and  orderly procedure wi th  
respect  to the  disciplining of nlt 'nt lmrs sl id tile denial  of ntenll~crship tt~ any  
b roke r  o1" dealcr  seeking m e n J ) e r s h i p  tlmroitl. In any  l)rocecdin~ to dtqer- 
ln inc  w h e t h e r  a n y  nletnbt,  r .,,hall I)e rli~eilflint'd, s u c h  I~llles shal l  reoll ire tlla~ 
specific charges  be I~rought: t h a t  such  menll~er sh.tll be noti t icd of. and  be 
~iven an  opl)ortunit.y to defend a~ains t ,  such ehart,q.s; t h a t  t~ record shall 
be kep t ;  and  t h a t  tile deh.rll~il~'dinn sh' l l l  inelmlc (A) a s t : l tenu 'nt  se t t ing  
fo r th  ally ac t  or pr ' lctiec ill whi( 'h such nlenlblyr nlay hc fOltlld to have 
engaged,  or which such nmlnl)er utay be found  to have  omi t ted ,  (B) a s ta te -  

. . . + , +  
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• n c n t  se t t ing  for th  the  specific rnle or rules of the  associat ion of which a n y  
-such ac t  or practice,  or omission to act ,  is dccmcd to be in violat ion,  (C) 
a s t a t e m e n t  whe ther  the  acts  or pract ice  l)rohil)ited by  such rule or rules, or  

' t i l e  omission of an ac t  r~quired thereby ,  arc dt~emed to cons t i tu t e  c(mlluct  
" i n c o n s i s t e n t  wi th  jus t  and equi tab le  principles of t rade,  and  (D) a s l ' t t c m c n t  

s e t t i n g  for th  tl,e pena l ty  imposed, in  any  proceedin~ to de te rmine  wlmther  
a b r o k e r  or dealer shall  be denied nmm'bership,  such rules shall p rovide  
• t h a t  tile b roker  or dealer shall  bc notified of, and  bc given an o p p o r t u n i t y  to  
b e  h e a r d  upon,  the  specific grounds  for del,ial wl,ich are under  cons idera t ion ;  
t h a t  a record shall  be kept ;  and  t h a t  the  d e t e r m i n a t i o n  shall  set  fo r th  the  
specific grounds upon which tile denial  is based;  and  

" (10)  the  requ i rements  of subsect ion  (c), insofar  as .these may  be appl icable ,  
a re  satisfied. 

~'(c) T h e  Commission m ay  pe rmi t  or require  the  rules of an  associat ion app ly ing  
f o r  r eg i s t r a t ion  p u r s u a n t  to subsect ion (b), to p rov ide  for the  admiss ion of at/  
a s soc ia t ion  regis tered as an  affiliated securit ies associat ion p u r s u a n t  to subsec-  
t i on  (d),  to  par t i c ipa t ion  in said app l ican t  associat ion as an  affiliate thereof,  unde r  
tel ;ms p e r m i t t i n g  such powers and  responsibil i t ies to such affiliate, and  under  such  
o t h e r  appzopr ia t c  t e rms  and  condition,s, as m a y  be p rov ided  by the  rules of sa id  
a p p l i c a n t  associat ion,  if such rules appea r  to the  Commiss ion to be necessary or 
a p p r o p r i a t e  in the  public in teres t  o r / o r  the  p ro tec t ion  of inves tors  and  to ca r ry  
o u t  t he  purposes  of this  section. The  dutic~ and  powers of the Commiss ion w i t h  
r e spec t  to  any  na t iona l  securities associat ion or any  affiliated securit ies associa t ion  
sha l l  in  no way be l imited by reason of any  such affiliation. 

" (d )  An  app l i can t  asso'ciation shall  no t  be regis tered as an  affiliated securi t ies  
a s soc i a t i on  unless i t  appears  to the  Commiss ion t h a t - -  

" (1)  such association,  n o t w i t h s t a n d i n g  t h a t  i t  does not  sat isfy the  require-  
m e n t s  set fo r th  in pa rag raph  (1) of subsect ion  (b), will, f o r thwi th  upon  the  
r eg i s t r a t ion  thereof,  bc a d m i t t e d  to affiliation wi th  an  associat ion regis tered 
as  a na t iona l  securit ies associat ion p u r s u a n t  to  said subsect ion (b), in the  

m a n n e r  and  unde r  the  t e rms  and  condi t ions  p rov ided  by ~he rules of sa id  
• n a t i o n a l  securit ies associat ion ill accordance  wi th  subsect ion (c); and  

' " (2)  such associat ion and  its rules sat isfy the  r equ i rement s  set  f o r th  in 
p a r a g r a p h i  (2) to (9), inclusive, of subsect ion  (b);  except  t h a t  in the  case of 
a n y  such associat ion any  res t r ic t ions  upon m e m b e r s h i p  there in  of the  t ype  
a u t h o r i z e d  by  pa rag raph  (3) of subsect ion (b) shall  no t  bc less s t r i ngen t  t h a n  
in t h e  case of the  na t ional  securi t ies associat ion w i th  which such associa t ion  
is to  be affiliated. 

~'(e) U p o n  the  filing of an  appl ica t ion  for reg is t ra t ion  p u r s u a n t  to  subsect ion  (b) 
or  subsec t ion  (d), the  Commission shall  by order  g r a n t  such regis t ra t ion  if t he  
r e q u i r e m e n t s  of th i s sec t ion  are met.  If, a f te r  app rop r i a t e  not ice and  o p p o r t u n i t y  
for  hear ing ,  i t  appears  to the  Conuniss ion t h a t  any  r equ i r emen t  of this  sect ion is 
n o t  sat isf ied,  the  Commi.~si6n shall  by order  deny .  such  regis t ra t ion.  If  a n y  
as soc ia t ion  g ran ted  regis t ra t ion as "m affiliated securi t ies associat ion p u r s u a n t  to  
aubsec t ion  (d) shall  fail to bc a d m i i t e d  l ) romptly  the rea f t e r  to affiliation wi th  a 
r eg i s t e r ed  na t iona l  securit ies association,  the  Commiss ion  shal l  revoke the  regis- 
~ ra t ion  of such affiliated sceuritie.~ associat ion.  

" ( f )  A regis tered securit ies associat ion (whe the r  na t iona l  or affiliated) may ,  
u p o n  such  reasonable  notice and  upon such t e rms  and  cond i t io r s  re la t ing to order ly  
l i q u i d a t i o n  as the  Commissiou nmy deem necessary in t i le public  in /cres t  or for  
t h e  p ro tec t ion  of investors,  w i thd raw from reg is t ra t ion  by filing wi th  the  Com-  
miss ion  a wr i t ten .m) t icc  of wi thdrawal  in such form as t im Comnlis..:iou a m y  by  
ru les  a n d  regulat ions  pre:cr ibcd.  Upon tile wi lhdraw:d  of a na t ion .d  securi t ies  
a s soc ia t ion  from regist r-d ion, the  reg is t ra t ion  of any  associa t ion al t i l iatcd t h e r e w i t h  
ahal l  au toma t i ca l l y  ie rmiualc .  

" (g)  If  any  registered securi t ies associa t ion (whe the r  na t iona l  or affiliated) 
shal l  t a k e  any  discipl inary act ion agains t  any  meml)t~r llwreof, or shall  d e n y  
admis s ion  to any i)roker or dealer seeking nmnd)ership  there in ,  such ac t ion  shal l  
be  t .ubject  to review by the  ('.ommissitm, on  its own mot ion,  or upon app l i ca t ion  
b y  any  perscm aggrieved thereby  tiled wi th in  sixty days  af te r  such ac t ion hg.s been  
t a k e n  or wi th in  such h)n~t,r period as the  t /onuniss iou  nuty de termine .  Appl ica-  
t ion  to the  Commissi~m for review, or the  instittlt.iotl of review by the  Commiss ion  
on  i ts  own motion,  sh:dl not  opera te  as a s tay of such act ion,  unless the  Cola -  
miss ion  shall  so or(h'r. 

" ( h )  (I)  ]n  a ImJe~.eding to review discipl inary ac t ion taken  by a reg is te red  
secur i t ies  associal ion agains t  a lnelnl)t,r thert,of, if the  Conmlis.~ion, a f te r  app ro -  
p r i a t e  noti( 'e and  Ol)l*ortt|nit.v for heltring, upon eonsi<h,r-dion of tile rce~wd bef<}re 
t h e  associa t ion  and  such o ther  evidence as it may  deem re levant ,  sh.dl (A) l ind 
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t h a t  mm}~ m e m b e r  has  engagcd in such ac is  or pract ices ,  or has omi t ted  such a c t ,  
as  t he  associa t ion  has  found h im to have  engaged in or omi t ted ,  and  (Bj shall de- 
t e r m i n e  t h a t  such ac ts  or practices,  or omission to  act ,  arc i~, violation of such  
rules of t he  associat ion as have  been des igna ted  in t he  de te rmina t ion  of t he  
associat ion,  the  Commiss ion shall  by  o rde r  dismiss t he  proceeding unless it a p p e a r s  
t o  t he  Cmnmiss ion  t h a t  such ac t ion  should  bc modif ied in accordance with pa ra -  
g r a p h  (2) of th is  subsect ion.  T h e  Commiss ion  shal l  likewise de te rmine  whetlxer 
t he  ac t s  or pract ices  prohil) i tcd,  or the  omission of any  ac t  required,  by any  such  
rule  cons t i t u t e  conduc t  incons i s ten t  w i lh  jus t  a n d  equ i t ab le  principles of t r ade ,  
a n d  shal l  so declare.  I f  it appea r s  to t h e  Commiss ion  t h a t  the  evidence does no t  
w a r r a n t  t he  f inding required in clause (A), or  if t h e  Commiss ion  shall d e t e r m i n e  
t h a t  such ac t s  or pract ices  as are  fmmd to  have  been  engaged in are not  p roh ib i t ed  
b y  t he  des igna ted  rule or rules of t he  associa t ion,  or  t h a t  such act  as is found  to  
h a v e  been o m i t t e d  is no t  rcqni red  by such  rule or rules, t he  Commission shall  by  
order  set  aside the  ac t ion  of the  associat ion.  

" (2)  If,  a f t e r  app rop r i a t e  not ice and  o p p o r t u n i t y  for hearing,  the  Commiss ion  
finds t h a t  a n y  pena l t y  imposed upon a m e m b e r  is excessive or oppressive, h a v i n g  
due  rega rd  to the  publ ic  in te res t  and  t h e  es tab l i shed  prac t ice  of such a.~.sociation 
a n d  of o the r  regis tered securi t ies associa t ions  w i th  respect  to penalt ies,  t he  Com-  
miss ion  shal l  by  order  cancel, reduce,  or  requi re  t h e  remiss ion of such penal ty .  

" (3)  I n  a n y  proceeding to review the  denia l  of m e m b e r s h i p  in a registered se- 
curi t ies  associat ion,  if the  Commissio~f, a f te r  a p p r o p r i a t e  notice and hearing, a n d  
upon  cons idera t ion  of the  record before t h e  associa t ion  and  such o ther  ev idence  as 
i t  m a y  deem re levant ,  shall  de termi l le  t h a t  t he  specific grounds  on which  such  
denia l  is based  exist  in fact  and  are  va l id  unde r  t h i s  sect ion,  the  Commission sha l l  
lay order  dismiss the  proceeding;  otherwise ,  t h e  Commiss ion  shall  by  order  se t  
aside t he  ac t ion  of the  associa t ion a n d  require  i t  to  a d m i t  the  app l ican t  b roke r  or  
dealer  to  m e m b e r s h i p  therein.  

"( i)  (1) T h e  rules of a regis tered secur i t ies  associa t ion  may  provide t h a t  no  
m e m b e r  the reof  shal l  deal wi th  a n y  n o n m e m b e r  b roke r  or dealer (as defined in 
p a r a g r a p h  (2) of th is  subsect ion)  excep t  at  t he  same  t)rices, for the  same com-  
miss ions  or fees, and  on the  same  t e r m s  and  cond i t ions  as arc by such m e m b e r  
accorded  to  the  general  public.  

" (2)  For  the  purposes  of this  subsec t ion ,  the  t e r m  ' n o n m e m b e r  b roker  or dea l e r '  
nhall  include a n y  broker  or dealer  who makes  use of the  mails  or of any  m e a n s  
or  i n s t r u m e n t a l i t y  of i n t e r s t a t e  commerce  to  effect any  t ransac t ion  in, or  to  
induce  the  l)urehasc or sale of, a n y  secu r i t y  o the rwise  t h a n  on a na t iona l  securi t ies  
exchange,  who is no t  a m e m b e r  of any  regis tered  secnri t ies  asst, ciatiou, oxeet)t a 
b roke r  or dealer  who deals exclus ively ' in  commerc ia l  paper ,  bankers '  acceptances ,  
or  commerc ia l  bills. 

" (3)  N o t h i n g  in th is  subsec t ion  shal l  be  so cons t rued  or applied as to p r e v e n t  
any.  m e m b e r  of a regis tered securi t ies  assoc ia t ion  f rom gran t ing  to any  o t h e r  
m e m b e r  of any  regis tered securi t ies  associa t ion  a n y  dealers '  discount ,  a l lowance,  
commission,  or special terms.  

• , . . . .  . r , t  s shall . le  . - i th the  ommissio,, in 
ae  -i i1 the  Commiss ion m a y  prescribe as 
necessary  or appropr i a t e  in the  publ ic  in t e res t  or  for t he  protec t ion  of inves tors ,  

• copies of a n y  changes  in or add i t ions  to  the rules of the  association, and  such  
o t h e r  in fo rmat ion  and  documen t s  as the  Commiss ion  m a y  require to keep c u r r e n t  
or  to  SUl)l)h'mcnt the  registrat iol l  s t a t e m e n t  a n d  documen t s  filed p u r s u a n t  to  
subsec t ion  (n). No change  in or add i t i on  to the  rules of a rcgi.-lcr'~,d securi t ies  
assoeiatioT) sl:all take  ctIect  tmti l  t h i r l v  days  a f t e r  the  filinz of a copy the reof  
w i t h  the  (?ommis: ion,  or unt i l  such carl i( ' r  dqic  as the  f lommiskion may  dctcrmil le .  

" (k)  (1) The  Commiss ion is an thor izc( l  I~)" o rde r  to  ahrog: l tc  a r y  rule of a regis- 
t c red  securi t ies  associat ion,  or to pr( ,vt ,nt  any  rule f rom t:~.kil~g effect, if a f t e r  
app rop r i a t e  notice aml  o p p o r t u n i t y  for hearing,  i t  al]pcars Io the Commiss ion 
t h a t  such fll)rog:llion or l]rc,¢cnt.ion is l~cces.~ary or al]l)ropri:ttc to assure fa i r  
deal ing by  the  l:lClo.hcrs of Sllch a~;socit;titm, tt) a.~sure a fair  reprcscnta / ion  of t h e  
memlmrshil~ in the  admin is l r :d io l l  of ils .dTairs or  o therwise  to protect  inves to r s  
or  ef fectuate  the  ItUrl],~scs of this  scctit ,n.  

" (2)  The  ( 'onm~is:i tm may  in wril i l ,g reques t  a n y  re,.,istcrcd sccurities asso-  
c ia t ion to achq)t ttthv ,q~,,ciii(,(i altcr:di,~n ~f [~r Sltl~ph,,nc,ti t~ ire rt:h's xv!:h re~pect 
to  any  tJf the  nr l t t c r s  iwrcil~:ffh,r ~, lmntcratc ' l .  If snch  as::oci:~ti(~n f:tils 1o a d o p t  
such alter:~ti~m ,w Snltph,mt,,tt wit.hill t t  i't':lsnnal.blt~ t imc, ti~c Commission is 
au thor ized  I~3- nr, tt'r 1o allt,r, or supph,m~,tit  IIH, rules of s~,ch :lssoei:ltiou ill t,h(.' 
Inll]ln(,r llZt,l'etoft)re rt,qut.stcd if, .tt'it,r Ztl~l)rt,I)ri:lt.e nnti( 'c "lt~d (,]*t,,~rtunity for  
htq.ll'ing, it. :lpl)c-trs Io the  ( 'onilllissioll  t h ' , t  such  al ter ; I l ion or s:;tq)h'mettt  is 
necessary  or alt l)rol)riate in the  l)ublic intercsL or  for the  protec t ion  of inves tors  
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~ar to effectuate the purposes of this section, with respect toi (1) The basis for, 
and proc(,dure in conm:etion with, the denial of membership or the disciplining 
of members: (2) the method f~)r :td-ptic, n ~)f any. ch't~,;ze in or achlil, i.u to the 
rules of the assori:tti.n- (3) the nwthod of chot)sin~ olScers and directors: (-t) 
affiliation between rcuistcred sccurhies qssoeiations; (5) the prevention of fictitious 
quntqtions; (6) the !~rcve~,ti,)n [)f fraudulent or manipulative acts or practices: 
(7) safeguards against unrea.sonalfle profits or unrcasot:able rates of commissions 
• or other charues: Pr,~vided, That l,~lhitlg herein sh:dl anthoriz6 the imposi t ion  
of an')" schedule of minimum or nvtximtml prices, discounts, commissions, allow- 
anees, or other charges; (8) safeguards against unfair discrimination b e t a ' c o n  
customers, or !ssuers, or brokers or dealers; (9) safeguards with respect to the 
financial responsibility of members and against the evasion of financial rcspon- 
tribilitv through the use of corporate forms, special partnerships, or oti,er devices; 
(10) t'he manner, method, and place of soliciti,e: bnsiness: (11) the time and the 
method of making scitlements, payments, or deliveries; (12) the collection, record- 
ing, and dissemination of infornmtion relating to the or'or-the-counter markets; .  
tihd (13) similar matters. 
• "(1) The Commission is authorized, if such action appears to it to be necessary. 

or appropriate in the public interest or for the protection of investors and to carry 
out  the purposes of this section-- 

"(l)  after appropriate notice and opportunity for hearing, by order to 
suspend for a period not exceeding twelve months or to revoke the registra- 

' t ion of a registered securities association, if the Commission finds that such 
• . - association has violated m,y provision of this title or the rules and regulations 

thereunder, or has failed to enforce compliance with its own rules, or has 
engaged in any other activity, inconsistent with the purposes of this section; 

( "(2) after appropriate notice and opportunity for hearing, by order to 
suspend for a period not exceeding twelve months or to expel from a registered 
eecurities association any memberthereof who the Commission finds has 
violated any provision of'the Securities Act of 1933 or of this title or the rules 

• -and regulations thereunder, or has effected any transaction for any other 
' person who, he had reason to believe, was violati,lg in respect of such trans- 

action an). provision of the Securities Act of 1933 or of this title or the rules 
• and regulations thereunder; 

"(3) after appropriate notice and opportunity for hearing, by order to 
remove from office any officer or director of a registered securities association 
who, the Comnfission finds, has failed to enforce'the rules of the association, 
or has abused his authority. 

"(m) If an)" provision of this section is in conflict with any provision of any law 
of the United States in force on the date this section ~akes effect, the provision of 
this section shall prevail." 

M r .  ETCHER. We  have  wi th  us C o m m i s s i o n e r  M a t h e w s ,  who I u n -  
d e r s t a n d  is wil l in~ to a s sume  the  b u r d e n  of go ing  on  w i t h  the  e v i de nc e .  
W e  wou ld  be glad[ to hea r  f rom C o m m i s s i o n e r  M a t h e w s  now.  

STATEMENT OF HON. GEORGE C. MATHEWS, COMMISSIONER,  

SECURITIES AND EXCHANGE COMMISSION 

M r .  MATHEWS. Mr .  C h a i r m a n  a n d  g e n t l e m e n  of the  c o m m i t t e e :  
I f  t im c o m m i t t e e  is agreeable  to m y  r e se rv ing  the  r i gh t  to d iscuss ,  

poss ib ly  v e r y  briefly,  some de ta i l s  of the  bil l  a f t e r  t h e y  may.  h a v e  b e e n  
d i s cus sed  b y  others ,  I t h i n k  I c an  s h o r t e n  m y  p r e s c n t a t m n  a t  th i s  
t i m e  v e r y  ma te r i a l l y .  

I be l ieve  there  is no need of m a k i n g  a s t a t e m e n t  to the  c o m m i t t e e  
a t  th is  p o i n t  in  as e l abo ra t e  de ta i l  as was n m d e  to the  S e n a t e  
c o m m i t t e e .  

W e  wouhl  like to umh,  r s t a n d  t h a t  y o u  h a v e  before  you ,  o r  will h a v e  
before  you ,  the s t a t e m e n t  which  1 m a d e  to the  Semtt.e c o m m i t t e e ,  t he  
t e s t i m o n y  of the wi tnesses  who a p p e a r e d  before the S e n a t e  c o m m i t t e e ,  
a n d  the  r epo r t  of the S e n a t e  c o m m i t t e e .  I f  t h a t  is u n d e r s t o o d ,  as  
f a r  as the  ( ' . ommiss ion ' s  case goes, we c a n  s l m r t e n  i t  v e r y  m a t e r i a l l y .  

. . . . . . .  : ,  , . . . . .  • 



6 REGULATION OF OVER-TIlE-COUNTER .MARKETS 

• May I ,  therefore, offer for the record the s ta tement  which I made 
before the Senate committee, the lestimony which was presented to 
the Senate committee by all of the witnesses on this bill, and the report 
of the Senate committee to the Senate? We will arrange to furnish 
copies, if the committce does not  have them now. 

Mr. EICHEm Without objection that  may  be considered as our 
procedure. Of course, you do not mean by that  necessarily that  they 
will be reprinted in full in the House hear ing?  

Mr. MATH~ws. I have no desire tha t  they be reprinted. 
This morning, then, I want  to "limit m37 discussion quite sharply, 

merely to round out the record that  has been presented. 
Mr. BONES. Mr. Chairman, while we are just  getting started, may 

I say that  it is my impression tha t  the most controversial question 
involved here is that in reference to dealers in municipal securities. 
I do not  know whether the Commissioner, particularly cares to 
emphasize that  phase. 

Mr. MATaEws. I intend to touch on that, Mr. Chairman. 
Mr. EICHER. I am quite sure the Commissioner recognizes that to 

be the fighting ground of the bill. Another proposition is one in 
which the investment bankers are concerned. 
M r .  MATHEWS. What  I propose to do this morning is mrely to 

discuss those questions that  are in controversy, rather briefly. 
Senate bill 3255 amends the Secur i t iesExchange Act of 1934, as 

amended, by inserting a new section, section 15 A, immediately after 
the present section 15; and by amending subsection (c) of section 15, 
subsection (a) of section 17, subsection (b) of section 29, and section 32. 
The general scope of the bill, the reasons which support it, and a 
section by section analysis of it are set forth in the report of the Senate 
Committee on Banking and Currency to accompany the bill. To 
avoid repetition, and to cons.erve time, I should like simply to present 
a copy of this report. 

The bill in its present form has been strongly endorsed by repre- 
sentative leaders of the Inves tment  Bankers Conference, Inc., an 
organization of investment bankers and over-the-counter dealers and 
brokers consisting of some 1,700 firms situated in all parts of the 
United States; by a subst~mtial major i ty--23 out of 33--of the 
board of governors of the Investnlent  Bankers'  Association of .Onerica, 
an associt)tion which mmlbers some 700 members; and by the New 
York Security Dealers Association, which includes in its memberstfip 
some 70 firms in the sectu'ities business in the city of New York. 
In addition, a group of about 20 dealers from .~:[assachusetts and Rhode 
Island have indicated tlmt they would endorse the bill if two ctmn~es 
in it were lm~dc, to which I shall revert  below; and the di.csent~ng 
minot'ity within the board of governors of the Investment  Bankers 
Association have indie:~tcd that  they, too, would be in favor of the bill 
if tin'co specitied eh..mges were ma(le. I need hardly add that the 
Securities and Exchzmgc Commission is, of course, in favor of the bill. 

In view ~f this':di~wmvut of sentiment,  and in view of the hi.~tory 
of the hill, I shall eoi~line the rem.dn,ler ,)f this statement to an 
analysis .)f the specilie points of criticism of the bill which are ad- 
vanced hy the Massachusetts-]lhode lshmd group and by the minor- 
i ty of the board of goverm)vs of the Investment  Bankers Association, 
and to a brief eoasid,,ration of the al)l)lication of the bill to trading in 
securities issued by the Federal Government,  States, and mmficipal- 
ities. 

J 
! 
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1. The question of applicability of section 29 (b) of the Exchange 
Act to miles or regulations which may be prescribed pnrsunnt to  
clause (3), (4), or (5) of tile proposed new subsection (c) ef section .15: 

I should like to call the attention of the committee to section 3 of 
J • tile bill, which appears ell page 17. This section wouhl amend sect mn 

29 (b) of the Exclmnge Act, which, in general, provide.~ that  contracts 
entered into in violation of that act or any rule or l'egulatious there- 
under shall be void. Under this proposed amendment, no contract  
entered into in violation of a rule or regulation prescribed pursuant  to 
clause (3), (4), or (5) of the proposed new subsection (c) of section 15 
would be void by reason of section 29 (b) except--and here I come to 
the  point in i s s u e - -  

Except in so far as the Commission, ht.ving determined that such action is 
necessary or appropriate for the protection of investors, shall have expressly pro- 
vided in such rule or regulation that the provisions of this subsection shall apply 
in the case of any violation thereof. 

(This clause appears in lines 7 to 11, inclusive, on p. 17.) 
Mr. EicrrEa. Your references are all to the bill as it passed the 

Senate, as I understand it. 
Mr. MATHEWS. 'That  is correct. 
The Massachusetts-Rhode Island group wish the quoted clause to 

be eliminated from the bill. This t)osition is concurred in by tile 
minority of 10 of the board of governors of the investment  Bankers  
Assoeia t ion~I  do not think it is correct to say that the rest of tile 
Investment  Bankers Association would not be willing to have it  
eliminated, but  the minority indicated their willingness to go along 
with the bill, only if it were eliminated--among whom, as we under- 
stand, were inch'lded members of the Massachusetts-Rhode Island 
group. These dealers point ou t . tha t  under clauses (3), (4), and (5) 
of the proposed new subsection (c) of section 15, the Commission may  
adopt  rules and regulations which, rather than strikinog at abuses in 
the form of fraudulent or dishonest conduct, wouht be designed to 
promote orderly business practices in connection ~ith matters iMling 
~-ithin the scope of the standards set forth in those clauses. While 
not  objecting to the inclusion of these clauses in the bill, these dealers 
contend that the injunctive remedy and the power to revoke the 
dealers' registration provided in the Exchange Act are sulticie||t and 
appropriate method of enforcement of rules and regulations adopted 
under these clauses. They insist that  it is neither necess~:.ry nor 
fair that  contracts entered into in violation of this technical sort of 
ru le  should be rendered void. 

With this argument, the Commission was in sympatl~y to the extet~t 
tha t  it aet.uM[v had apl)lic:ltion to rules which might be mlol)ted. 
The Commissi~m pointed out, however, that, umler clauses (3), (4), 
and (5), it might :~dopt not only rules ~md regulations of the technical 
sort which 1 lmve Mreatlv referred to, but  also rules and regul.ttions 
.strikiug at hi)uses in tile" form of dishonest or overreaching comluct 
within the scope of the standards set forth in those chmses. While 
agreeing tlmt contracts entered into in violnti~m of rules o1' tile tech- 
nic~ll kind should not be made void bv the l~xclmnge Act, the (2ore- 
mission believed their it xv~ls desir~fl)h, and al)l)ropri~lte that contracts 
entered into in viol:ilion of ruh, s desi.,_,ned t~) cl,eck dishonest comluct 
shouhi be void. in consequence, the C ommissio,i requested l.he Senate 
committee to drnl't the law in such a way as to allow for di[l'erentintion 
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; f -be tween  these two kilids of rules. ']'lie (?ommi~d(m's ar~zument was 
' accepted by- the Senate colnmittee and the Sen:zte. Thus. ~J.s I have 

ah'eady pointed out above, section 3 of the bill ~v,ul(l ,mler~d section 
29 (b) of the qet to provi,le that  section 29 (b) shouhl not apply to 
violations of rules and re,=ulutions adopted raider ch,.us:f,s (:,L (4), 
and (5) of the l)t'(,i)ose(l new subsection (e) excel)t~ in cases in ahieh 
the Commission found that it was necessary for tlle protection of 
investors that such contracts should be void a~ld expressly so provided 
in adopting the rlJle. The Senate comn;ittee report, in the light of 
which tile bill will be intcrprete~l, clearly sets forth tt.e two types of 
rules which may be adol)ted, and makes it plain that section 29 (b) 
should apply only to rules designed to check forms of didlonest or 
overreaching practice and not to rifles of the more techn c'd kind 

Mr. Bor~z~-. Mr. Chairman, may  I interrupt? 
Do I understand that you infer, Mr. Commissioner, that the report 

itself is the yardstick by which you propose to interpl'et tlfis section? 
Mr. ~,{ATHEWS. Yes. 
Mr. Boar.','. But  it does not necessarily follow that there is any- 

thing binding on the Commission to in terpre t  tL piece of legislation in 
the light of the report? 

Mr. MXTHv~WS. I do not  understand flint tim report h,~s the force 
of law. I think it would be ver~" persuasive in an interpretation. 

Mr. BORE~. What .I wanted to get at was, are you inferring here 
tha t  we should act on the presumption that  the Commission will 
interpreg this law in the light of the report? • 

Mr. MATH~WS. I think so, sir. I think you should act on that 
assumption, particularly in view of the requirement that the Com- 
mission can only make contracts of that  mltttre void where it makes 
a finding that it is necessary for the protection of investors. Now, a 
finding of that  sort can hardly be made capriciously. I do not think 
we can assume, or if it is to be assumed that  findings of that sort' 
are to be made capriciously, then there was not basis for any legisla- 
tion granting power to the Commission, it seems to me. M\- experi- 
ence with the interpretation of the acts under which we are'worldng 
has been tha t the legislative committee reports have largely determined 
the interpretation, where flmy contained statements bearing on the 
subject. 

Mr. BOrtEN. But  what avenue would the dealer have in the event 
that  he wanted to test th'e validity of such a rule as you might lay 
down to prote(.t the investor? 

Mr. M.,,THEWS. I would prefer to leave that  to one of the members 
of our legal staff to answer. 1 find myself confronted with these legal 
questions, and not being a lawyer I think it is better  for nw nor to 
attcnlpt, to  a l l s w e r  I ~'ll;. ]{atz" is here anti if yotl want to question 
hm~ on it i am sure he ~ ouhl be glad to respond. 

h'II'. ]{OIIEN. 1 have nothing further, Mr. Chairman. 
h [ r .  R I-:ECE. Wh'at.'do you underst:md gives rise to tim apprehension. 

of this group with refere'nce to tiffs provision? 
Mr. M..tT~tEWS. ,Xlr. Withington, who is here representinz the 

group, I believe, can state the case mucil more accurately than I 
can. But.  in general. I understand th'tt it grows out  of experiences 
which dealers in Massachusetts imvc ha(I with a series of rescission 

• suits which have been very CXl)ensive to them, wilere rescission rights 
attached under tile Massachusetts law. And they have a feeling 

l 
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tha t  they may be confronted with the same difficulties becauso of 
technical viohLtions of this act. 

I think it better for me to leave to Mr. Withington tile more de- 
tailed exphmation of that. 

Mr. EICHER. Would the Commission have any 'object ion to de- 
limiting that  general langqtage a little further as contained in lines 
8 and 9 of page 17, where you say "for the protection of investors", 
by  saying "protection of ~ltvestors from dishonest or overreaching 
practice",  or something of that kind? 

Mr.  MA.Tm.:ws. I have not thought of just those words. I think 
' I  should consult with my colleagues before giving a response. I would 
be glad to take the suggestion back to them. 

~{r. BOREN. Mr. Chairman, if this provision as it applies here more 
or less refers to the specific case and #yes  power to the Commission 
to lay down a specific rule, what objection could there be to malting 
'the language such that it would give the power only where it can be 
definitely shown that these practices e.,dst ? 

Mr.  ~X'I^THEWS. I am not sure b u t  you are getting now beyond the 
scope of a rule under which the Commission would proceed, into the 
field of procedure by order; and I should questiou whether we would 
have the right to proceed by order to fix a liability in a particular case 
where really it is a matter  to be fixed in accordance witil the geueral 
s t a tu to ry  standard. 

Tha t  is the Way your suggestion appears to me offlfand. I world 
like, if you want me m, to talk with my colleagues on the Commissi :n 
as to your  suggestion. I do not feel like responding offhand to a 
suggestion of that kind. 

Mr.  E l cn ra .  I did not  expect you to, but  I wanted to make the 
suzgestion. 

' : M r .  MATrrEWS. That  is a sort of circumstance tl'mt w e  w a n t  to 
protect  against. 

The  second question at issue is: 
2. Question co,acerning insertion of the word "willful" before the 

word ' :violated" in clause (A) of subsection (1) (2) of the proposed 
n e w  section 15A. 

I should now like to call your attention to paragraph (2) of subsec- 
tion (L) of the proposed new section 15A, which appears on pa~e 15 
of the bill. This paragraph authorizes the Commission, in any caso 
in which such action appeam to be necessat T or al)propriate in the 
public interest or for the protection of investors or to carry out  the 
~urposes of the section, after appropriate notice and opportunity for 

earing, by order to sus!)en(!~ for ~), !)eriod not exeeedin~ 12 months or 
t o  expel from a registered securiti~ s association any member of such 
association who the Commission finds (A) Ires violated any provision 
of the l~xchange Act- - t lmt  is the 1934 ac t - -o r  any rule or regulation 
thereunder,  or has effected any transaction for any other person who, 
he h'td reason to believe, was engaged in any such violat ion--you 
notice the word willfully is not used in connection with i.he right to 
expel for violations of tl,e Ex('hange Act, or rules and regulations under. 
tha t  act. Then the section goes ou- -o r  (B) has willfully violated any 
provision of the Securities Act of 1933 or of any rule or re~tdatiou 
thereunder,  or who has efl'ected any tv.msaction for ap.v other 1)ersot~ 
who, he had reason to believe, was engaging in such willful violation. 

- . . . . . .  . . . . .  - , ,  
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The minority of 10 of the board of governors of the Investment 
Bankers Association want clause (a) amended so as to condition tile 
right of suspension or expulsion upon willful violations of the Exchange 
Act. We understand that the Massaclmsetts-Rhodc Island group 
likewise want this change, although we have not understood that this 
change is considered as important  by the Massachusetts-Rhode 
Island group as the one relating to section 29 (b), which we have 
already discu'ssed. 

The Commission strongly obj.ects to this change. %/Clause (a) is 
the counterpart of section 19 (a) (3) of the Exchange Ac't¢ which'vests 
in the Commission a parallel power in regard to members Of exchanges. 
That  is, we have the right to suspend or expel members of exchanges 
for violation of the act or rules and regulations thereunder wlrich need 
n~t be established to be a willful violation.'> In our judgment, it is 
necessary in the interest of both fairrtess and practical administration 
that  these parallel p o w e ~  should be governed by parallel terms and 
conditions. Moreover, L..the Commission feels that  critics of this 
provision have not takeI~-due account of the fact tha t  the Commis- 
son is authorized to exercise this power of suspension or removal only 
if it finds, not only that a violation has been committed, but  also that 
the suspension or expulsion is "necessary or appropriate in thepublic 
interest or for t~e protecton of investors or to carry out the purposes 
of this section.V~ 

That  is, the punitive action does not  follow automatically from the 
finding of the violation. We must  further find that  there is a purpose 

e served by such punitive action. 
do not see how an innocent and accidental violation could be 

made the basis of such a finding> 
Mr. BOREN. IS not the terminology of the bill "or"  rather than 

"and" ;  that  is, in connection with this second premise for your 
action. Will you specifically point out  the provision so I can under- 
stand it? 

Mr. MATHEWS. YOII are correct. I t  says in the public interest 
or for the protection of the investors. Bu t  one of those standards 
must be conjunctive with the finding of the violation. 

Mr. BonEr¢. And the dealer has recourse to the courts after your 
action? 

Mr. MATHEWS. After an order of expulsion. 
Mr. BOREN. If his case is upheld by the court as against the 

Commission, does the Commission then have to recede from its 
pos i t ion  and nmintain his registration? 

Mr. M:,THr:ws..XIv understanding would be that  the Commission 
does  not even have tt') do that. That  is done when the court upholds 
him. 

Mr. BOREN. I t  is automatically done? 
Mr. MATHEWS. Yes. 
Mr. BottE.,,'. As 1 umh:rstaml this bill, all these cases are taken 

direct from the ('ommission to the circuit court  of appeals. 
Mr. ~'IATI1EWS. That  is correct. 
Mr. BouEx'. ls-there any i)articular reason in the mind of the Com- 

missiou other than tile fact that the original act provides for going 
straight t.~ tile circuit court cf appeals- -any p:|rtieuh|r reason why 

-you sho|lhl go t t) tilt, circuit court of al)l)eaJs and skip over the court 
of the lirst inst~,nce, rather than taking the regular route that all 
citizens of America lmve to take it| going before our courts? 

I 

i 
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Mr. MATItEWS. I must sav that  I am not familiar with what  the 
considerations were in the original draft of the 1934 act that  provided 
an appeal directly to the circuit court of appeals. 

" Mr. BOREN. I w a n t  to  propound this question for your legal staff, 
Mr.  Commissioner, if you do not want to answer it now, that  is all 
right. Can there be a'clause inserted in this bill, without disrupting 
the entire purport of the bill, which will so amend the original act 
t ha t  a finding of the Commission will be referred to the district court 
ra ther  than the circuit courts hereafter? 

I will leave that  question for your legal staff to answer• 
I might  just as well state that  I do not believe in any of the sy s t em 

which permits any Federal bureau or commission to circumvent courts 
of the first instance. I speak from my own viewpoint• I see no reason 
why  a Fedcral body should carry a man engaged in a local business 
to a circuit court when all citizens of the United States are called upon 
to sue or to be sued in courts of the first instance• 

Ever  since I have been on this committee it has been my policy to 
a t t empt  to alter that  situation every time we met it, and it wiU be my 
policy in connection with this bill. If  it  cannot be done as to tlr~s 
par t icu la r  bill, sooner or later, if I remain on the committee long 
enough, I hope to amend the original Securities Act so that  it will 
provide for their going to the court of the first instance instead of to 
the  circuit court of appeals. 

I will pass that  questmn now. 
Mr.  MATHEWS. X'Ir. Katz will give you a report on that. 
I might  add that  one difficulty with the use of the word "willful" is 

t ha t  considerable confusion exists as to just what this word means as 
a mat te r  of law. Some cases suggest that  a grossly negligent v ola- 

• tion of law is willful; others suggest that  a violation cannot be con- 
sidered willful unless it is deliberate and malicious." 

The difficulty of proof of willfulness, if the second of those standards 
is the accepted stand~rd, would in our minds make thi.s provision of 
the bill practically useless, if tt,e word "willful" is inserted. 

lV[r. REECE. Why do you nmke the provision different in the two 
instances;  using "willful'; in one case and leaving it out of the other? 

Mr. MA~rtlzws. I am answering you now as to what is in .my own 
mind about it. 

Mr.  I~EECE. Yes. 
Mr.  ~IATtIEWS. There are so many opportunities, innumerable 

opportunities for technical violations of the Securities Act that  if the 
r ight  to discipliue under the Securities Act were not. related to willful 
x~onduct, I think you wouhl have a great outcry against the Com- 
mission having tlu:Lt authority. 

For  instam'e, the f~filure of a salesman to deliver a prospectus, 
where every intention of his employer was that  hc shouhl deliver it. 
A slip in tl~e office by" which a letter dealing with an issue goes out to 
a prospective customer before the prospectus; a gre~tt: many of those 
minor  technical violations. 

I t  is true that  a course of conduct continuin~ those violations 
wouhl be serious. But I believe th:tt to depart from the start, lard 
of willfuhws.~ in tim .wt of 1933 would open thc doe| • to the possibility 
of discipline for minor violations, which wo|,hl be very ,*i,jectio,mt,le. 

Now, we lmve not foul.ld that to be true under tim l,,xch:mge act, 
umler the 1934 act. 

o . . . .  
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" T h e  next'question I would like to discuss brielly is: • 
3. Tile question whether the language of ('hume (1) of the proposed 

new subsection (e) of sect.ion 15 shouhl be rearrtmged: 
• The minority of 10 of the board of governors of the Investment 
Bankers  Association have suggested tlmt oh,use (1) of the proposed 
• new subsection (e) of section 15, which appears in lines 13 and 16 of  
page 16, should be moditied to read as follows: " to prevent t r ,  nsaetions 
by means of'manipuh~tive, deceptive, or other fraudulent, devises or 
contrivances;". We are under .the impression that  this su_~estion. 
reflects the sentiment of dealers in munieip~fl securities within the 
Investment Bpmkers Association. In any event, this suggestion is 

"one which likewice tins been made in belmlt +" of eertein dealeis who deal 
:exclusively iti municipal securities. In  consequence, before to.king 
up this suggestion, I should like to turn to a eonmderation 6f the 
• position of ¢iealers ill municipal! securities under this bill. 

4. Transactions in municipal securities: h t  its original form, all 
"provisions of this bill applied to transactions by brokers and dealers in 
"exempted  securities," which .are defined by section 3 (a) (12) of the 
Securities Exchange Act of 1934 to include securities issued by the  

• Federal Government, States, and ntunieipalities. Con+lderable pro- 
test was made by a group of dealers who deal exclusively in nnmicipal 
.securities. I t  is noteworthy that  no such protest was made by the 
great number of dealers who deal both in corporate securities and in 
municipal securities. This is particularly striking, in riew of the fact 
that  such general, dealers, "according to such stutistics us are available, 

d o  .a considerably lar~er business in such public securities them the 
exclusively municipal tlealers. 

The chief nrgumc-nt advanced by these exclusively municipal dealers 
was that  the bill would tend to interfere with the issuance of securities 
by States .and cities. In fact, protests were received by the Senate 
:committee front the fiscal officers of various States m;d cities on thic 
account. We have good reason to believe tha t  these protests were 
stirred up by progn_-anda circulated b y  certain municipal dealers. As 
an  illustr-ttion of tile nature of tats proimganda, I should like to read 
into t h e  record a letter sent to the fiscal oilicers of municipalities 
throughout Alabama by a prominent dealer in municipal securitie~ 
doing business in Birminghant, Ala. This letter reads: 

BIR.MIPgGHAM, ALA., February 7, 1938. 
DEAn Sin:  There  is now pend ing  before Congress  a bill of vi tal  impor tance  to 

all gove rnmen ta l  uni ts  t h a t  issue bonds  p a y a b l e  f rom taxa t ipn .  I t  is known as 
tile Maloney  bill aud  the  Sena te  Bank ing  a n d  Cur r ency  C o m m i t t e e  is now hav ing  
hearit~gs on the  measure.  

" Congress on two different occasions has  a t t e m p t e d  to  do away wi th  tim tax-  
exempt  fea ture  of bOltdS and  a great  howl of p r o t e s t  f rom tile issuers of such 
securit ies p reven ted  such passage. 

This  t ime  a n o t h e r  course is being t a k e n  to gain th i s  end. Tim Securities 
Exchange  Commission n,t,ans to gel cont ro l  of mtmie ipa l  f inance through control  
of ovvr- the-et lun |¢ ' r  tralls:tetiollS. SIleet'{'dillk~ iti t ha t ,  tllltl wi thou t  l l l t l l J h  delay, 
will no t  the  next  s tep of doimr, aw:w wi th  t a x - e x e m p t  see . r i t i e s  he qui te  sfinple? 
~ena to r  J o h n  II. l t - tnkhcad is. a ~hember of tills c o m m i t t e e  and  we earnest ly  
.request that you wire or write. |lilll illllll{:<li/ttdy yotlr OlHmsition to this bill. 
If this bill IJ:ts:t'.'+ a great many cities, counties, aml school districts that are now 
able to borrow, pritwil,ally bt'eause of the tax-exempt feature, will have no market. 
for their securities. 

And tim, statement is false. 
Do not dehly to advise the committee of your feelings at once. 

Vet b" truly yours, 
WATKINS, MORROW & Co. 

'%, 

r ,  
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Mr,  R}:ECE. I notice there  was pr in ted  in tlle Senate  hearings a 
r ep l ' i n t  of an editorial from the Daily Bond Bu y e r  of February. 2, 
193S. T h a t  editorial  might  also lmve inspired some communica t ion ,  
migh t  it, not?  

Mr.  MATnEWS. Yes. There  have been qui te  a n u m b er  of tha t  sor t  
of s t a t emen l s ,  l 'he le t ter  speaks for itself. ..- 

: Mr .  E IcnEu .  T h a t  wri ter  mus t  have ant ic ipated Senator  La  Fol-  
"lette 's  a m e n d m e n t  to t h e t a x  bill in the Senate.  

Mr .  ~IATIIEWS. I am not prepared to discuss the tax-exempt  
• fe.ature of public securities, bu t  the argument ,  if I m a y  digress for jus t  
• a m o m e n t ,  runs t:hat the r ight  of the Commission to impose rules m a y  
resul t ,  in the  imposit ion of such rules tha t  the seconder 3, m a rk e t  for 
these securit ies is frozen. 

I t  is a pecul iar  thing tha t  no such fear has been expressed as to the 
e f f e c t  of t lmse rules on o ther  securities than  municipal  securities, 
a l though  they  would necessari ly  have the same incidence. 

I w a n t  to call to your  a t ten t ion  also the fact  t ha t  as the bill now 
s tands  f u r t he r  el imination of dealers in municipal  securities f rom this 
bill would  have  to el iminate them from rules to prevent, f raud.  

Mr .  Rr .Ecz.  T h e  changes which you  indicate have  been suggested 
would m a k e  this bill p r e t t y  much  the same as the present  law, the  
g r e s e n t  section, would it not? 

Mr .  ~IXTNEWS. Insofar  as the  effect upon municipal  dealers goes, 
"flint is t r u e ,  because nmnicipal  dealers are now ou t  f rom the effect of 
rules unde r  clauses (3), (4), and (5) of this bill. • : 

Mr .  Rr-ECE. Section 15 (c) at present  reads: 
No broker or dealer shall make use of the mails or any means or instrumentality 

of interstate commerce to effect any transaction in or'to induce the purchase or 
sale of any security (other than commercial paper, bankers' acceptances, or com- 
mercial bills) otherwise than on a national securities ex'changc, by means of any 
manipulative, deceptive, or other fraudulent device or contrivance. The Com- 
mission shall for the purpose of this subsection by rules and regulations define 
such devices or cent rivanccs as are manipulative, deceptive, or otherwise fraudulent. 

Mr .  ~'IATtlEWS. Yes. I planned to come to t lmt  l ,oint ve ry  briefly. 
Mr .  Rm:cv..  I am, of course, no t  reading tha t  for  y o u r  informat ion ,  

.but  in o rde r  to have  it. appear  in the record a t  this pt:lce. 
• Mr .  MATHEWS. I want  to say just  a sentence or two dealing witil 

tha t .  
S e n a t o r  Ma loney  has s ta ted repeatedly  t ha t  a t  no t ime was the 

bill i n t ended  to regulate,  direct ly or indirectly,  tim issuance of securit ies 
:by S ta tes  and nnmicipalit ies.  ;knd you canno t  find any  power for 
such regula t ion in this bill." It. seems to us clear t h a t  t he  bill even in 
i ts ori~zin.al form could no t  and wouhl not  have  had this efrect. How-  
ever,  i t  is unnecessary for us to ,go into tiffs quest ion.  The  bill was 
a m e n d e d  to exclude t ransact ions by brokers aml dealers ill exempted  
securi t ies  f rom the scope of all provisions of the bill except  chmses 
(1) and (2) of the proposed new subsection (c), which appear  in lines 
15 and ]0 on page lS of thc. bill. 

Now,  coming to the point  which you raised: 
These  clauses substant ia l ly  reemwt subsection (c) of the present  

section 15. The  changes from the present  sul)section (c) arc of a 
c lar i fying nature .  In st) clarifviug this std)seetion, these elmngcs 
b roaden  it  by eliminating ct, rtai~l technical aml legalistic ,mbigui t ies  
which m a y  possibly exist in the present  law. As a m a t t e r  of fact,  the 
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Commission has consistently interpreted subsection (c) in its present 
form to mean what clauses (1) and (2) now explicitly say--and I 
might say we think that is tile correct in te rpre ta t ion~and,  on the basis 
of that interpretation, has adopted rules and regulations wifich have 
withstood tile test of experience and have met  with the approval of -,~ 
representative groups of brokers and dealers subject thereto. 

• Mr. REECE. Now, referring to the hearings which were held by this 
committee in" 1936 on Senate 4023, the provision of the then sug- 
gested 15 (c) reads this way: 

* * * such rules and  regula t ions  as t h e  Commiss ion  m a y  prescribe as 
laeeessary or app rop r i a t e  in the  publ ic  i n t e r e s t  to  p r e v e n t  fraud,  concealment ,  
unfa i r  d i scr imina t ion ,  or m a n i p u l a t i v e  or decep t ive  prac t ices  or otherwise to 
insure to inves tors  pro tec t ion  comparab l e  to t h a t  p rov ided  by and  under  a u t h o r i t y  
c f  th is  t i t le  in the  case of Na t iona l  Securi t ies  Exchange .  

,That proposed section was changed, of course, so that it became the 
present section 15 (c). What  is the difference between the comparable 
provision in the present bill and the provision that  was in Senate 4023 
and which was changed to become the present law? 

Mr. MATHEWS. I t  seems to me tha t  the original draft which you 
have read there was considerably broader, although that  would l~e a 
mat ter  of legal interpretation of i t .  I was not  present at an)" of the 
hearings in connection with the bill, from which you have been 
reading. 

Were you present at those hearings, Mr. Katz? Can you answer 
the question? 

]VIr. KATZ. The provision which you read is very much broader, 
Mr. Reece. T h e r e  arc two points a t  isuse; one is the substantive 

scope  and one is the method of s tatement .  Now, clauses (1) and (2) 
in the pending bill in general substantive scope are substantially ! 
identical with the present section 15 (c) and are much narrower than 
the clause you read. t 

There still remains the question of method o f  s tatement which 
'depends upon what  you feel about certain legal and technical am- [ 
bi~uities to which Mr. Mathews has referred, i 

"The provision you read contains references to concealment and i 
unfair discrimination and also the general catch-all provision about 
protection comparable to that  provided by and under this title in the :o 
case of axchanges, j 

Now, none of that  is in the present bill. 
Mr. REECE. I consider the provision in Senate 4023 to be broader, 

as you suggest. , 
Mr. KATz. Very much. ! 
Mr. REECE. Tl'mn the comparable provision in the pcndin~ bill. 
I t  is your feeling that the present bill contains no seined basis {or the i 

apprehensions which existed on the part  of the muuicipal dealem to the 
pro~-ision in Senate 41)237 ! 

Mr. hIATI[IZ.WS. Very definitely; assuming that  there were .~uud 
bases for al)l~reheusiolt" at tha.t timc. 

Mr. REECE. I t  would al)pear from the hearings, as I read them, 
that Commissioner l.amlis felt !hat there probably was some basis 
for al)lwehension at that time or that  he,  in a way, could tmde~tamt 
why the apprehension arose, although he ditl m)t imiicale that he ~ ] 
expected lhe Commission to administer the scct itm iu such a way. as to 
brin,,., about the comlitions which the, dealers were al)prcheasive of. 

Mr. ~[~,'rm.:ws. Yes. 
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l~Ir. Chairman, that is all I have in the way of a prepared statement.  
]XIr. I~OnEN. Commissioner, I wautcd to ask n'ou about what I 

1understand is a fuudamental pro~%iun in the bill, recognizing the 
dealers'  r ights--and I use that term "rights" a(lvisedlv--to enter 
into a cooperative or corporate association for their activities; I 
might, say setting up a sort of tictitious corporation in which, I pre- 
~ttmc, the corporate actix~ity takes in the individual capitalist, if you 
call call him that, in this Ol)cratio,L. 

I t a s  there been any particular objection on the part  of individuals to 
being brought into a sort of corporate system into which their 
individual  a c t i on~a t  least by implication~is absorbed? 

M.r. ~'[XTHEWS. There has been objection come to our attention 
-from a very limited number of sources, and that objection it seems to 
me, boils do~ax to a fear, that the actions of this association might be 
dominated  by  business competitors who in some way will be in a 
posit ion to injure other individuals. 

Now, to meet that,  we have, with the Senate committee, worked 
over  very  carefully the nature of the grant of powers to the association; 
the  limitations on that grant  of powers and the reser~q_ng of powers to 
the Commission. We believe that as the bill is dra~-n, and assuming 
tha t  it is ef[icienely administered, tile basis for that  fear is not a sound 
one. But  I woukl not be stating the matter  correctly to y o u  if I 

~'did not  agree that from a few sources I have heard that fear expressed. 
l%,Ir. BOIIEN. It  strikes me that we should be particularly cautious 

ubout  the extent of the grant of theoretical rights to this fictitious 
set-up,  in that  the individual members of this set-up are undoubtedly 
in the future going to have to depend upon this eorp'orate body for 
their own activity and security; and then, too, that  same reasoning 
implies that  the indkddual who might try to function in a little world 
of his ox~.,"n outside of this corporate systel;n, is more or less in a position 

e f  a t tempt ing the impossible. 
Mr.  MATHEWS. As to certain very important  types of the securities 

business, it is true, I thi,_k, that one could not operate successfully 
o u t s i d e  of this association, if the association gets organized on the 
scale tha t  this bill visualizes. But  it does emphasize the importance 
of being certain that the right to this association to act. in such a way  
as to injure any of its members without fully protecting that member  
in his r~ghts, is very carefully guarded. 

Mr.  BOREN. I t  strikes at  the fundamentals of our American 
~hilosophy of I mean, it places an obligation on the government; 

ommission to carry out that fundamental, in that  it, becomes your  
obligation, if you set u I) this corporate body to tfl)solulely assure equal 

• rights to each corpo,'ate metal)or, especially if you are giving them such 
a power as will more or less compel the individual to turn to the 
Corporat ion for his future operation and security. 

I am not tinding fault with the provision necessarily, but  it. seems 
t o  me that  the Commission is recognizing in this act what the country 
at  large has reftised during tile last 50 years to recognize, that  cal)i- 
talism, as an individual capitalistic system, no longer exist.s in this 
country,  anti that we a,'e rather dependent, so far as security even a s  
individilais, is concerned,  upon a corporate system. 

So your  obligations are so great tlmt l want to he certain, in passing 
over  this act., that the security anti safety of the individual within the 
corl)orate action is on a basis of eqii||lity COml)iiral~le to the gc,mral 
phil(}sophy of our form of governiiwnt.. 

. . . , +  : :  
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• Mr.  MATHEWS. We believe t lmt  is the fact.  We have a t tempted  
v e r y  carefully to protect the ri,_dlts of the individuals in here. realizing 
tile dangeps tlmt you petal  out. And we :tre eoniirmed ill t ha t  belief 

• by the fact  tha t  we think th:tt ~l,s tt general thing, ~mon~ the people 
m tim industry,  those who have s tudied the bill most  carefully, agree 

.with tha t  conclusion. 
Now, understand,  there are a grea t  m a n y  people--for  instance, there 

are hundreds of dealers in the I n v e s t m e n t  Bmd~ers Conference sup- 
porting this bill whose livelihood is jus t  ou t  the window if the powers 

-under tiffs bili are abused, if there is no t  II, suflicient reservaition of the 
power to protect, in the Government .  

Mr.  BOIIEN. And vet  volt presume riley nll recognize tha t  those who 
try to function as in~iivitluals outside of this corporate system will be, 
m a sense, approaching, as individuals ,  an impossible situation. 

Mr.  Mxa'nF.ws. We have  had  some est imates made of the number  
of dealers.who would come into this association. We have a record 
of some 6,700 dealers registered wi th  the Commission.  And that  does 
not  include dealers exclusively in numicipal  securities. Nobody knows 
ho.w m a n y  people might  come into t.hls association. But. ihe best 
estimates we have r -n  from abou t  1.500 to abou t  2,500. 

Those who take par t  in original dis t r ibut ions of secmities are pe- 
culiarly subject  to the necessity of conffng in to  this s i tua t ion-- those  
who take par t  in large-scnle distr ibutions.  Now, there are a zreat  
man~" people in the securities bus iness - - tha t  is, in the securities busi-  

• hess in the sense of being required to re~ister as brokers or dealers with 
t h e  Comnffssion, probabl3 some thot[-sands of t hem- -who  xx-ill not  
.come into these associations. T h a t  is, the type  of business that  t h e y  
do is such tha t  they xdll not  see the impor tance  of conffng in. 

In the aggregate, the a mo u n t  of their  business is, of course, relat ively 
sma l l .  In nmnber  they are very large. I do not  knox-." how nmnv ~-il! 
come into this thing. We have  had  a number  of guesses from within 

-rite i n d u s t l T ~ a n d  I mn sure they  have  been nmde in good fa i th - -o f  
someehere  between from 1,500 to 2,500. T h a t  seems to be the best  
guess. 

Mr.  BOI~EX. I t  seems to me the general foundat ion for discussion 
-that we h.tve ~t this poittt s t rengthens  the importance of caution, 
• tha t  there not  be ill-deiined grants  of a rb i t ra ry  power either to the 
Commission or to this new creation of you r  corporate system: and  
in going through the [*ill I hope t h a t  where there are any lines of ill- 

.defined potentia.lities, tha t  we might  insert,  in ~t least, two or three 
controversial instances, more specilie l angm~e.  

] t  seelnS to nit  that  this bill in itself, while rclatively i lniluportant 
to the nation at  larg'e, perhaps is ~ recognition of ahnost :x new. and 
definitely a progressive feittul'c ill our Governn |ent ,  that. we will have 
to come to in ol l r  CeOl|onlie, syst.om. :'tlul it  is so far reachinff as a 
possible fotmdat.ion, t/utt we ought  to bc very  ettutious, botlt 6n the 
COIIIInissioII and :is representatives of the Imople, in dclegatin,_r power. 

Mr. M^a'uEws. l thinl~ thttt is the spirit in which we have ap- 
pro,  ched this thing. T h a t  is tlw result we have tried to secure. 
If  there al'(~ lilly respects in which we lmve not  succeeded in seer|ring 
it, 1 ant sure (hat w,, still wan t  to t ry  to set'tire them. So that  we 

• are not here in any st, aso with closed J~imls as to nmttet~ of that. sort 
in the bill. q'he things tha t  we atl'c taking a tlelinitc position on al'O 
the IltlCst.iolls of scopo anti prim.il~lo. 
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Mr. BOItE~-. My object here, Mr. Cllairman, was to point out to 
the committee an~i to all interested p.u'tics, that  we are cr~;::i::~ this 
fictitious corporation--and all corporations are fictitious creatioi~s by 
tile G o v e r n m e n t - -  

Mr. Excm~lc Artifi(.i~:l, ratller. 
Mr. Bonr:x. Yes, either way. ]3ut the point that  I am making is 

tha t  the individuals, if they attempt to function outside of tiffs cor- 
porate e.~'istence are trying to meet an impossible situation. 

I have finished, Mr. Chairman. 
Mr. REECE. The first section of this bill dealing with the associa- 

tions is not materiall T difl'erent from the provisions of the Stock Ex- 
.change Act, dealing witil the stock exchange? That  is, there is not 
any new principle llere? 

~Ir. MATHEWS. No, sir. We have tried to run them parallel as 
closely as we could. Of course there is this fundamental distinction 
growing out  of the nature of the business: The stock exchange is an 
exclusive organization. This cannot be exclusive. Anybody who 
will abide by the rules of the game, who has a decent character, can 
come into this associatioh. There is not a property right in a seat in 
tiffs association which could'be transferred. 

T h e  aim has been not to narrow, but to spread out, to get into this 
:.association as ninny as we can of these people, and then if they come 
m and form the association, to parallel the stock-exchange situation 
as closely as the nature of things permit. But  basically there is tiffs 
difference in conception, that a stock exchange necessarily is an ex- 
clusive organization and this cannot be. 

Mr.  REECE. Yes; I understand that. Also the present act gives 
the Securities and Exchange Conmfission authori ty to regulate the 
over-the-counter market, and if you had the money and were disposed 
to set up an organization to do so, you could regulate the market in- 
sofar as you found it practicable. And, as I undemtand, in tltis bill 
"you ~re suggesting vohmtary regulation through these associaiions 
rather than direct regulatiou by tire Commission. 

Mr. MATHEWS. Yes. We are suggesti.ng voluntary regulation so 
far as i t  can properly apply. 

Now, there are certain features of the regulation, of course, that  this 
:association cannot do. They cannot prosecute a crinfimfl case. 

Mr. REECV~. Would you m'ind saving just what you have in mind by 
clause (2) of section lo (c), to prevent fictitious quotations? 

~'Ir. ~I^THEWS. Well, we find this situation not infrequeutlv. 
QHUOtations are published by a dealer which are not genuine at  all. 

e won ' t  buy, he won't sell, or, perhaps, he sends out generally a 
luotation that  he will buy l0 shares of stock if they are offered to 
tim. He will send out a quotation which bears no relation to the 

real market.  The real nmrket may be 40. He amy senti out a quo- 
tation far from tim( market. 

I do not  know tim( I think of other instances of it just at present. 
We find in the distrubtit~n of certain types of securities of new eor- 
pox'ations instances of a sales campaigu beiu~g I)ut on, selling the stock 
we will say at 30 cents a share, and when we get into it., we liad the 
market  is'nn~vl)e S cents a share. That  is when: there'is ~wer-t.he- 
counter tra(lil{g in it. The price at which it is sohl is not the m:n'ket. 
I t  is a fictitious thing. 

, ° L  
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Mr. RZEC~.. Just  one other question, if I may. Is there amr w a y  
b y  which the Commission could determine and explain in advance 
iust what it anticipated might be done through this authority, that  
Is giving cause for apprehension to the municipal dealers? That  is, 
the section authorizing the Commission to prescribe such rules and 
regulations as may be necessary or appropriate in the pvblic interest 
or for the protection of investors, to prevent fraudulent, deceptive, or 
manipulative acts or practices. 

The municipal dealers seem to be vetT much concerned by that  
authority. I t  would seem as if there might be some way of reaching 
an understanding on that that  ~ould alleviate that apprehension. 
Is there any way bv which it can be done? 

Mr. MATarWS. I t  is difficult for me to do, because I cannot under- 
stand the apprehension. I cannot understand why the municipal 
dealer has that apprehension where the corporate dealer does not 
have it. 

Mr. REZCE. After they have testified, you might then be able to 
do that, because I do no t  think the test imony wlfich they gave before 
the Senate committee necessarily applies to this bill. because the 
bill to which they were speaking at that  time is, as Mr. Katz remarl<ed 
a while ago, considerably more far reaching on its face t.ha~ the present 
bill. After they have addressed themselves to this particular section 
as now worded, it might be  helpful if you have something more to say 
on that  section. 

Mr. MATHEWS. If we can do anyttfing to be helpful, we will be 
glad to do it. We have not been able to so far, because we cannot  
understand it. 

Mr. Excrtr.R. As I preceive the focus of the controversy at. the 

~ resent time, the municipal dealers seem to tlfink that. they should 
e left just like private individuals, subject  only to tile statt:'.z,:v htur 

defining fraud, manipulation, and deceptive practices: the t is. th':'~ tl.ey 
feel there is no need for the setting up of a body of regtdations with 
reference to what you might call, those well-recognized concepts of 
fraud. 

Now, can you ~ ve  us'some specific examples of cases where there 
might need to he an expansion, you might say, by regulation, of the 
points driven at in subsections (1) and (2) of subsection (c) of section 
15 as amended, namely (1) to prevent  fraudulent, deceptL-e, or manip- 
ulative acts or practices; and (2) to prevent  fictitious.quotations? 
firt--s Mr" ~LATIIEWS" I think I m i g h t  give an illustr.ltion by ,_,oin~ back 

to a case involving corl)orate issues. You are ali /ami[iar, of 
eoume, with what happened to the real estate securities market. 
We found, in administering our State  s ta tute  a number of instances 
where dealers who were hard pressed sold bonds to eustomel~ without 
lettil).g them know t lint taxes were in defm,lt on the properties secur- 
ing those bol,.ds. We found cases where dealers with securities on their 
shelves which were worth 40 au(l 50 ceuts on the dollar, create4[ col- 
lateral (.rus(, issues and sold those same securities in indirect form at 
100 cents on the doll:tr. 

Now, as to the sl)e('ilic information with reference to what the 
exel.usive municil),l dealer Ires done, we h:tve very liltlc, for tile reason 
that  they arc not. required t() register as brokers and dt,llh'rs nll(10r ( ) I l l  ° 

act. We know in general that  t lmy are about  ltw s~lnle kimt of h u n m n  
beings that  the rest of us are. We know, for instance, in a ease that  
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recently arose, it appears that  a firm or a group of firms of deaters 
arranged for the wholesale forgery of municipa| bonds, which they 
were selling. I do not l~low whether they are exclusively municipal 
dealers or not. 

Mr.  BORE,~. Of course, that  would be covered, Mr. Commissioner, 
wi thout  this provision. 

Air. MATHEWS. Yes. But what I am pointing out is that  the 
business is not immune from the same sort of abuses that  occur in 
the securities business generally. 

We have heard a good deal about instances--and I cannot cite you 
an ins tance--but  of instances where municipal bonds have been sold 
wi thout  calling to the attention of the.purchaser the existence of a 
default.  But  as to specific information, the only way that vet3." much 
of i t  could be gotten would be by an investigation in the field of the 
municipal bond business, to find out just what they are doing. 

We are necessarily proceeding pretty much in the dark as to specific 
instances, in view of the fact that they are out from under the act as 
completely as they arc now. 

I do not  think it is proper to suggest to the committee many of the 
rumors that  we hear, because we have found so many instances where 
rumors have been circulated about what the Commission was doing 
or about  to do, that  we are inclined to discredit rumors that  we hear  
about  what  other people are doing. 

Mr.  EICHER. They are looking for dictators under most every bed 
now, aren ' t  they? 

Mr.  MATHEWS. Apparently so. 
Mr.  EICHEm Are there any further questions? If not, we thank 

you .very much, Mr. Mathews. " 
The  next witness is Mr. Frothingham. Mr. Frothingham, please 

give your  name and the capacity in which you appear. 

STATEMENT OF FRANCIS E. FROTHI.~GHAM, PRESIDENT OF THE 
INVESTMENT BANKERS ASSOCIATION OF AMERICA; VICE 
PRESIDENT OF COFFIN AND BURR, BOSTON, MASS. 

Mr. FnOTHINGHAM. Mr. Chairnmn ,-end gentlemen, my n,~me is 
Francis E. Frothingh.'ml. I am president of the luvestment Bankers 
Association of America,. and vice president of Coffin & Burr, an invest- 
ment  bond housc, Boston. 

Mr. EICHEn. ])o YOU h:tve a prepared statement you would like 
to leave with the cotnmittee? 

A'Ir. FROTHINGIIAM. What I have is ill Inv head. 
Air. EICHER. V~'o sh::ll be very glad to li'sten. 
All ' .  FROTIIINGIlAM. " (wntlemen, ] am not Uoin~ to t.d~e up any of 

the details of the bill. I am going to leave i hen~ to be discusse(i by 
Mr. Starkwc:ttht, r. whom I will speak of in .L moment. What  I 

• pe.rtioul,.rly wanted to do was to give you. if you would ,.llow me a few 
minutes to (1o .:o, a ba('l;groun(I of wh:d. tAt, Investment Bankers 
Asso('i~tioa is, the t)hwe t.ha~ it fills, and wlmt it is trying to do. 

The hive:~tment lhmkers Associatioa has now al)({ut 790 members 
scattered all over the country. Those members range from the 
largest to the smallest house. 

Jus t  over 100 of the members have less capital than $50,000. 
• About  half 'of tlmse have capit,I of h,ss than $25,000. Some 10 or a 

dozen have capital of less than $10,000. 
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The association is managed by a board of governors, 32 being the 
proper anti the balance being tile ollicers of the association. 

ese are scattered widely o~"er the country,  as 1 will show you in a 
moment. 

The association has some 18, what  might be called autonomous sub- 
divisions, known as the groups, each with its separate chairman, its 
own officers, but worldng within the association. 

The purpose of tile association has been, ever since its inception, 
to raise the stamlards of practice and conduct  in the business, to 
give attention to various forms of legislation, both State and National, 
that  come up for its consideration and that  affects its business and 
affects the public interest. 

The association, through its then president, the late Mr. Christie, 
was primarily responsible for tim development  of the code in the times 
when we were developing codes in the eountD'. Amd I think that is 
an exhibit of the earnestness and the purpose of the association. That  
code finally became the basis for the Inves tment  Bankers Conference. 

Now, if I may, in order to indicate to you the back-ground of this 
association, point out that of our governors, six are from New York;  
three from Chicago; two from Plfiladelphia; one from Detroit; two 
from Los Angeles; one from Montreal ;  one from Cleveland; two from 
St. Louis; one from Baltimore; one from Bos ton ;one  from Pittsburgh; 
one from San Francisco; one from Milwaukee; one from Washington; 
one from New Orleans; one from Cincimmti; one from Kansas City; 
one from Seattle; one from Denver ;  one from St. Paul; and one  
from Spokane. 
.' That  gives you the breadth of the background of the association. 

Now, I suppose that. some five hundred members of this association 
are als0 members of what is called the Inves tment  Bankers Conference. 
Tha t  Investment  Bankem Conference has a board of governors, 
I think, of 21, of whom 17 are  members of the Investment Bankers 
Association; four or five are also on the Investment  Bankers Associa- 
tion Board of Governors. So that  the I. B. C. cannot readily in these 
matters  before you be distinguished from the Investments Bankers 
Association; so "they do not in fact represent substanti;dly separate 
points of view ba t  are much more identical than a superticial consider- 
at]on weald lead one to think. 

When this Malonev hil l  came up for consideration I appointed a 
special committee to consider and weigh the nmtter.  That comnlittee 
was made up of Mr. Starkweather,  from New York, chairman of 
Starkwater & Co.; Mr. Perry Hall of .Morgan, Stanley, New York; 
Mr. ]{ames J. Minot, of Boston; Mr. ])evereaux C. Joseph, of l'hila- 
delphia ; Mr. E. B. tiall of lhlrris, l lal l  & Co., ('hic~lgo: Mr. Jean 
~Vitter, of San Fr.mcisco. 11e was not only at  the hearings before the 
Senate conmfittt.e,, but  during the delibenLtions of the committee 
was represented b y h i s  Now York representative. 

T h a t  COlllUlit|t,t~ ]lilt[ hea.villgs.~vith tl:e represent:ttivcs of tim Com- 
missioa--.Commissioner M,.thcws, Mr. Kv.tz, atnd Mr. Davis. lye 
had a long and friendly discussion with Senator 3I.doney, .~lr. 
Mathews, Mr. Kz~tz, ,ml Air. Davis. 

We end(,avored in ev(,l T wa.y that  we could to keep in touch with 
o n r  ilssoci,lt.ion [)y nlottns of comn.~tlllicatiolt to those governors  a l ld  
ollicers, so that so far as possible we might rctlect its views. 

A 
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Our association has all along been in syml)athy with a voluntary 
association for the regulation of over-the-counter markets. The 
over-the-counter markets arc a very large part of the securities 
business of the co,ntrv. Perhaps there are I0 times as many securities 
hl tlw over-the-counter market ns ~ire listed on the exclmnge. There 
may be anywhere h'om 6 to 10 times the actual money volume of 
business done daily in the over-the-counter markets that there is on 
the Stock Exchange. We are very appreciative of the need of regula- 
tion in various directions in the over-the-countcr markets an(l have 
wanted in every way to cooperate with the commissioners in their 
endeavor to enforce suitable and reasonable regulations. 

That is the background of our whole attitude toward this subject. 
So far as the municipal men are concenmd, we have felt that their 
situation was a peculiar and special thing and we would leave the 
handlhlg of it. to them. 

Outside of tha.t, this association has in no way hldividually or as 
an association stimulated or fomented any objection to this bill at 
any point. Whatever has appeared has appeared voluntarily altd.as 
a nmtter of local interest or by particular persons. 

We have  felt, as I say, tha t  a vo lun ta ry  association was highly  
.desirable.  This  bill we do not  consider a self-regulating bill as 
se t t ing  up a self-regulating organization. I t  is, on the contrary ,  in 
so m a n y  directions, under the regulation and prescription of the 
Securi t ies  and Exchange Commission tha t  i t  cannot  be so called. 
I t s  relat ionships are, if you choose, all r ight  in m a n y  directions. We 
have  no objection to m a n y  of them. But ,  on the other  hand,  we have 
fel t  i t  our  d u t y  to t ry  to put  this bill ill such shape tha t  i t  would meet  
the exigencies .of  m'arket considerations and difticulties, which we 
are k e e n l y  alive to, while a t  the same time t ry ing to make a bill t ha t  
would accomplish the purposes in hand.  

Our  theory  in regard to this bill is tha t  i t  should be within i tself ,  
comple te  and ~..,lf-ex-planatory. Any  bill or an)" document ,  in our  
business experience, which del)ends upon interpreta t ions  sooner or 
la te r  does not  reccive those iuterpretation.s. There is a very rapid 
tu rn -over  amongst  us all; a turn-over in the Conunission; a turn-over  
in our  o~al business, a turn-over in life. Already the Securities and 
Exchange  Commission has had three (.lmirmcn il~ the short  period of 
4 years .  

As t ime goes on those who were responsible for interpretat ions are 
no longer with us, aml those who have to el)crate under a bill or oper- 
ate  unde r  any  coutract  tha t  az~y of us makes among ourselves are 
sooner or  latc'r reduced to the interpretat ion of the words of the con- 
t ract .  

B u t  our  purpose is, not in any  antagonistic way but  in a friendly,  
cooperat ive  way. to ,zet thi.~ bill, if possible, in tl~at shape so  tha t  i t  
will be self-sufl~eient'~md sclf-exphmatory. 

Af te r  this commi(tec tha t  1 speak of appeare([ I)efore the Senate  
commi t t ee  aml after the Semlte commit tee ha(l Imssed on the Maloney  
bill and ha,l given its reasons for its al)Pr()val , l called a meeting of 
the l)():u'd of governors of o . r  .issoefi~ti,m i .  Chic:~.,..'o. ( ) . t  of-I0 gov- 
ernors, 33 were l)resrnt, showin.,.., the intev(,st thal, wa:-; t,lkea in (.he 
ma t t e r .  Two .were si('k, two were out. of the country,  and the o t h e r  
three  were dot:tined hv inll)Ort:mt, httsiness ellg~Igelllt'llts t ha t  they 
could no t  set. aside. O'ut of those three, two s e . t  in their opitlions, 
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SO that that  meeting of the board of governors, which continued 
through an entire day and exhaustively went over every pl,ase of this 
bill, represents, as honestly as ally couhl rcpresent, the thoughtful 
official representations of tile Investment  Bankers Association. 

Now, we were conscious of the fact that  there was a very wide- 
spread objection to this bill. We felt that perhaps a great deal of the 
objection was because of a lack of under,  tan(ling of the bill, because 
it had not reached the hands of many in the business; and the impres- 
sions of it and the interpretations of it we felt were perhaps not based 

"on the broad grounds that they ought to be. 
We very carefully refrained, as I telephoned to Conmlissioner 

Mathews after our board of governors meeting, from polling our 
membership or endeavoring to get a vote on the subject, because we 
felt that  that  vote would be ovel~vhelmingly adverse to the bill. Our 
reason for not doing that was that  we felt tha t  as the bill became be t te r  
understood it would come more near to receiving the support which 
we thought it was entitled to. 

• At that  board of governors meeting we passed two resolutions. 
One showed a two-thirds maj'ority for the report of the committee, 
which was to support the bill, if certain further amendments c o u l d  
be made. That  first resolution eliminated the amendments and 
voted by a two-thirds majori ty to support  the bill. 

The second resolution referred to the three further amendments 
which Mr. Mathews has spoken of and which we still feel very im- 
portant  to incorporate in the bill. 

That  second resolution was supported b y  a 100 percent vote a n d  
the feeling of the board was that  if the three amendments were hlcor- 

~ orated in the bill, the board of governors' initial vote wouhl have 
een 100 percent instead of two-tlfirds. 
Immediately that was done, under the instructions of the board, 

, I  sent to the (~ommissinners, to Senator Maloney, to Senator Waguer," 
a s tatement of just what  the board had done with a copy of these 
resolutions. 

Now, gentlemen, as time has gone on, conditions have changed ve.ry 
materially, have changed in the business worhl very. much for the 
worse. We are conscious bf the fact that the approval of this bill is 
less substantial than it was originally; that  throughout the country 
there has been a feeling of disquiet and unrest about  it. And I think 
that  if a vote were taken today,  probably the vote would be against 
the bill. I have little doubt  about  that.  

There have been groups  get together as in New England, as in 
Chicago, out in Wichita, Kans., and in other places, stron_,zly object- 
i n g t o  this bill, at least unless certain amendments can be made. 

T h e  situation is not an easy one to meet. Business is very much 
disturbed, very much concerned about  eve r?cthing now. as you know. 
Evez3, step in the way of further reuuh, torv legislation, wiihdetai led 
prescriptions as to rufes and preeisidn of de[ail, goes so far as seriously 
to hamper and interrul)t t.he orilinaz T course of business in the many 
details which really the businessmen are more familiar wid~ thtm 
anybody else can tie. 

~l'here is no desire, however, on the part  of business--I  think I can 
~ay i t - - to  1,rotect an.vlmdy who is guilty of fr.Lu(l, to protect anybody 
who is guilty of wrongdoing, in any way to cover up or conceal derelic- 
tions. But  there is, on the other hand, a very great body of men i 
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the  business who are as earnest as anybody can be in the Government,  
as anv of tile Security and Exchange Commissioners cqn be., to do 
every'thing that can be reasonably done to put  this business on the 
plane everywhere that it should be. The business, on tile whole, is 
p re t ty  well handled. On the whole it is honestly handled. To sedk 
o u t  the meticulous and detailed rules which will l~reveat tile few from 
going "haywire" and greatly inconvenience and slow clown the free 
processes of the capital market  is to make a fffistake. So that I am 
perfectly confident that  the Investment  Bankers Association, every 
m e m b e r  of it, would agree with me in that statement.  

I will not say anything more, gentlemen. I will turn the meeting 
over  now to Mr. Starkweather. 

Mr.  REECE. Does your association require dues of its members? 
Mr. FROTHINGHAM. Yes. 
Mr. REECE. Would you n~ind stating what  they are? 
Mr.  FROTHINGHAM. "~Ve have a varying schedule of dues, from the 

largest to the smallest houses. I think our max~imum dues ate $200. 
W e  have a class A, a class B, and a class C membership. It does down, 
as I remember it, to $50. 

Mr. :REEcE. So the smaller houses, pay less dues? 
Mr.  FROTHINGHAM. They pay less, yes. 
Mr.  REECE. May I ask one other question? In order to comply 

~ i t h  the provisions of this bill, would it be necessary for the associa- 
tion to increase its dues and if so, approximately to what extent? 

Mr. FR()THINGHAM. You refer to the possibility of the Inves tment  
Bankers  Association becoming one of the registered associations under 
th is  bill? 

Mr. R~EcE. That is right. 
Mr. FROTHINGHAM. That is a matter  that  we are now considering, 

whether  or not the Investment Bankers Association should or could 
be  such a body. 

The Investment  Bankers Association is made up of houses who are 
primal~ly in the capital market, business, raising new capital for 
various municipal and industrial and other ptirposes. We are exclu- 
s ive at the present time in that  respect. But  we are inclusve with 
regard to the entire tiehl of that  kind of operation throughout the 
Uni ted  States. We have members who also do a brokerage business, 
b u t  that  is not  primarily the concern of our association. Tlmy do 
that ,  so far as we are concerned, incidentally. 

Mr. REECE. What  I really had in mind'is, in order to register with 
the  Commission under the provisions of this act, would your association 
find it necessary to impose a tinancial obli,zation on its 'members which 
might,  in the c:lse of the small membet.~, become burdensome in view 
of present comlitions? 

Mr. FaOT.t.','tm.~.~L I do not  think that  is a question, sir, tha t  I 
can answer, bec:ms~, how these registered associatio.~ will be set up 
and organized is still in the lap of the gods. Opportuni ty is given 
umler the bill for s~weral of those associations t o  be set .p .  M y  
jud~mc6t  wouhl l,e that the fum'tionin~ umh,r tile. bill will be het tcr  
if there is one :tmtion,,ll association, with local groups or affiliates. I 
cannot  very well conccive a couple working parallel. 

Now, what n,'.,_::mization shol,hl h(,come one of these wdt .ntary 
associations, wl.,llw,' ll., lnvcstlm, nt, l~.nkers Conl'e,'e,lcc might 
metamorphose itself into such an association; ~hcther  or not  the 
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Investment  Bankers Association might become one; ju.~t how i~, shouhl 
be handled, is something that  we arc earnestly considering now, in 
order that the most effective operation may  be brought about whcn 
and if this bill is passed. 

"Please ask me, gentlemen, any questions you want to, because the  
Investment  Bankers Association has nothing to conceal in this matter.  
I would like you to understand our position. 

Mr. Boar:,','. Mr. Frothinghanb I believe that  your association, of 
course, is built on some particular advantage of service to its members. 
Is there any feeling on the part  of the Investment  Bankers Association 
that  whatever advantages lie inherent in their cooperative action arc 
invaded by this bill in any way? There are some benefits that y o u r  
organization carries to its individual members.  Do you feel there is 
a danger of the loss of some of those benefits in this bi'll? 

Mr. FROTH~NGHA.Xi. That .might  possibly be. I t  depends upon the 
fune$ions which a registered association could assume. I am thinking 
now quite out  of my own mind. These matters  are still under dis- 
cussion with us and I can express nobodv's  views but  my own. But  I 
have been unable to see quite how this 'Maloney bill, I~eh~g set up in 
its terms for the regulation of over-the-counter markets, without any 
word in i t  suggesting any other functions, either in its wording or 
between the lines; with the only words in the bill, if I remember 
rightly, in tbe preamble which sa\'s. "and for other purposes." which 
would suggest it could be a propcr function of this association to 
watch pending legislation, to take a hand in it, to take positions with 
regard to it, to appear before the Commission or before the Houses of 
C o n g r e s s - -  

Mr. BOREN. Of course, that  is par t  of all associations. 
Mr.  FROTHINGHAM. I have not  been able to see quite how those 

functions could be assumed by a body created under this bill. If  
they could be, they might do away with the need of an h',vestment 
Bankers Association. If they cctdd not  be, I should say that there is a 
very definite field for the work of the Inves tment  Bankers Association, 
in connection with the many legislative matters  anti the broad prob- 
lems that come up to be considered by our investment bankiug fiekl 
of operation. 

That  is really an underwriting field, carried down to all the small 
participants in underwriting which is, to my  thinking, separate and 
apart  from the particular jot) of regulating the over-the-counter 
markets. All of that  is inllux, and 1 do not see quite how it is going 
to work out. 

Mr. EICHEm Does vour assaciation assume to do anv tmlicinu of its 
individual members? " In  ot.her words, do you set up a'n,'ttitmal'st.md- 
ard of business practice, and provide for some punishment, if they do 
not  live up to it? 

Mr. FI1OTtlZXC, HA.~L ~VC have, Mr. Eicher, rcl)eatedly st, t stam h~rds 
of business practice. ]n a voluntary association, the question of 
policing, as you can re, dilv see, is a veto, dillicult ore'. ]t" you over- ,, 
police, your: membersldl) disappears. ]f  you umlerpolice, you tit) not 
perform y,)ur fmwti,ms. St) tha~ really i'he thing which the Invest- 
ment Banker.-: Associatim~ has (l,)nc its the 'v,~ar's lmvc' b,.,en ,:ore,.: by 
is to put  constant pressure on improving standards ;rod tin, thetis of 4- 
business. Aml wl, t hinl~ d(,tinitcly we. I,ave raised t lwm. U,'o have 
done a great deal of valuable work in connection with bringing to- 
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gether  and making more uniform different State laws, overlapping and 
similar, such as notably ill the "blue-sky" direction. We think our 
efforts have been cumulatively useful ill the direction of improving 
~tandards.  But  when you ask the question about  policing, we have 
to be very cautious. 

Mr.  EIcr1Ea. Do you not think that with just  the right amount  of 
governmental  support, you would be helped substantially in maintian- 
m g t h o s e  standards? 
• l~[r. FROTnlIX'GtIAM. We have no objection at all to Government  
~upport.  Ylrhat we want is Government cooperation. What  we 
~)bject to is the meticulous rulings of the Government  with regard to 
the details of a business wlfich we, in the business, can better under- 
~tand and appreciate. 

We realize, of course, that  in these times of change, and different 

~ oints of view, we may be hidebound by some of the things we have 
een doing forever and'want to keep on doing forever, in just the same 

w a y  tha t  the point of view of those who, under a Securities and Ex- 
change Act, want  to rectify all ex-isting abuses, may  proceed in that  
direction more rapidly than the business can absorb the suggestions. 
T h a t  results, in many hlstances, we are confident, in increased con- 

; fusion and in a slowing dox~Ta of the normal processes of a free capital 
market .  

Now, the Securities and Exchange Commissioners are alive to that ,  
I am fully convinced. They are alive to the fact that  there should be 
man)" simplifications. And one of the things which tim Inves tment  
Bankers  Association would like to do is to cooperate with the  Com- 
missioners in a sincere effort; while not standing in the way of the 
~uring of abuses, vet  helping to make the steps toward those cures 
toore rational and Workable than many of them are at present. 

Mr. EICHER. DO yOU have any statistics indicating the ~ronortion 
of  the total volume of over-the-counter transactions in the Nation 
that  the membership of your association represents? 

Mr.  FROTnLX'G~tA.~L I" suppose, Mr. Eicher, that  the Investment  
Bankers  Association probably does at least 85 percent of the under- 
"~'riting business of the c o u n t r y .  

Now, by  underwriting bus~ness, I mean the collection of capital 
from the sources where capital is available, and turning it over to 
indus t ry  for the conduct of its operations, or to the municipalities for 
many  municipal improvements which arc not of a self-sustaining 
character ;  at. least S5 percent. 

~ r .  EITHER. If there are no further questions, thank" you very 
much,  Mr. Frothin~ham. 

Mr.  FROTm.~'GHA.~t. Thank you, Mr. Chairman. 
Mr.  ElCtIER. Our next witness will be Mr. Starkweather. I t  is 

now 11:45, and I think it wouhl be best if we recessed until 1:45 when 
Mr. Starkweathcr  will take the s t a n d . . M a y  I say that  the clerk sug- 
gests tha t  any persons who are here who wish to testify and are not on 
record with him, make their application to him dliring the recess .  
Also, in the meanwhile, during the noon recess, if there are any groups 
here who would like to unite upon one spokesman for the aftci'noon, 
we would be very ,,lad to have the number of aplwarances reduced as 

~ . 

far as we can, wtth full opportumty,  however, for full expressmn from 
anyone  who wishes to be he.lrd. 

~l'he committee will stand in recess until 1:45. 
(Wlmreupon a ree.ess was taken until 1:45 p. m.) 

. . . . . . . . . . . . . . . .  . . :~  , . :  : - . . v , , v . . - , ~ . . , ' . , ' . , ' . , ' . , ' . , ' ~ . ~ . , - - . - - ~  
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AFTER RECESS 

Tile subcommittee reassembled, pursuant  to the taking of tile 
recess, at  1:45 p. m., Hen. Edward C. Etcher (chairman) presiding. 

~ r .  EICItER. The committee will please come to order. We will 
• hear Mr. Starkweather. Will you give your full name for the record, 
.Mr. Starkweather? 

.STATEMENT OF JOHN K. STARKWEATHER, STARKWEATHER & CO. 
NEW YORK, N. Y. 

+ M r .  STARKWEATtIER. ~ V  name is John K. Starkweather, of 
"Starkweather & Co., New Ynrl,- 

Mr. Chairman aad gentlemen of the committee:  In speakin_~ on this 
bill I am speaking as etmirman of a special committee organized by 
the Inves tment  Bankers Association to consider this matter, but  I 
.should also like to say that  I speak, having in mind the fact that as 
one of the smaller dealers in securities, this bill influences mv own 
business and, therefore, it is entirely possible that  some of my feelings 
may reflect that  also. 

The Investment  Bankers'  Association at their meeting in Chicago 
passed two resolutions, the first one endorsing the action of this com- 
nnttee, of which I am chairman, in supporting the Maloney bill. 
At  the same thne it was evidenced at that  meeting that there was a 

v e r y  strong undercurrent of opposition. T h a t  opposition centered in 
cer tain definite sections of the coup.try, particularly in New Encland 
and in a district of the Ohio Valley, centering on Cincimmt~ and 
Louisville. That  opposition was so strong that  the board of governors 
finally passed a second resolution in which the president of the asso- 
ciation was instructed to advise the Securities Commission and the 
Congress that  in their opinion the organization of the association 
under the bill might, and probably would be, seriously hampere'.l if 
certain changes were not made; that  the committee anct the board of 
.governors were prepared to do all in their power to see that an or- * EP 1 ganization was successfully carried throu_h, but  tha t  they fett there 
would be great reluctance on the part  of~many groups, and that the 
whole process would be slowed down and made nmre ditficult. 

With that  e+s a prelimin:~rv, our first change, which I should like to 
discuss, has to do with P+ m~dter which Commissioner .Nl::tthews dis- 
cussed this morning, namely the insertion of the word "willfully" on 
pace 15 of the bill. line 7. before the word "vinh++ted." 

You will notice in the bill as it is before you tlu;t where vioh'.tions 
involve the Ser.urities Act of 1933 "willfully" is inserted; where it 
becomes a questioa of rcmow,.1 of officers of the association the word 
"willfully" is also inserted. In connection with the Securities Act of 

.1934, the word "willfully" has been omitt.cd. 
• We believe that "willfulh'" shouhl be inserted in th::t place. Vfe 

believe that  it is entirely lo,zi(:al ~tnd ia line with the other srrtitws of 
:this act which involve simihu" wording. We Iwlieve it is only fair t~, 
the imlividuM dexflrr, ttml I Slm:'.,]: in this connet'tion, lmving in mind 
my own p:~.rtieul;,r situ.ttion. We lmve in the Srcurities Act of 1934 
a bill which in thi.~ ('opv I lmve is some 39 pages Iouu. Wc have in tim 
bill before us an e, ddltiomtl 19 p:Lges and we have built u p ~  

Mr. llom.:x. Mr. Ch,~.inmm- 
Mr. EH:ItEm Mr. BOtCh would like to ask a question. 

! 

1 

i 
+ 

i 



L 

REGULATION OF OVER-TIIE-COUNTER MARKETS 2 7  

• Mr. STARKWEATH~:R. Yes. . . 
.Mr. BOUEN. I would like to ask you, where volt wanted to ' insert  

file word "willfully", when it refers to the oiti'cers of the organiza- 
t ion 

~'lr. STARKWEATHER. VCherc the Commission has the authority to 
remove from ot[icc any oiliccrs or director. Tha t  is, starting in line 18 
of the same page. . 

Mr. BOREN. What  page? 
Mr. STA.RKWEATHElt. Page 15." . 

: Mr. BeniN.  And where else is it that  you want  tlmt word inserted? 
Mr. STARKWEATHER. We want the word inserted in line 7, where it 

applies to the Securities Act of 1934. You will note that  under the 
f irst  section it reads this way, in effect, tha t . a  member may be sus- 
• pended from an association for any violation of this title which in- 
cludes the Securities and Exchange :Act of 1934, as well as this amend- 
ment  to it. 

Mr. BoaF.N. The term "willfully" is used in the section referring 
to the officers--that is now in the bill? 

~ r .  STARKWEATHER. The term is used in referring to officers'; 
used in the section referring to the Securities Act of 1933. I t  is 
left  in tha t  section having to do with the .Securities Act of 1934 and 
,this amendment  thereto, and we see no reason why it shou!d 

Mr. Bor~.N (interposing). You do not find any objection to the 
language in this paragraph, giving in broad general terms powers to 
make rules, regulations, and so forth, and so on, provided the word 
"wil lful ly" is inserted. 

Mr. STARKWEATHER. We have no objection if the word "willfully" 
is inserted. Of course, I realize the-s t rength of one point Mr. 
Mattl iews brought out this morning, and it is perfectly true, tha t  
insofar  as the word "willfullv" is concerned, in a section like this, 
i~ increases the difficulties o( administration. There is no question 
about  that.  On the other hand, looking at  it from the standpoint 
of the businessman, it seems to me that  when vott say a man's  
business in effect can be killed for any violation of the Securities Act 
of 1934, or this amendment to it, or any rules or regulations put out 
under it, it seems to me that you are inflicting on the dealers of the 
country,  the small-business men, as well as the large-business men, a 
t remendous  burden. Wc cannot all sit with a htwycr at our right 
hand every minute. We have got to handle our business without 
legal hel l) continuously and the very idea that  I might be put out of 
business for a technical violation on the part of one of my men, which 
I know nothing about, app.flls me, franldy. 

I t  is--][ think that  it is perfectly truc, what Mr. Matthews said, 
tha t  you cannot aSsulne and you  ought not to assume that any action 
of the commission will be c:l'prieiou's. I do not expect it to 'be;  but 
I do know this, thaf the views of men differ on even the Same wording. 
The views of men dill'er as to very small acts in this life aml the very 
idea tha t  I may be lntl out of busfiwss or ill effect put out of business~ 
because that  is in effect lhe penalty here--is a l)rctt.y violent pemtlty 
to place in the control of any commission. I t  seems to m e - -  

Mr. BOltEX. You would be agreeable to inscrtin,.,, tim word "will- 
. ful ly"  after the term "violates any provisions of this title"? 

Mr.  STARKWEATIIEIt. That  is what we wouhl like. 
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Mr. BonE,','. After that, and not  prior to that ;  not  say has "will- 
fully" violated ally provision of this title? 

What  I am getting at is, you are not wanting the word "willfully" 
in there with reference to the law as it appears in this act. You do 
want  it in there as to the rules and regulations which the Commission 
may  lay down? 

Mr. STARKWEATHER. I think it should be in for the whole thing, 
Mr. Boren. 

Mr. BOR~.~. As a general mat te r  of law you  would not hold that  
we ought to test the law on whether or not there is an intent to violate 
the law. I think that  ignorance of the law does not excuse violating it 
as a general principle. 

M r .  STARKWEATHER. That  is perfectly t rue;  yet  I myself see very 
little difference in the use of the word "willfully" in subsection (B), 
line 12, where it reads: 
has  willfully v iola ted any  provis ion of t h e  Securi t ies  Ac t  of 1933, as amended ,  or  
of any  rule  or regula t ion the reunde r ,  or has  effected a n y  t r ansac t ion  for any  o ther  

rSOn who, he had  reason to believe, was willfully v io la t ing  wi th  respect  to  such 
nsac t ion  a n y  provis ions of such ac t  or ru le  or r egu la t ion .  

I see very little difference. 
Mr. BOREN. I agree with you there, all right. I do see a distinct 

difference where you say "willfully," ~i th  relation to the officers of the 
company, but  now what  I am trying to get at  is this: Is it the law i~self 
that  you want to have  tried on the basis of intent, or is it your fear of 
the possible great accunmlation of specific rules, technical rules, we 
will say, by the Commission? 
• Mr. STARKWE~_THER. Well, it  is a combination of both. The law 
• .itself is very technical, in spots. The regulations are becomin~ even 
more technical and are pfi n~, up continuously. Every case that is 
brought before the Commission results usually in some new interpre- 
tation of some sFecific item of it. 

Now, that  process is probably going on for years. We are piling up 
the body of interpretation, rules, anti regulations, which it becomes 
extremely difficult for the ordinar~ dealer to follow. It. may be that  
the larger dealer who can 5ll'ord to employ counsel continuously¢ can 
do tl,at. The smaller dealer certainly cannot. The smaller dealer, in 
the smaller towns, I know, cannot. And, I feel that  the word "will- 
fully" is properly in the second portion of this starting with (B). 
I tlfink the same'l)rovision ought,, to be in (A), where it applies to the 
1934 act. I can see r ea l l yno  reason why it shouh[ be. a violation, 
should be the subject of these penalties for a violation of the 1934 act 
and not the 1933 act. I t  seems to me the same general theory applies 
t o  both of them. 

Mr. Born.:,','. I lind no fault with your  analogy there, but if there is 
anything in this law that is highly technical and not clear, then I, as 
a member of the subconmdttt~e, would like to clarify any portion of 
the law whore there is anv doul)t about  it. 

Now, I think that is sullicient answer to your  contention. You 
want the law also to lm based on intent. 

Now, acting on tlmt assumption, you do not  want the wording to 
apply necessarily to the law itself as to any possible regulation and so 
forth that the Commission might in a sense put  upon your business. 
I can see that there is as much logic in I)elieving that the Commission 
will put  such regulation in as there is in the assuml)tion that they will 
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not. I mean after all, men are just men, and this is a Government of 
law and not of men. 

Mr.  ST^nKWE^THZn. That  is right. 
Mr.  Bonr:.~'. And so I am interested very much in your point; but 

I would like to see if what you have to off'er apphes to the rules and 
re_~ulations or the act. 

~ i r .  STARKWEATI~ER..A little later I want  to go a little more 
extensively into this, but let me just call your attention to page 16, 
line 15, the wording "to prevent fraudulent, deceptive, or manipulated 
acts or practices." 

Now, the word "manipulation," which I would like to discuss more 
at  length a little later, is a reD" broad word. 

You take the popular conception of manipulation and you might 
get one set of facts, but if you take some of the highly technical inter- 
(~retations of the word "manipulation," you can arrive at an entirely 

ifferent aspect. 
Now, tha t  is the type of thing, and as I say, I should like to discuss 

tha t  particular section more at length later and would rather not do 
so now; but  that  is the type of phraseology in this act which bothers 
the dealers. 

If  you  have an exact definition of "manipulation," that  is one thing. 
,~I do not  think the Commission has as yet  been able to arrive at  an 
exact definition of manipulation. I know that  there is a tremendous 
amount  of confusion on the part of dealers as to just what constitutes 
manipulation and what does not. 

As I say, I should like to develop that  thought a little bit further 
and possibly in connection with that  section I should bring out a little 
bit  more clearly what I mean about this. 

Mr. BOR~.N. Your argument here is about the use of the term "will- 
ful ly."  If  you can, or are prepared to do so, I would like for you to 

~ resent an argument not on the assumption that  it is correct in (B), 
ut  on the assumption that  this subcommittee will probably strike out 

"wil lful ly" from all sections. 
~'Ir. STARKWEATHER. I would answer that  in this way: I am speak- 

ing not  as a lawyer. I cannot speak from the legal aspect of it. I 
ctin only speak upon the bqsis of my own experience in business.. 

I have in my organization--a relatively small organization--but I 
have some 30 or 40 people. 

Now I try, and my partners try, to see that  there is notlfing done 
in our office which is not. in entire conformity with the law. That  is 
our intention. But  I never know when some of my men may do 
something which is contrary to some technical section of this law. I 
do not  know what those will be. I never know what they will be. 
Bu t  I have a strong feeling myself, and 1 say, speaking en'tirely not 
as a lawyer at  all, I have a strong feeling myself that  1 should not be 
put  in a position where a nonwillful and technical violation of the law 
should subject me to SUSl)ension from this association. 

You will recall, genth,|||cn, that  the reason, the only reason, you 
can organize these associations lies in the power granted these asso- 
ciations in that  settle| |  of the law to withhohl from the | |o|mwmbers, 
commissions on sales of securities; also to prevent, l)resumatdy, a non- 
member from being a member of a syndicate headed by members. 

61307- -38- -3  
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Now, for those of us, those in the business, who do not ordinarily 
go into syndicates, either as underwriters or as selling group rlistril~- 
utors, that may make no difference; but  in the busine.~s of a very large 
percentage of the dealers of the country that  would make a very 
sermus difl'erence. I t  woul(I mean that a large part of the income of 
my firm and other firms would be eliminated if I could not do busi- 
ness with members of that  association. 

Now tlierein you give in effect to the Commission tl~e power of life 
or death over my business. 
• I do not  object to that if I willfully violate the law, kno~-ing what  
the law is, and deliberately violate it'; bu t  I do object to that theory 
of it if it is a teclmieal violation of the law which I -know nothing 
about. 

Now, I think, myself, that  any serious violation of this law would 
' certainly probably be willful. So, the Commission would have entire 

authority, presumably, to suspend a dealer for any serious ~-iolation, 
but  I do not think, speaking of it from the standl)oint of the dealer, 
I do not think that the Commission should have the authority to pu t  
anyone out  of business because he breaks a techlfieal rule. 

Now, gentlemen, that  generaUy is a nonlegal explanation. I am 
giving my personal explanation as a dealer and I know it is the feeling 
of hundreds of dealers all over the count.IT,-feeling that that power is 
excessive, that  the possible penalty is excessive, while it may not be 
used and probably would not be used in 100 cases, if it is used in 1 
case unfairly, it should not. be in there. 

Mr. REECE. I see that  "willfully" is used in section 6, subsection 
(B), dealing with the re~st ra t ion on national security exchanges in 
the Securities Exchange Act of 1934. 

~'Ir. STARKWEATHER. Willfully is not in that.  .My understandil~g 
is that  "~Jllfullv" is not included in the present 1934 act .~-a~pg to 
do with members of exchanges, bu t  is in the 1933 act under son-ew_,mt. 
similar conditions. 

.~'[r. REECE. What  is the relationship of it il). section 6, this provision 
Under subsection (B) to the effect tha t  no registration shall be granted 
or remain in force, and I interpret that  "remain in force" as carr):ing 
the po~er  to anmd the registration, unless the rules of the exchange 
includes a provision for the expulsion, suspension, disciplining of 
members for conduct or proceedings inconsistent widl jtlst and equit- 
able principles of trade an(l declaring the willful violation of any pro- 
vision of this type or any rule or regulation flwreumter shall be 
considered conduct or proceedings inconsistent with just and equitable 
principles of trade. 

Mr. KxTz. Th.lt relates to an entirely different subject nmtter. 
That  relates to the basis for permitting an exchange as such and an 
entire exchange, the New York Stock Exchauge, for example, to do 
business aml does not, relate to ousiness which determines whether 
or not a 1)articular imtividmd member  of an exchange should be per- 
mitted to retain his m(mbershil) on t h , t  excl,ange. 

Now, the second problem, the p,'oldem of determining the position 
of an imlividual member on an exchange is governed by section 
19 (a) (3) which is iu the present law. 

]~]!'. STAI{KWI':ATIIER. That  Ires been my understanding, Mr. Reece. 
Mr. KATZ. Timt relates to anotl ler  question, section 6. Section 

19 (a) (3). 
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Mr. ST.',RKWE.~,TIIER. Perhaps. That is another question. I am 
sure that  I cannot answer that. 

Mr. ](EECE. This section, however, would seem to require the 
exchanges to have provisions in their organization by which the 
willful violation of th[~ title or rule or reguh~tiq~n of the Commission 
should subject  a inember of the exclmnge to discipline. 

Mr.  KXTZ. B'~" the cxclmnge. 
Mr.  ST),RKWEATHEI',. By the exchange;suspension by the exchange. 
Mr.  Kx'rz. Yes; by the exchange. 
Mr.  R ~:Ecv.. By the exchange; out under penalty of having r e ~ s t r a -  

tion revoked if such suspension, expulsion, or other disciplinary action 
were not  t,~ken which indirectl'~" leaves it with the Commission. 

Mr. K.~.TZ. Well, I should think that you might describe the situa- 
tion in this way: Let, us take the position of an individual member of 
an exchange. Let us consider how he stands. Let us say that he is 
an individual anti a member of the New York Stock Exchange- 

Mr.  BonEx. Mr. Chairman, if I may internlpt here, I would like t o  
request tha t  Mr. lCatz rise that we might hear him better, and I a m  
perfectly willing for him to. while he is on that subject, point out  
examples in this bill, and tell us what the effect wouhl be if we put  it 
in one section and lcf~ it out of another. 

M r .  :EIcnER. That  might shorten our hearings, if Mr. Starkweather. 
is agreeable to it. 

Mr. ST.~,RKWE.',THER. That  is perfectly agreeable. 
Mr. KATz. To take into consideration first, you:" qtiestion, Mr : .  

Reece: You see, if an individual member of an exchange violates a 
provision of law he may, as a result of that action, render himself 
subject  to three kinds of disciplinary action. First, discipline bv the 
Commission; secondly, discipline by the exchange under its own rules, 
adopted by  the exchange as a vohmtary matter;  third, discipline by  
the excha:~ge under such rules as t.he exchange requires, or as the 
Commission rerluires the exchanue to adopt. 

Now., to consider the last categor)- first: Section 6 merely says that  
as a mmmuun  requirement, the least we will require of an exchange is  
t ha t  is should expel its member for a willful violation of law. That. is  
the least we require of an exchange. An exchange may go further 
and, indeed, consistently the exchanges do go further, and lay down a 
great  many  other rules for violation of which an exchange nmy expel 
a member.  

Now, the law says, supposing an exchange restricts itself to a pro-  
vision that  a member of the exchange shall be expelled only for willful 
violation of law. 

What  about  the member of the exch:mge who violates the law under" 
circumstances where the exchange does not see fit to find violation, 
willful viohltion? What happens to him? Shall the exchange have  
now power to act? 

Well, the a ns~vcr to that is cont~lined in section 19 (a) (3), which 
says m any such c;ise if a member viohttes the law the Commission 
may  l)~escribc expulsion of the membership. Now, the acttml pro- 
eetlure t~y the Commission it~ th(~ expulsioH of metal)el'ship is one 
under which he has l)l'olecti(~n other than ,i 1)r~t'~,dure [)y the exclmnge. 
itself, f(~" the law ~'cq~ires the ( ' .mmissi~n t(, lmvc a l)~ldi(' hea r ing .  
The ht~v requires t.h(, (',,mmissi~j~ to ~tccuJ~ltthtte evidem'e. The mcrc 
finding of the fact is not sufficient. The law requires the Commissiou 
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to act by  organization, which is apl)e,lal)le to the circuit court of 
appeals. None of those safeguards in the way  of the requirement of 
a hearing, a fin(ling of facts, a (letermin:~tion supported by facts, and 
provisions for appeal to the courts apply in the ease of action by the 
exchange. 

That  is, clause (a) is parallel with section 19 (a) (3) in its present 
form. So far'as control over a member  is concerned, in one of these 
associations, it would be precisely the same control so far as the Com- 
mission is concerned as the member  of an exchange now is controlled, 
under section 19 (a) (3). 

Mr. STARKWEATHER. That  is our understanding about, it, and the 
two parallel without any question; bu t  regard ess of that  fact, our 
association believes that it is only fair and just  that  a member should 
not  be pu t  out  of bllsiness for a nonwillful and teclmical violation. 

l~Ir. REECE. Do 3ou "know of any member  of the exchanges having 
had any difficulty with tiffs provision in 19 (a) (3) since it has been in 
operation? 

Mr. STARKWEATHER. I believe there has been none at all, Mr. 
Reece. I do not know of any such eases. 

Mr. BOREN. This provision only has to do with removing a member 
from the association. 

Mr. STARKV,'EATHER. That  is correct, suspending or ex-pelling. 
Mr. BOrtEN. And that is true of both sections (A) and 03). 
Mr. STARKWEATHER. Yes; that  is this section having to do with the 

power of the Commission to suspend members  from the association, 
or expel them. 

Now, the second point that  the Inves tment  Bankers'  Association 
has in mind occurs On page 16; section 2, subsection (c). and sub- 
heading (1), which in effect gives the Commission authority to make 
rules to prevent fraudulent, deceptive or manipulative acts or 
practices. 

Now, I believe that in reading that  over casually, the intent of it, 
to my  mind, at any rate, would be that  the section had to do with 
fraudulent transactions. The wording of the present act which is the 
wording we suggest, occurs in section 15 (c), and we reconmtend the 
change of this wording to read as follows, which is exactly taken from 
the other act, or mostly so. 1 think the wording is exactly the same, 
| ~  • - .  

pre~ ent transactmns by means of manipulative, deceptive, or other 
fraudulent devices or contrl " aces. 
" T h e  Commiss ion shall  for the  purpose  of th i s  subsec t ion  by  rules and  regula t ions  
define such  devices and  con t r ivances ,  or  m a n i p u l a t i v e ,  decept ive  or o therwise  
f r audu len t .  

We see no reason why this change in wording has occurred. As I 
understand it, the origit|al wording was agreed upon bv and I)etween 

comnuttees of C engross. the Commission and the dealers and the " " -' 
I think there is no question it was intended originally to guard 

against fraudulent transactions. We have no quarrel with that at  all. 
We are just  as .mxious to prevent  fraudul'ent tams:rations ~ls anybody 
else eml l)ossii)ly be. ~,Ve. have just  as tnu('h interest als :mybody else 
can have; but  wlwn you analyze this p,r t ienhtr  section of the law, you 
see that  it can, full3; distinguishes betwet;n fraudulent., deceptive or 
manil)ulative acts or l)racticcs. 

To most peol)le tim word "manil)ttlation," I think, conjures ul) the 
picture of a large el)crater in the st(ink mariner goiu~ in and buying tip 
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a lot. of securities and running the price up 10 or 20 points and un- 
loading tlwm on the unsuspecting public. There m,v  be some of 
that .  There n,ay have been some of tba t in  the past. I' think there is 
very little of it. ~oing on at. the moment. But  there arm a great many 
other things which may come within the technical meanin,.., of "manip- 
ula t ion"  which are quite different and for which the penalty involved 
in this bill is excessive. 

There is one ease which is before the dealers of the country now, 
which is in point, I think, and that  is the ease of the syndicate which 

. handled the Pure Oil preferred stock. I should like to discuss that  
for a moment.  That  syndicate made a contract with the Pure Oil 
Co. for the purchase of some $44,000,000 of convertible preferred stock 
and tha t  stock had to be offered to the stockholders for a period of a 
month or thereabouts, and at the expiration or during the month, the 
marke t  changed rapidly and the stockholders took practically none of 
it, and at  the expiration of the period the syndicate took on approxi- 
mate ly  $43,000,000 worth of the stock. 

With  that  amount of stock on hand, and with market conditions 
upset anyway,  it was only natural that  the stock should substantially 
decline and after the syndicate had held it for a number of weeksor 
months,  the ,o-roup was finally closed, and the market became free. 

At  tha t  time, the market was approximately 74~. There then 
came up the question as to what the syndicate might'do in the way of 
trading and, as I understand t h e  s i tuat ion--I  am not a member of 
tha t  group, and I have no interest in it whatsoever• I am purely an 
observer. As I understand it that  group approached the Commission 
to inquire what in their opinion could be done. I t  is my understanding 
tha t  no ruling was ever issued, but tha t  a very informal opinion was 
issued to the effect that  if the dealer wanted to sell his own stock and 
take his loss, he could.do it at any price hewan ted ;  but if the price 
happened to be above 74~. and he told one of his customers he thought 
i t  was a good thing to buy. and went out and executed that  order at  
over 74~../, he would run the risk of being subject to a charue of manipula- 
tion; bu t  if he bought it at  74!~ or under, he would be'all right. 

Now, whether or not that  is exactly the way the Commission put  
it, I do not  know, but  that  is certainly the way the business under- 
s tands it. 

The net  result of that  is somethinu like this: that  if on a share of 
s tock worth some seventy-odd dollars the dealer in that group buys 
stock at  $75 a share, he n~ay be breaking the law• He may be subject 
to penal ty  for manipulation. If he buys at  $74.25, he is apl)arently 
well witlun the law and 'm honest dealer. 

Now, tha t  illustrates the fact that  the difference of 75 cents on a 
share of stock selling at seventy-odd dollars, makes the difl'ercnce 
between being a law-abiding citizen and a lawbreaker, which illustrates 
t.be fear tha t  the business has of this partieuhtr wording. 

There certainly cammt Im any question t.ha:t if a matte;' of 75 cents 
can make the (liil'erence between the legality and the iih,~ality in the 
mind of the authorities, we arrive at  a l)rett.y tine dctinition of what- 
manipulat ion is. 

]f there is an intent to defraud the customer by selling at 75, that  is 
one thing, hut it hardly seems that  selling at 75 is defrauding, and 
selling a t  74~ is not. We are not objecting to the inclusion of all o f  
these things so long as they are connected with fraud, a m l l  may say, 
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that  has been the position of the h lves tment  Bankers'  Association 
right from the start of the discussions on this hill, that we have felt 
right Mon~ tlmt the~e things should be tied into fraud. If they ~tre not 
tied into fraud you will arrive at the position where a Gox:ernment 
commission Ires to deline a very I)road aud uncertain term, a term 
which is very difficult to detine, as is evidenced as well as anythin 7 else 
b y  the fact l~hat the similar wording in the 1934 act has never resulted, 
so far ns I knbw, in any definite set of rules as to what constitutes 
rnanipuhdion. It is a very difficult thing to do, I will ~,h:fit, but I 
think that to leave that to ' the discretion of the Commission is a ntis- 
take. We think strongly that  it should be tied in with fraud. 

Now, there is another type of manipulation which in nay p~trticular 
business interests us very nmch. Take for instance an industrial 
company that I know of that  has some bonds outstanding, 4~'-percent 
bonds, that: I think are good. They earned their interest several 
times over, last year, and are commonlY" regarded, pret ty well reg~lrded, 
as sure of paying their interest, but  clue'to market  conditions tilose 
bonds have gone down  to a figure which I do not believe represents 
their value. 

Now, under ordinary circumstances in the past, if I found a bond 
that  I felt was seriously undervalued, as this bond, I might say, 
selling at 60. I tlfink it is worth substantially more. I would feel 
entirely justified in going out and buying such bonds under the price 
I thou~ght a fair price. Is that  manil)ulatiou? I do not know whether 
i t  is today or not. I would not dare do so. Therefore, the bond 
sells at 60 to the detriment of the public; to tim detriment of the 
~eompanv, and nothing can be done about  it. 

Now, ' this  wording as it stands today, in my opinion, would make 
it  extremely diffieiflt for anybod): to make any a t tempt  to buy these 
bonds with the idea of remarketmg at what they regarded as a fair 
value. I t  also, without an.y question, is going to make it extremely 
,difficult for any company m the future to underwrite issues such as 
:the Pure Oil deal. where it involves delay through offering rights to 
stockholders. I think it will be iml)ossible until there is some clarifica- 
tion of this situation. I think that is very unfortunate for everybody 
concerned, because it interferes with the raising of funds which is 
desirable and necessary for i n d u s t r y .  

The third section which the Investment  Bankers '  Associe.tion at 
~heir meeting in Chicago felt should be changed has to do with sec- 
tion 3, sh~rting on page 17, and we have felt. that  all of that para- 

g r a p h  starting with line 7 and running"on to the end should be elimi- 
nated. I am going to touch on tlmt a little briefly, because I under- 
stand that a groul) of dealers in Boston who arc very much interested 
in that section are going into it a little more exhaustively. But  ill 
general this situation has to do with tile civil liabilities which may be 
meurl'cd for violation of items :3, 4, and 5 of section 2 on tile i)rece~ling 
page. 

N o w ,  if you notice those sections, you see that  they are hyl)othetical 
types of sections. The first, one. No. 3. to provide safeg(mrds with 
• resl)eet to linam'ial responsibility of t)roker~ and dcah, rs: the next one, 
to regulate, tmmner, method ~md phwe of soliciting husine.~s: the next 
,one to regulate the time and method of making settlement payments 
,or deliverie.s. 
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I do not  know what type of regulation tile Commission has in mind 
under those sections, it  is obvious that  for tile most~¢ part they will 
have to do with routine amd Inghly technic~ll subjects. For instance, 
time anti method of making settlement: I cannot imagine Why such 
a section as that should require power on the part of the Commission 
to put  into effect a penalty which may involve recession at some date 
later which is always after the market has gone-substantially down.-  
Rescission cases, of'course, as we all know, only come after bi~g breaks 
in the market.  Why a man should have the right "to come to me a 
year  from now and say, "I  want my money back bee.ruse you have 
violated a particular provision relati~ng to the time or the manner in 
which you should have made deliver5", or because you have violated 
a technical pro-?ision as to the time or place Of soliciting the business," 
I c a n n o t  see. 

Mr. EIcnER. If he had made money, y o u  would not have heard 
f rom him. 

Mr. ST.~,Rr:WE.~,THErt. If he had made money, that  is right, you 
would not  have heard.from him. You never do. Nobody ever asks 
for money back at cost if the market goes up. The only time they 
ask for their money back is when the market is down. 

Now, I have no objection, of course, to any man asking for his 
.money back if I have done sometlting which was improper. If, for 
instance, I have given him improper information; if I have misled 
him, or deceived him in any way, obviously there is no objection. 
]But, just take as an example--these may be frivolous examples. I 
do not know. But, suppose that  the Commission put into effect a 
rule tha t  I cannot solicit business at a man's home and I go to your 
home for dinner and in the course of a casual conversation we discuss 
a certain security and the next morning you come to my office and 
say, " I  was rather interested in that. I think I will buy some of 
those." And, I execute your order, and a year later the market goes 
down 20 points and you come ~o me and say, "Now, you came to m y  
house and solicited t'his business. I want my money back." 

Maybe  that  is pretty frivolous. I do not know. But, why should 
the Commission have the power to do such a thing? I do not think 
they should. 

Mr. EICHER. That  is a rather extreme illustration; is it not.? 
M r .  STARKW~;ATHErt. I think it is. I purposely made it a little 

extreme, Mr. Etcher, because 1 thouuht it would t)t~ng out the point 
I have in mind more clearly if I dit[. As I said, I think timt these 
capricious examples, but under this law they have that power and 
any smart la~Ter could probably make trouble for me if he wanted to. 

T h e  point 1 wanted to I)ring out is this, that  this is the type of 
thing I do not think should be, subject to that  type of penalty. 

Now, if it. is a question of fraud; if it is a question of fratldulent 
manipulation, I have no objection at  all; but when it comes to a 
question of a viol.nion of .~ highly,, technical rule, I see no reason why 
the Commission shouhl have the power to say to me that  this lmrticu - 
lar rule for n,~lsons that seem to us desirable, shall make you subject 
to the voiding t~f that contrat't. 

Now, as I say, there arc other members here who will develop that  
a little bit mor:,, but l wanted to bring that  before you and give you 
my ot~sorv~tions on it. 

Mr. ]¢mnl.:tc Any questions? Thank you, Mr. Starkwcather. 
We will hear Mr'. Minot. 
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Cmnmissioner ~[ATllEWS. IS that not true of the regulations dealing 
with municipal securities rather t h a n ~  

Mr. WOOD (interposing). No, not entirely; in tile various St.ttes 
they have laws that deal with it. 

~ommissioner M.':TnE~S." The regulations of dealers in municipal 
securities is not  the same as that which regulates the dealers in corpo- 
rate securities. 

Mr. WOOD. No; I do not think it is. 
Commissioner MATtt EWS. And quite generally, they are exempt 

from blue-sky l'm's. 
Mr. WOOD. Yes; I think that is true, but  I do not  subscribe to the 

thought tha t  the States are not regulating them. 
N()w, the investing public does not appear, demanding this legisla- 

tion, as far as I can find; and no investors or investing organization 
has apl)eared ;n support  of the legislation. I know that the States 
and municipalities do not want it; tile (le,lers do not want it, and the 
only evidence that has been brought to either the Senate or to tiffs 
committee,  in support  of tile bill has been offered on the part of the 
Securities Exchange Comnfission. 

We know that  the investment organizations, such as insurance 
companies, are opposed to it, and we do not find that ~here is any 
demand from the public, indicating there is a need for it, and, as I 
say, I am opposed to regulation merely for the sake of regulation. 

In all the time these laws have been on the books, I have yet  to 
see any municipal dealer prosecuted by the Securities Exchange Com- 
mission for fraud. There may have been some. The business is 
large and possibly there nmy be some fraud, but  if it were so wide- 
spread, I think it is a pertinent question to ask why the Securities 
Commission has not done something about  it. 

Thank  you, Mr. Chairman. 
Mr.  EICHEa. Thank you, Mr. Wood. 
Do you  want to be heard, Conmfissioner Mathews, for a few 

moments? We will have to suspend in time to answer the roll call. 

STATEMENT OF COMMISSIONER GEORGE C. MATHEWS--Resumed 

Commissioner ~'[ATHEWS. Mr. Chairman, I realize perfectly well 
that  the cities and other public units have gone on record against this 
bill. A great many of them went on record against the bill without 
having seen it; they went on record agahlst the bill on the reputation 
that  it would embarrass their credit and increase the cost of their 
.financing, and the argument itself was made to show that this would 
increase the cost of financing, that the Commission would embarrass 
securities merely by its rules and regulations, so as to make it (litli- 
cult to sell securities in that market, and consequently weaken t im 
credit of the municipalities. 

Now, let us assume that argument, and take it for granted for the 
sake of argument  that tile power to do such a thing can be found 
within this act. If that is seriously intinmted, .m the view of the 
Commission that it wouhl like to do'so, or of any future Conmfissi0n, 
then I say, without exaggeration, that you ought to take away from 
this Commission all the power it has to regulate the security bt,sincss 
in any form, bec, use,'(',m ,my l)crson, possessed with comnmn sense, 
imagine that  a Government regulatory body would set up standards 
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which are so restrictive that they would illcrease seriously the cost '~ 
of securing money for every public purpose in this co,antry? 

Furthermore, can you imagine that it would do it without also 
incrc~sing the cost of nmney to evetT corporate or any other agency, 
as far as securities are concerned? 

And a peculiar thing is that the whole argument that is made against 
this bill, to the best of my knowledge, is just  that, and it has never 
been suggested that the Commission might increase, by its regulations, 
the cost of money to corporates. 

I will admit the argument which 3Jr. ~Vithington has made this 
morning, if that is the position of a majori ty  of the dealers, if that  is 
typical throughout the country, might be construed to mean that the 
cost of financing of corporates would be increased. But what is so 

~ eculiar about  municipal credit, and why is it so sensitive to re.czula tion 
y Government that the market  for municipal securities is goinu to b e  

paralyzed, and the cost of money greatly increased when all the 
dealers in corporate securities in this country  have failed to see the 
danger as it affects their own business? 

N'ow, another thing about  those municipal securities, the best  
figures that we have got indicate theft b y  far the greatest bulk: in ,: 
the last few years, of municipal offerings, in the case of bonds, have 
not  been made by exclusive municipal dealers; they have been made  
by  syndicates and some large banks apparently in which dealers in 
corporate securities appeared. 

Mr. Withington says that he is representing them now, although 
when the arguments were presented he was representing not only 

exclusively municipal dealers, as I understand it, that is, dealers in 
eorporates and municipal securities. On the other hand, the cor- 

of the business is concerned," but  through the Investment Bankers 
Corporation and the Investment  Bankers Association they do no t  
s e e  anything to fear as to corporates. 

The argument is just really one that  implies that the Commission, 
in making regulations, has lost all sense of responsibility to the coun- 
try, and if that is the sort of Commission you have or may have al~ 
any time in the future, the only one safe thing to do, is not. to increase 
the Commission's power, • b u t  take away from it whatever power it 
may  have. 

Let  me just refer to another 1)hase of this situation: The proposal 
for this legislation did not originate entirely with the Commission. 
After the conference died a natural  death, an attemp~ was made to 
keep the organization of dealers alive in the hope that the industry 
could be made to become sclf-regulatin~. The origin of  this thing 
goes back to a month or two after the Supreme Court decision in a 
case brought to test out just  how far it might become self-regulating, 
and I think tlmt pretty nearly ~tll the legislation of this general tyl)o 
that  has been suggested to tl~e Congress, has been m:lde in order to 
make iudustl T I)car a part of its own regtdation. 

No~v, if you want to impose Government  reguh~tion upon this 
thing, there is a very direct w~ly to do it, and that is to kill part I 
of this hill, zmd leave part II,  ~md do all of it by direct Governmenl~ 
assistance. . 
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The fund.unent,d purpose of this bill is to put as much of this con- 
trol into tile hquds of indilstry as e~m possibly be put  there, as it 

• manifests its ability to luu:dle it. Now, obviously, you cannot put  
into the ha ttds of ind~lstry the task of h|mdling tile criminal cases--  
now, if they' could handle it, I am not sure but what  I would object 
to their trying it. 

Now, what  is the alternative .to this thing of dealing with mmffcipal 
people or corporate security people? There is no denying the fact 
that  the security business, which ought to be and whic[b with many 
men, I am satisfied, is an honorable business, but  which also at tracts 
to the profession some people who are not scrupulous, and when it 
does it results in a most terrible condition; and it sometimes at tracts 
people of tha t  ldnd to the municipal bond business; in the case wlfich 
was ment ioned tiffs morning, where there was outright forgery of 
bonds;  we have all seen it. It attracts that sort of person, and there is 
no other  way  that I know of to regulate i~. 

If you can suggest a way to adequately regulate those people without 
having the  fellow who is decent under some sort of control, without 
having some regulations affecting the well-meaning, decent man, I 
would be in favor of doing it. But, I want to give you this experience 
out of mv  own personal experience in administering State blue-sky 
acts, tha t  I never had a man come into n}y office and tell n-.c how- 
honest he was, how clean his business practices were, whom I did not 
later fred out  was a crook. Honest men do not need to come in and 
tell you those things. 

Now, so far as the situation as it affects the municipal dealers is 
concerned, I wouhl like to leave with you a memorandum by Mr. 
Davis, dealing with the forgery situation, which admittedly comes  
under the present statute. I am not citing this as a condiLion that 
cannot be met, but  I am citing it merely as an instance of what some 
people in this business will do. 

Mr. EICHER. Without objection, it will be made a part of the 
record. .. 

(The memorandum referred to is as follows:) 
MARCH 30, 1938. 

MEMORANDUM RE INDICTMENT OF VARIOUS ~NDIVIDUALS DOING BI:SINESS 
UNDER THE. TRADE NAME OF IRVlNG-HARRISS CORPORATION 

The Irving-Hnrriss Corporation, Thrcefoot Building, Mcridian, Miss., is listed 
in the  1937 edi t ion  of Securi ty Dealers of Nor th  America,  bu t  has never  been 
reg is te red  w i th  th is  Commission.  Since there is evidence of business hav ing  
been  t r a n s a c t e d  outs ide the S ta te  of Mississippi, exeml)tiotl  f rom regis t ra t ion  
m u s t  h a v e  been  supposed to have  existed on the ground t h a t  business was con- 
d u c t e d  exclusively in exempted  securities. 

I n v e s t i g a t i o n  tins revealed t h a t  this oruaniza t ion  was not  a corpora t ion bu t  a 
group of ind iv idua l s  doing: business under  a t rade  name.  T h e  [rvin.~-l larriss 
Corpo ra t i on  was registcrd as "t securi ty dealer, in Mis.~issippi on March  30. 1936. 
T h e  indivit lu. t ls  comiuct iug this  business were indicted for vioht t ions of sect ion 17 
of the  Sceuriti t .s Act  in the Uni ted  St:ltt.s District. (.'~,urt for the  l.:a.~tern Division 
of the  S o u t h e r n  Dis t r ic t  of .MisAssippi. March  2S, 1938. The  t ransac t ions  for 
which i n d i c t m e n t s  wcre re turned involved the  forgery -tnd f raudu len t  s:tle of 
var ious  secur i t ies  of counties and  o ther  ]noel subdivis ions  of the  S ta te  of ,Missis- 
sippi.  T h e  l i l t  di. , 'b,ses no evidence t h a t  the  sub jec t  organiza t ion  t r a n s a c t e d  

.any bu.,dness in corpt ,rate securities. 
A forlLery of st,eurities was faci l i ta ted by refunding con t rac t s  with  local snb-  

d iv is ions  of the  S ta te  of *lisMssiplfi, which e t ,n t racts  provided for tile isstm:lee of 
bonds  to r e fund  ot t t s tandiug obligations.  The  forgery was accomplished by  

'.:.. 
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obtaining bonds from various printing concerns and through forging the signa- 
tures and seals thereon. 

SHERLOCK DAVIS. 
• The Meridian Star, March 25. 1938. states that the individuals composing 

this organization are prominent citizens in timir c~mmmnities. 

Conuniss ioner  ~'[ATIIEWS. I would like to r ead  in to  tile record, Mr.  
Cl la i rman ,  a le t ter  addressed to t Ion .  Wil l iam O. Douglas ,  C h a i r m a n  
of the Securi t ies  Exchange  Commiss ion ,  f rom Wi l l i am A. Lockwood,  
of  the f i rm of M o r g a n  & Lockwood ,  N e w  York .  

Tiffs is da t ed  M a r c h  18, and  reads:  
DEAR Mn. DOUOLAS: Mr. Moffatt referred to our evening conference of  some 

weeks ago to a recent case of an "over-the-counter" spread which had been called 
to his attention. You have asked nm to give you the figures. 

A dealer purchased 74 high-class municipals from one owner, and sold them on 
the same day, I understand, at a profit to the dc-~ler of approximately $4,600. 

On the same day he bought for his own account and sold to the above customer 
65 New York State bonds at a loss to the dealer of approximately $315. 

The net profit on the two transactions was approximately 84,300. 

T h a t  is s igned Wil l iam A. Lockwood .  
Mr .  EICHER. Mr .  Commiss ioner ,  I do n o t  l ike to i n t e r rup t  you ,  

b u t  ~'e will h a v e  to "mswer the roll call. 
Commiss ione r  MATHEWS. T h a t  is ce r t a in ly  all r ight .  
Mr .  EICHER. We will t ake  a recess for  a b o u t  15 or 20 minutes .  
(A recess was  t aken  to pe rmi t  m e m b e r s  of the  c o m m i t t e e  to respond  

to a roll call, a f t e r  which the following p roceed ings  were  had:)  
Mr .  EICHEI~. T h e  c o m m i t t e e  will come to order .  
Commiss ione r  Mathews ,  will y o u  resume?  

• Commiss ione r  M.~THEWS. I u n d e r s t a n d  the re  are some quest ions  
which I will unde r t ake  to answer  as bes t  I can,  a f t e r  I make  a brief 
s t a t e m e n t ,  and  those dealing wi th  legal m a t t e r s  I a m  going to ask the  
privi lege of hav ing  Mr.  K a t z  answer.  

Mr. EICHER. Very well. 
Commissioner M.~THEWS. In connection with this situation, how- 

ever, I would like to leave this thought with the committee, that I 
appreciate, and [ think the Commission appreciates, the complete 
sincerity with which some of the arguments made on behalf of certain 
of the interested representatives here, and I only want to say in con- 
nection with the bill, that as it is drafted, it represents dm Com- 
mission's ideas, hut that we want the committee to understand, and 
we believe thqt the arguments on behalf of the New Em.,land dealers, 
particularly, represent a firm conviction on their part that a change 
as necessary to meet their situation. 

I th ink  aside front tha t  there is no o the r  s u m m a r y  tha t  I care to 
make .  I shall be glqd to answer  a n y  ques t ions  I can." 

Mr.  BOitEN. T h e  line of quest ions  t h a t  1 w a n t e d  to follow up m a y  
be summar i zed  in this: Wimt  condi t ions  exis t  t h a t  leads the Com-  
mission to the opinion tha t  fu r the r  r e g u l a t o r y  powers  are necessary 
in respect  to the municipal  field? 

Commiss ione r  MA'rH~:WS. In  tha t  connec t ion  I h a v e  to m a k e  this 
s t a t emen t ,  "that up to dw presen t  t ime,  exclusive munic ipa l  dealers 
have  not  been sub jec t  to the r c q u i r c m r n t s  of rc,..,istcring with the Com-  
mission as brokers  aml dealers and not  all required under  this act.  
Consequent ly ,  our  t irst- lmml and a u t h o r i t a t i v e  i | f format ion is very 
meager .  We have  been advised of ins tances  which I cannot ,  aml I do 
not  think it  would be proper,  to cite to the c o m m i t t e e  of abuses in the 
nmnicipal  dealer  field. 
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As I say, I do not think i twould  be proper and probably not be 
helpful for the most part. But we know that tile opportunity for bad 
practices are just ubout as prevalent as in tile corporate ticld if you 
exclude from that field that fringe of high-pressure stock promoters. 
The opportuni ty is there for indiviudals of that  type to operate in the 
two fields. 

Now, as I suggested tiffs morning, in order to answer your questions 
complete, and about the only way you couhl answer it at all would be 
to make an investigation of just what conditions are in the municipal 
dealer field. 

Mr.  BOREN. Could the Commission do that  under the present act? 
Commissioner M,~THEWS. I believe it could. 
Mr.  BORES. I want to say in respect to the Commissioner's general 

s ta tement  of the principles involved in this bill t lmt I think that  the 
drafters of the bill in its present form have seen the proper recognition of 
actual economic conditions with which the country is faced, and 
recognize corporate existence as a corporate system rather than what 
is generally referred to as a capitalistic. 

But  when they refer to particular units, the dealer in the feld men- 
tioned here, dra(ving the re~flation of the uncontrolled group does not  
warrant  the distinction in the re~mdation that  they have set out. 

, Conunissioner ~'[ATHEWS. The oldy ~'ay to get a~ th~ tangible 
si tuation at all, whatever the conditions in the industry ~ould show, 
woldd have to be the result of a thorough investigation of the whole 
problem. 

Mr.  BOREN. Well, certainly I would be in favor of ma'ldng an in- 
vestigation, in order to secure the facts, and if it is shown to be neces- 
sary, t hee  extend the regulations, but I tkink there is a ~ e a t  deal to 
the argument  that  we should not extend rides and re~flz~tions if it 
can be shown the collditions do not warrant  their being extended. 

I would like to ask yo.ur thought covering the point I was trying to 
get, and this discussion, that refers to the questiolt of fictitious quota- 
tions. If that  clause is put in, with the rest of the language I referred 
to a while ago being stricken out, would that  meet the objectiou of the 
dealers to re~dation? 

CommissionerM.~TUEWS. "Well, if I understand correctly the 
position of the municipal dealers, their opposition is directed princi- 
pally to control of tictitious quotations: their oppositiolt is directed to 
the type  of control that is embodied in clause I, and if I mlderstand 
fur ther  their 1)osition correctly, their remedy for the condition that  
creates clause [ is substantially identical with hfr. Withhlgton's 
suggestion, which he gave this morning. But I do not mtdcrstand, 
as a result of these discussions, there is any particular dispute about 
the fictitious quotations chmse. 

Mr. BOREN. What I was trying to arrive at is this: Suppose that  
the committee should decide to delete the regulations which are 
claiming our a t t e n t i o n - -  

Commissioner MXTHEWS. Yes. 
Mr. BoR~:.n. Relating to municipal dealers. 
Commissioner MXTli~ws. Yes. 
Mr~ BoR~,,¢. Aml yet felt that iucludin~ fictitious quotations were 

necessary in those powet.'s. Would the suggestion that. I have latter 
offered With respect to lictitious quotations do alma" 

Commissioner .Xl.xTlir:ws. That  would, I thitik, furuish the me- 
chanics of it. 
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Mr. Boazr¢. Then I could ask for any definite opinion yot~ mi,_,llt 
have on the question of fictitious quotations; what is tl,e problem 
that we are trying to reach? 
• Commissioner .XfATrtr.ws. I think Mr. Davis probably is in better 

position to deal with that general problem than I am. 
Mr. Davis, do you want to answer that? 
Mr. BorEx.  Suppose we just waive that question for the moment. 
Commissioner MATHEWS. Yes. 
Mr. BeREft. And I'will come back to it later. 
Commissioner M.~a'rlEWS. Mr. Davis has been working on that 

particular problem on the committee of the Commission, and I tlfink 
better  qualified to answer it than I am. 
Mr. BorEr:. Then I will ask you another question and come back 

to that later. 
Commissioner ,¥[ATrlEWS. Very well. 
Mr. BoaEN. On page 15 of the bill, with reference to the use of the 

term "willfully" will you give me an analysis of that  page in which the  
term "willfully" is used twice in paragraph (2) (B), and also in 
paragraph (3) ? 

Commissioner ~[ATHEW'S. M a y  I see the bill? 
Mr. BOREN. Yes; just why should that be used? 
Commissioner MATrtEWS. What  pc~ge is that  on? 
Mr. Bones .  This is on page 15. I can see why it was put in the 

first paragraph; I can readily see the need for it, ~ut it is used aga in  
in a'similar and comparative situation in a place that  does not seem 
to require it. 

Commissioner MATHEWS. Let  me take up first the use of the word 
"willfully" which appears in paragraph 3 on page 15. 

Mr. B'orzx. Yes. 
Commissioner M.tTHEWS. Now, my  recollection is - -and I will have 

to check with Mr. Katz- -as  the bill 'was originally drafted the word 
"willfully" was not in that paragraph. 
• Mr. KATZ. Not  in that place. 

Commissioner M.~rHzws. And that  was pu t  in after being urged 
by  the representatives of the Investment  Bankers field, that dm 
administrative prob em woul~l not be so hard to determine in such 
c a s e s .  

Now, as to the other provision in (B), I think the history is for the 
same reason that after we ori~nally prepared the draf~ of th s we 
thought, :~.lthough it had not been in (3). after we discussed it. we 
agreed that we should recommend the bill with the word "willhdly" 
to be in " B '  and also in p:m,.graph (3). 

Now, as to (B) my understanding of the situation is this, that there 
are so many ruiner'violations possible umler the Securities Act, that  
we rather acccded to the fears that  were cxpressed, that to leave out 
the standard of "willfu!ly" it might be possible to abuse the power of 
the Commission. 

Now, we refused to go along with the other suggestion, the parallel 
there, of the right to dist'ipline nmmbers of the Stock Exchanue for 
violation of the Exchanges Act, wlmre the Standard of "'will/'u~v" is 
not violated, and we have lind tilree years and a lmlf cxpcriencc"with 
the administrt~tion of tim ~<ecuritics f,.:xeimnge Act. 1 think that too 
established willfullness in eases that  are called to our attention for" 
discipline,, particularly if we had to use that standard of the word 
"willfully ' would make it almost impossible in a great many cases. 
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Furthermore,  we feel this way, that  in the 3,~ ye~irs experience in 
the administration of the Exchanges Act, we have pretty well demon- 
strated that  tile Commission was not arbitrary in exercising its dis- 
¢iplinary powers; that  we were disciplining essential cases, where 
everybody wouhl agree that  there was a call for it. 

Mr. Bortv N. I want to say in that  connection, if I may interrupt 
your s t a t e m e n t ~  , 

Commissioner MA'rHr~ws. Certainly. 
Mr. Boaz.n. That  the questions that  I have asked might indicate 

to the casual observer that the trend or course that [ was following 
indicated I was unwilling to trust the Commission with otller powers, 
but  I want  to make it clear that  as a general proposition in delegating 
powers to any Commission, I do not care how perfect the Commission 
may be, I think it is always questionable to increase that  delegation 
of power unless it is positively shown there is a necessity. These 
questions were not  in any way meant  as an inference ot~ criticism 
against the Commission. 

Commissioner ~IATHEWS. I think you would agree, that if cases 
arose where it was necessary for us to meet that  condition, and we did 
have  the s tandard compietely laid down in the legislation, it would 
make the administrative job---looking at it purely from a selfish stand- 
po in t - -much  easier, and the responsibility of enforcing the legislation 
much less. 

Now, with referen(~e to your question of conditions covered on page 
15, frankly the appearance of "willfully" twice in that text represents 
a concession which the Commission felt originally should not be made~ 
and which was made reluctantly. 

As to the third one, our feeling v e ~  definitely is that  the word "will- 
tully" is required there, and it makes the Commission's control, that  
is necessary, to implement that, practically impossible without it. [ 
am not  certain if "willfully" is inserted after that  place, but that  t he  
Commission would instru(~t me to come back and ask you to kill the 
hill, tha t  we would be entrusted with an impossible administrative 
task. 

Mr.  BORF..,¢. And where your action was objected to in the courts, 
it  is your  opinion that in tim majority of cases they wouhi rest upon 
the question of " intent"  rather than the question of violation. 

Commissioner ~[ATHEWS. Yes; I think without any doubt;  for 
instance, I do not suppose anybody could say how mauy violations of 
the rules of the stock exchange or minor violations of the Exchange 
Act would be by membel,s of the exchange. Actual disciplinary 
powers have been brought into play in three or four cases~four  cases 
I think, not  more, which have required formal order. 

Now, if we have to establish "willfully" to make the act possible of 
legal construction, then I think that th'is bill, if enacted, would turn 
over to the industry substantially in effect all of the power of control 
that  it embodies; 1 do not think the Commission has the reati reserve 
power to diseil)line members of an association. 

Mr. BOREX. Now, summarizing all tiffs discussion on the municipal 
question: Am l right iu assuming that at the present time tim Com- 
mission is not in 1)~sition to point to the speeilic needs for extending 
the powel~ granted in tl,is bill? 

Commissioner .XIATIII-:WS. Certainly not in a comprehensive way. 
I think that  the liles of our complaint section would produce some 

. . . .  • J _  

. . . . . . . . . . . . . . . . . . . . . . . .  ~ 7?:: ......... - ~ "  



72 R E G U L A T I O N  OF O V E R - T H E - C O U N T E R  M A R K E T S  

evidence on tile subject, but they are incomplete and might be a s  

particularly misleadin~ in one direction as they would be in the other. 
Mr. Boltr:N. Well, it is true. that  by and hu'ge they are subject to 

much greater legal control ill the States than tile corporate bonds are. 
Commissioner MATHmVS. NO; I t h ink  tlmt is not  true. 
Mr. BOREN. I t  is not? 
Commissioner ~'~ATHEWS. It  iS pre t ty  comprehensive on the ques- 

tion of municipal securities that I think it is quite general that those 
dealing in municipal securities are completely exempt from State 
blue-sky laws. 

Mr. BOREN. Would you recommend, if the committee should de- 
cide to delete the provision that  adds the additional power, the in. 
elusion in the present law of the words "fictitious quotations" in 
addition to the familiar fl'audulent, deceptive clause? 

Commissioner ~'[.4.THEWS. I think "fictitious quotations" section is 
entirely separable from clause I. and s!~ouhl be writ ten in in any event. 
either in that form or embodied in sc,;~e other ~ ay. 

Mr. BOltEN. I want to say, Mr. Chairman,  and Commissioner 
Mathews,°with reference to the s tatement  made concerning the use 
of committee reports as a foundation to interpret  the law, I certainly 
think that  policy should be carried through all bureaus and com- 
missions. 

Commissioner M.~THEWS. I think it is very important ;  we have felt 
that  it was important as determining what  the legislative intent was 
in trying to carry out that intent. 

Mr. BOREN. And I know this committee appreciates that method 
Of finding legislative intent. 

Comnfissioner MATHEWS. Yes. 
Mr. BOREN. That  is all I have, Mr. Chairman, unless Commissioner 

Mathews wishes to add something further.  
Comnfissioner M.'.THEWS. Do you want  to ask Mr. Davis that 

question you had in mind? 
Mr. EITHER. Suppose you cover that,  *[r. Davis. 
Mr. DAvis. That  is, with reference to fictitious quotations? 
Mr. BORt:N. Yes. 
Mr. DAWS. In the first aspect, which deals with the general subject 

of price manipulation, and the second, with car13.'ing oat contractual 
obligations. 

So far as tile first question is concerned, as I am sure the eonunitteo 
is well awa.rc, as contrasted with the Exchange ntarket, there is no 
record of tile l)riee at which securities are .-:ohl; transactions take 
place largely by use of the telephone, or as the result of correspondence, 
and there is no use ma.:le of the ticker t:qm, which records all the trans- 
actions made on tile Exchange, and the price I~t which the sales are 
made, and the time that the sa.les arc made. 

Therefore, in the over-the-counter market,  the only imlieation of 
the price Which is readih- av,,,ihtble to the investin.,.., public is the one 
made availal,h~ I>y the d4,alers ~,hemsclves. And tile quotatious, the 
bid and offer quotations, which are made by lirms in the security 
busin:'ss for the various issues of securities, for instance, in high- 
pressure methods that nlaV he used,  ~trt, I:trgely thost: t.hat .u'e paiuted 
In  Sllt:h a w i ly  a s  to  create ~n tile mind of tht; investor a false inlpressioa 
as to tile price at, which tile securitie:; curreutly are being traded in. 
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I t  is readily apparent that  in the over-the-counter markets, insofar 
as price manipuhltions are concerned, are accomplished by sales over 
the telephone, giving quotations, sometimes the actual price at, 
which transactions have been effected, as was shown to be done in the 
hearings before this committee in 1934, in tile case of the exchanges. 

Now, therefore, it is deemed desirable on the part of the Comnfis- 
sion to have power to prevent, by rules and regulations, fictitious 
quotations, which lend themselves so readily to price manipulation. 

Now, as to tile contractual elements: Of course, I suppose it is 
generally recognized that the vast majority of transactions in the 
over-the-counter market are consummated as reported to the Govern- 
ment,  by word of mouth: in other words, contracts representing 
perhaps enormous sums of money are executed every day, which 
contracts, while executory, are perhaps not enforceable due to the 
s ta tute  of frauds, but which are carried more because of the moral 
persuasion, and sometimes after a contract has been entered into, i t  
may be rescinded. Upon that  reason, it is very important, in the 
opinion of the committee, that  the Commission should have authori ty  
to get tha t  information. 

In other words, there is a quotation for some security, or a bid, leg 
us say, and when it is accepted, and terms, are to be one which the 
broker may  not want, it is not forthcoming in that  situation when 
fictitious quotation ires been used. I think most generally it happens 
when someone may not want to take the bid. 

Tha t  type of t:hing undernfines the confidence upon which this 
business so largely depemis. 

Mr. BOREN. IS that  problem generall); as applicable in the municipal 
field as in the corporate? 

Mr. DAvis. I t  would seem to be so, Mr. Congressman. In fact, 
I am sure the att i tude of this Commission is that  you really could 
not  show anv difference between tile marketing of municipal securities 
and marketing corporate securities, ahhough, as Commissioner 
Mathews said, the records of the Commission are not as complete 
concerning the municipal as in the corporate field. 

Mr. BORV.N. I think. Mr. Chairman, that  answers the question. 
Now, I want  to ask whether there is anyone here in the industry who 
cares to make any particular observation concerning the inclusion of 
fictitious quotations in the present regulatory law? 

Mr. WooD. Mr. Chairman. 
Mr. EICHER. Yes. =Mr. Wood. 
Mr.  WOOD. Mr. Chairman. I confess I am somewhat at sea to:see 

what  the Commission is trying to get at in "fictitious quotations," 
because if you were to go into the oflice of anv municipal bond dealer 
and ask him what was the market for some Tulsa's Fours, nmturing 
in 1944, he has no place to whicil he can turn to see what the quota- 
tions on those bonds are, because of the fact tliat those bonds might 
not  have been traded in on tile market for the l.lst 5 ve.,lm. 

What  lie (Ioe~ is to check the market for similar" st;curities that are 
floating arouml in the market aml lie tries to make Ul) his mind on 
what  the market wet|hi pay for similar bonds with similar l)aymeuts 
or similar series. ' rhat  is a matter of opinion just as if you were to 
come up and ask Ine what [ would give you for a farm t).r your honm. 
I might  say $1.500, and another man might say it was worth $2,000. 
I have my own opinion :is to what 1 think.it would be worth, and the 
other man might think it is worth more. 
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Now, if he shops around with the bond market,  he might find one 
who might be willing to pay two, three, or four points more than the 
first offer he received. 

~ks I pointed out before, I have  seen bids and oilers of sale ~i th  a 
margin of spread of nine points betweeu the high and low bids. Now, 
the reason for that spread is that  there is no one in the market for 
that  particular security, aml the dealer simply shops around in the 
market  until he can find a purchaser for that  particular bond or 
investment. 

Mr. BOI~E.X. Suppose •you take a quotation from a bule list at 2.90 
and it turns out that it is 101.02, or whatever you might have, for -- 
~ertain bond. Now, if those bonds are presented to you, you are 
going to be tempted to welch out of the terms, and to [)ack down on 
that  contract, are you not? 

Mr. WOOD. The quotations for the blue list are only approx~nate 
quotations.  If the dealer, we will say, gets a quotation on the blue 
list of 2.90 or 25, let us say, Cleveland, Ohio, bonds, that does not  
mean that  he will be able to buy  those bonds at 2.90 because there is 
a constant change in the bid and offer price. The followin~ day there 
may  be a differential between that bid anti offer price. It m~'ht be 
on that  day  there i snobody  in the market  for bonds, Or it may h~appen 
that  the broker has another customer for bonds that day, bu~ his 
banking connections may not be such as to enable him to make the 
purchase, w i th  the result that  the bid and offer for those Cleveland 
bonds may  vary as much as two or three points in that day. 

Municipal bonds are sold as a commodity,  or as merchandise. 
There is not any daily quotation on them because they are not daily 
traded in, so there is no l~ossible way  to tell what  those~ Tulsa's bonds 
are worth that  day, and if the holder were in position that he had to 
dispose of those bonds on that day, he might be in a critical position 
if  they were sold at what somebody was willing to pay for them. 

By the same token, the same method is used by dealez~ for handling 
other bond issues; they are not all one price; you cannot get the same 
quotation, and as I say, I have seen quotations vary. as much as 
eight or nine points. 

Mr. Bor~zN. By and large your  objection will be removed if you  
were to insert the words "tietitious quotat ions" in the present law as 
i t  is made applicable to municipal dealers in the proposed legislation? 

Mr. WOOD. If the bill was made to read so as to refer to deceptive 
and  manipul.ltive transactions, fictitious quotations, and otlier fraud- 
ulent devices--all  those frauds, coupled with the whole thing, there 
would be no possible objections. 

We have the same objection that  was indicated before of adding 
one on top of the other. Now, if the fictitious quotation is a fradulent 
quotation of ~ certain security, well and good, there couhl not be any  
objection to tlmt. " 

But, I want  to say, as a general proposition, that if a bond dealer 

~ ets a bid for an issue of bonds, and he does not make ~ood on tha t  
id, he goes out of business awfully fast. There is m41;ing that will 

kill a dealer in the trading market  quicker than the welching on a hid. 
If  a dealer slips up, and sometimes he does, he goes through with the 
tnmsaetion or he does not s tay in business. That  is one of the 
unwritten la~{'s, that  the man nmst go through with his bid. 

Mr. Ezcnr:n. Thank you.  

. , . ~  - . - , .  - ° - r , ~ - . - . . ~  ~ -  / 
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Mr. Starkweather,  did you wfsh to make an observation? : 
_~ Mr.  STAnKWEATHEa. Yes. 

Mr. Chairman, we have not taken any position on that  subject 
.during the hearblgs, although a number of times during the discussion 
"with tho Commission, during the past 3 months, we have suggested 
tha t  the words "fictitious quotations" be included with section I, in 
the general sc.ction against fraud, but we have not discussed it in the 
hearings, I think, for the reason that  it i.s very difficult for any of us 
to conceive how the Commission can make a regulation on tha t  
subject. : " - . . . .  

A quotation is a peculiar thing in the security business. Not know- 
]ng much about any other business, I do not know whether it is in 
other  lines or not, but so many times it depends upon the volume. For 
instance, you take in the active utility bonds, of a small utility, or a 
small company,  you may find that  there is a fine bid for 5 bonds, but  
no bid at  all for 50bonds.: You may find a man is willing to make a 
bid at  par for 10 bonds, but'if you offer him 25 bonds, he will back off, 
and he will not even bid as much as 95 for them. 

:: I do not  know how you are going to make a regulation affecting that.  
Mr. BOREN. YOU heard the statement of one of the gentlemen here, 

who said that  municipal securities are traded like commodities, and 
certainly i f  a me:'chant were advertising a commodity at ~ stated price 
you would expect to be able to buy at that  advertised price. 

Mr. STARKWEATI-IER. Well, you can buy in small amounts and you 
can sell in small amounts a~ the present time, but the quotations vary 
tremendously on the volume as well as on account of the business con- 
ditions. A dealer today may be pel:~ectly willing to take on 25 bonds, 
because he is quite sure he has a customer who is willing to buy those 
bonds. 

However, suppose you offer him 50,000or 100,000.bonds, and he is 
quite sure tlmt the market will not take that  many, therefore the 
market  bid may go "down; or there may be no market at  all. I t  
depends on the volume. 

And also, there may be a difference in the same securities at  the same 
time. I have, within the past month or so, asked quotations on in- 
active bonds, and I have received from reliable dealers quotations of 
87.90; received another of 85.88, and so on. I think both of those are 
perfectly honest in their view, but they know ttmt the market has to 
be worked: Thev nmy take bonds and have a great deal of difficulty 
in selling them, ~'hile some other fellow may have a very active in- 
quiry for that  particular, and hc may sell the bond within a short time 
at  90. Another man, however, may make "t better quotation; he may 
make a quotation of S7, or he m~Ly get an offer of $7 and say he is 
willing to pay-only 85, and yet  may get only 85.88 or even less for the 
bond. 

I t  is a very complicated problem, and I do not see how any Commis- 
sion is going to make rl, les aml regulations which will be able to cover 
tha t  question; and l do not see, since my attention has been directed 
to it, how if they were to h,tve that  in it will affect the transactions. 
However, we are not objecting to that;  merely stating that  position 
for the record. 

I thank you, Mr. Chairman. 
Mr. EZCHEm Tlmltk you. 
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How would you frame a regulation so as to prevent manipulation 
~ithout making a crime out of an illustration such as Mr. Kendall 
gave? 
• Mr. DAvis. Well, Mr. Chairman, we have had a great many trans- 
actions pointed out. For instance, take the illustration of the dealer 
who wished to accumulate bonds for the purpose of selling them at a 
higher price. 

Now, in the securities industry~if tile sale which that dealer is at 
the current market price, and he buys bonds at a lower price, to be 
sold at a later (late, and he drops out  and waits for the market,  for that 
particular bond to rise, of course tha t  dealer cannot  b e - - - -  

Mr. Elc~Za (interposing). But  suppose the market  goes do~a. 
Apparent ly  you may have a perfectly innocent manipulation, and the 
market  may go down several points. 

Mr. DAws. My attention is called to the fact that  the immediate 
answer to your question is found in section 32, the penalty provision 
of the Exchange Act, limiting criminal penalties to willful violation, 
so that  any innocent violation, without involving criminal intent, does 
not  fall withies-the; punitive provisions of the act. But  the point [ had 
in m i n d - -  

Mr. EicHza (interposing). Is there anytlfing else you wish {o 
emphasize in that  connection? 

Mr. DAws. The provisions in section 32 (a) for penalties, is for 
willful violation, and I was going to add, Mr. Chairman, that he 
would not  be guilty of such nmnipulation where he makes an invest- 
men( of bonds, for instance, at the current price; there could be no 
intent, in buying those securities~ at the cheapest possible price, and 
holding them. 

Mr. EICHER. Thank you. 
Mr. KENDALL. Perhaps the answer is that  you have to do business 

on orde~. 
• Mr. WOOD. May I just add a word? 

Mr. EXCHEa. Yes, Mr. Wood. 
Mr. WOOD. But the civil liability would still exist; the fact that  he 

might be able to escape front criminal prosecution would not eliminate 
civil liability, and that might be a very serious matter .  

Mr. EXCHER. By civil liability, you mean in what  respect? 
Mr. WOOD. Civil liability in respect to bonds bought from him 

because he had been guilty of manipulation in violation of regulations 
of the Exchange Commission. 

Mr. EXCHEn. For damages? 
Mr. WOOD. For damages; yes. 
Mr. EICHER. Thank vou. 
Mr. Withington, did \ 'ou wish to say something? 
Mr. WITmXC, TO,~'. Tl'm real answer which Mr. Davis and Mr. Katz 

have given with respect to the rules and regulations, concerning the 
questions which have been put to them, is no~ the answer tha~ you 
are going to get when you try a case in court before a judge or a j~lry. 
You have a question ~')f fact as to whether the prices are tictitious or 
whether they represent manipuhltion. Just  assume, for instance, 
that  you are (le~llitlg with the question of fictitious price. Now. every 
one of you c:m look in the pai)er and see what the prices of the New 
York Stock Exchange have been the clay before, taken from actual 
transactions. And then we look over on another side, and we lind 
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a great  mass of quotations on unlisted securities, published by a 
newspaper  every morning and every, evening. 

The newspaper people get those quotations by callin_,2' up various 
brokers and dealers in tim city and asking what  the bid and asked 
price is on those particular securities. As Mr. Starkweatlmr pointed 
out, that  may be on 10 bonds, or it may be on 2, or it may be on 3 
bonds;  very seldom is it on a large lot of bonds. 

Now,  suppose somebody else wants to buy 100,000 of Detroit  bonds, 
and you see in the paper a quotation, we will say, at 98. Then, 3 
years  from that time Detroit, in the midst of a depression in the 
automobile business, or for some other reason, has difficulty in meeting 
the payment  on the Detroit  bonds, and suppose they drop to around 
40 or 5"0--I believe that was the actual fact a few years ago. Now, the 
seriousness of the situation i s t h a t  the fellow who bought those bonds 
a t  tha t  time may be able to say, "I  want my  money back." And 
he may  bring a suit to get back his 98 that  he paid for the bonds, and 
the ease is tried before a judge, and jury, to determine whether the 
price that  was quoted in the paper was fictitious. 

I do not  know whether under the fictitious provision in the act, or 
under  the manipulative section if he is liable for damages. First of 
all, t h a t  quotation may have been only on a few bonds, and you 
could have sold, perhaps, a few bonds at that  price, say a hundred 
bonds, but  $i00,000, a lal~er vohune, might result in depressing the 
price considerabl3. But  if you have a rescission--the situation is so 
serious to the business, it would drive th.e fellow out  of the business i f  
he got  caught in one such transaction. Of course, i fwe  Were to come 
down before the Commission, we would know that the answer would 
be, bu t  the Commission nmkes the rules and the court decides what  
t h e y  mean. That  is the difficulty. 

Mr.  Woon.  Mr. Chairman, may I just  add one further word? 
Mr.  EICHER. Yes; Mr. Wood. 
Mr.  WOOD. I just wanted to point out, Mr. Chairman, if you read 

the papers every day, you will see the quotation on United States 
Government  bonds. Now, those quotations represent quotations on 
the average of volume of bonds, but you come in with $5,000,000 in 

.United States Government bonds, and see if you can get that p~'ice for 
you r  bonds. You may get it for $25,000, but  try and get it for 
$5,000,000. 

Mr.  EICHEa. Thank you. Mr. Boren, you wanted to ask Mr. 
Ka tz  some questions. 

Mr.  Bom.:N. Yes. 
Mr.  EICHEa. You may proceed. 
Mr.  BOI~EN..~h'. Katz, flint I want an answer to my question rela- 

tive to the possibility of making the court of lix~st resort, the district 
court ;  what  is your view on this? 

Mr.  KATZ...~Ir. Boren, I do not have any opinion on that as a 
general matter,  but it does seem to me that if we were to a t tempt  to 
do that  in the bill which is now before the committee, without a 
reconsideration of its applicability to the provisions of the Exclmnge 
Act of the Securities Act of 1933 and the l[ohling Company Act of 
1934, and for tlmt nmtter, to every other st,ltute on the books which 
has a comparable provision, I think, wouhl be a mistake: I think it 
certainly wouhl confuse the admh,istration of the law. I think the 
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problem should be considered as a whole and the correction, if any, 
not  taken by piecemeal. 

Mr. BOREN. DO 5"OI1 think it wouhl be a practical thing to amend 
the Securities Act with this amendment,  by adopting some provision 
' that in reviews of any of the provisions of this act, or ia reviewing any 
of the Commission's "decisions, the court of resort would be the district 
court; that  is, "ivotdd such an amendment reach the situation? 

Mr. KATZ. if  s u c h a  provision were so framed, I suppose it would; 
w h a t  I had in mind was that  t he  language in this act would not 
h a v e  that  effect. What  I meant  when I made the suggestion before 
.was that  )ve should consider tile conseqncnces of such a change made 
merely hi the bill that  is now before the connnittee in considering the 
~hdministration of all the law, what  effect such a change would have 
on the administration of the law as found in other  acts. 

Mr. Bonr:N. The Commission has administration of what other 
laws, aside from tlle Securities Act? 
: Mr. KAT, Z. The Securities Act of 1933 is one law, the Securities 
Act of 1934. is another law, and the Public Utility Holding Act of 1935 
.is another law, and a provision for that  kind of review applies to all 
of those three laws. 

lk'Ir. BOREN'. NOW, suppose we should report tlfis l~i]l out  with the 
provision that  so far as the provisions of the Securities Act of 1933 and 
1934 is concerned, it is amended to read that  in all cases where the 
term "Circuit  Court  of Appeals of the United States" is found, tile 
words "Dista'iet Court"  should be subst i tuted therefor. That  would 
mean that  about half of the proceedings would, temporarily, at  least, 
go to the District Court, and about  half to the Circuit Courts of 
Appeals,  as far as the problems could be separated. 
• Mr.  KATz. I do not know. I should like to s a y - - I  think there 
would be only one way to answer that, and tha t  would be to consider 
the 'amendment in connection with the complaints, and how the 
amendment  would work out  in each situation with resPect to every 
section of each law. 

Mr. BOREN. It  would not be germane to the Holding bill, but I 
thin, it would be germane to the 1933 and the 1934 Securities Act; 
the 1934 is an amendment of the 1933, is it not? 

Mr. KATZ. Quite different subject  nmtters. 
Mr. BonEs.  I beg your pardon. 
Mr. KATZ. The 1933 act covers registration, and tim 1934 act regu- 

lation of securities exchanges. 
Mr. BOnEN. I see. I under,stand the difference now. I t  would not 

be germane to change the court of resort, if put  in this bill, it would 
not be gernmne to the 1934 act? 

Mr. I(ATZ. Yes. 
Mr. BOaEN. But the 1933 and the Holding Company Act is outside 

that  problem? 
Mr. KATZ. That  is correct, al though they are different acts. 
Mr. Boltsn.  Then of course the provision wouhl be simplified, by 

saving that wherever the term "Circuit  Court  of Appeals" appcal~ 
wi'thin the 1934 act, it be stricken, an(| there be substituted ther/~for 
the words "District Court." 

Mr. I~ATZ. Just  as au i l lustrat ion--I  do not want  to suggest that 
tile provision might not l)e lwrfe.ctly sound, but  just as an ilh,stration 
of the kind of dilliculties that might occur should such a change be 
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'.made in the act, I would like to cite the experience which led to the 
provision for the three-iudge court for reviews of orders of tile Inter- 
state Conllnerce Commmsion. 

Origimtlly,. you will remember, orders of the Interstate Commerce 
Commission couhl be reviewed ia the district court of the United 
States in the ordinalSr way. That  led to a gre.tt deal of  complaints, 
throughout  tim country, tlmt first the district judge who was not  
• particularly expert on the problem of l'ailroading should not be em- 
powered with the authority to upset the action of 11 Conunissioners, 
especially after  that Commissiou had deliberated on the problem, 
members  of the Commission who were expert in a highly technical 
railroad problem, and the outcome of that  was the law was amended 
to prov ide- -and  I say I am simply offering this as a suggestion--that  
revmws could be had to district courts of the United States in the dis- 
trict in question, but  that  in any such case, three judges should sit, 
or pe rhaps the  panel would be composed of the members of the circuit 
court,  and there might be one member of the district court and two 
members  of the circuit court, but the experience under the Interstate 
Commerce Act of permitting reviews to be made by the district court, 

.led to t h e  change in the act because of that  fact, and it was found - 
desirable to include an amendment for a three-iudge court, perhapa 
including a member of the circuit court, in reviewing orders of the 
Commission. 

Now, whether that would be applicable here I do not know; I lust 
merely suggest the importance of examining into that' with reference 
to this particular problem. 

Mr.  BOaEN. You understand, of course, the point I am getting at. 
:X,Ir. K.~,TZ. I understand your point, yes; and in malting this sugges- 

tion I do not  mean to'indicate that I t h i n k y o u r  proposition is not 
sound. I merely make this suggestion to show the Importance of 
thoroughly considering it. 

Mr.  BOrtEN. The application of the present philosophy, if you 
leave out  the question of the expense, and perhaps many other ele- 
ments,  is to take away from the Federal district courts much of their 
fomer jurisdiction in the trial of matters of this kind. 

On the other hand, I recognize it has been the general practice of 
the Government  to immediately sue for a hearing in the higher court, 
and there may  be instances where that  is preferable, but  I am ~-ery 
lnuch interested in the point. 

And in these three acts you have to administer, I felt that  perhaps 
a recommendation to amend the a c t - - -  

Mr.  KxTz (interl)osing). Just  let me ~vo  you another illustration, 
Mr.  Boren. The Commission has been inquiring into the violation of 
laws involving pet.sons operating on tim Los Angeles Stock Exchange. 
Now it de,,'elops, it involves also people who are located in Los Angeles, 
and a great ninny who are located in New York, and the people who 
lost money are loc~lted in various parts of the United States. 

So we had to t~llce t,,stimony in New York, in Washington, and i n  
Los Angeles. Now, where .YOU have such ~L situation, tim prohlem of 
meeting the condition you referred to, would I)o ~111 the nmro confusing 
to everybody  involx'ct[, if the cases were to be brought by tim people 
who had lost in the district in which they resided. 

Mr.  BoR~:.x, Yes. But  there are otlmr elements involved, and it 
seems to be the general view that if they ct~n go into the district 
court  as the court of limt resort, they are bet ter  oil'. 
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Now, if tile Congress is going to go on and on with this sort o f  
legislation, it will not be very long until there will be no place for the 
district court. 

Now, I did want to ask some of the witnesses later just one or two 
more questions concerning their general 1:eaction to that sort of plan. 
• Mr. KATZ. YOU undel~tand, Mr. Boren, I am not suggesting that  
the thought is not perfectly sound; I do not  "know. 

Mr. Boa~.N. I was asking you because I wanted yo know what you  
thought of such an amendment. 

~Ir. KATZ. Yes. 
Mr. Boav.N. Because frankly, I would pu t  in such a provision as I 

have outlined here------ 
Mr. KATZ. Yes. 
Mr. BOaEN. I mean, of course, if the other  two gentlemen would 

'agree. I mean, I wouhl offer tlmt as a suggested amendment. 
Here is the second point I wanted to ask about: Do you find in 

general there is fear expressed on the part  of individual ~lealers as a 
result of this law recognizing the corporate entity as being a more or 
less privileged entity? 

You set up an association to w.hich you gr~nt certain powers, which 
you do not grant to individuals, ~nd it is intimated tha~ th:ro is a 
possibility that certain economic advantages might arise as between 
the individuals and the corporate entity. Has there been any par. 
ticular protest received from the indivkiuals? 

Mr. KATZ. ~'~S Commissioner .Mathews said, we have had a few 
isolated cases, and in all those cases which have come to my attention, 
when the purpose of the law was exDlaine(l, and the safeuuards which 
were given to the individuals, the individuals have exp~ressed them- 
selves as satisfied; there were a few at f i r s t - -  

Mr. Boa~..~ (interposing). One of the purposes of this hill is based, 
in your. opinion, on a nmre or less fundamental recognition of the 
economm system of the corporate entity. 

I mean tlmt is one of the objects;  that  is, you set up a field in which 
the individuals t  is more or less left out, provided the Program works 
out. 

Mr. KATz..-ks I am advised, I have never heard of it, and I do not  
know of anyone in the Commission who has thought of it in jus t  
those terms. Our idea was that  we had a substantive problem, 
which is the problem of correcting certain abuses in the over-the- 
counter nmrkets. 

Mr. BOREN. Yes. 
Mr. KATZ. In. facing the problem of administering the hderests  

of the business under a 1 kim[s of conditions, the way it couid be set  
up to administer it on a Nation-wide scale, hy set ting up an associ,ltion 
Of businessmen within the business to administer its own m a t t e r s - ~  

Mr. BOREN. ][n your judgment  tl |at is the better phm? 
Mr. KATZ. Yes. 
Mr. BonEx. In other words, this Act is entirely a matter  of the 

Government c,,ltchiag up with the exi,sting problems r.lther than the 
Government setting up a sort of [)b~n:md i:co~mmy. 

Mr. ](ATZ. Oh, yes. As a nmtter of f~ct, the way I feel about tha t  
is this, the Govenmm~t is just  be,_'im~i~g to catch up with some of 
those problems in the cm~ctment of tho J~xch.~nges Act. which was 
originally adopted in 1934, section 15 of which was pas.~ed by the 
Congress later so as to provide regulation of over-the-counter mai'kcts. 
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Now, at  that  time the Congress said in effect that  there were 
certain objectives which we would like to achieve, which we had not 
as vet  achieve(! in regulation of the securities exchanges. 

lqow, when tile legislation was passed by Conuress originally 
section 15 of the 1934 act, I can say without nmeh hestitation, was 
as broad in scope, and ex'en broader in scope than section 2 of this 
bill. The limguage of that act said--would vou like for me to get 
it for you,  Mr. Boren? I think it would be of interest to quote it in 
this connection. 

Mr. EtcHER. Go ahead. 
Mr.  KATZ. In considering section 2 of this bill. 

• Mr.  BourN.  I am not attempting to go into the text of that, bu t  
I t h i n k ~  

Mr. KATZ (interposing). I think it would be interesting to have it. 
I t  is no trouble at all. I am very glad you raised the po-hlt., because 
if this bill sets uD anything like the provision in the language of 
section 15 of the 1934 aet~wel l ,  I will just read it: Here is the langu- 
age: 

I t  shah be unlawful, in contravention of such rules and regulations as the 
Commission may prescribe as necessary or appropriate in the public interest--  

and this will give you the se t -up--  
and to insure to investors protection comparable to tbat  provided by and under 
authority of this Title in the case of national securities exchanges. 

Apparent ly  the purpose of Congress in dealing with that was thht 
Congress was saying in effect that we want a comprehensive s tatute;  
it is necessary to have trade, and we also recognize and know the 
importance of the over-the-counter nmrkets, but  we would like to 
have the individual set-up with a control over the over-the-counter 
market ,  which should be comprehensive in its effect, recognizing the 
difference between the two markets, and its control over those who 
are subject  to the Stock Exchange operations, and Congress went on 
to say further the kind of rules and regulations which may govern, 
in thin language: 

Such rules and regulations may prescribe for the regulation of all transactions 
by brokers and dealers and on any such markets, for the registration, with the 
Commission, of dealers and/or brokers nmking or creating sucl~ a market, and {'or 
the registration of the securities for which they make or create a market, and 
may make special provisions with respect to securities or specified classes thereof 
listed, are entitled to unlisted trading privileges, upon any exchange. 

Now that  is an interesting view in the light of what we say is set 
out  as the objective of the Securities Act. to bring wiflfin the scope of 
the act by  the amendment of May 1936, and the amendmeuts which 
follow. 

The Commission feels that these executtve functions and alwavs has 
felt that  they are created to implement the means of carrying o~tt the 
original intention as provided in that language as expt'essing the 
intent  of Congres.~. 

Mr. I]OItEN. There are one or two other questions, Mr. Katz, which 
I would like to ask you. 

M r .  ]~-ATZ. ~ 'es .  
Mr. Bo]tE.u. First, whether the individuals will have their rights 

properly protected in the association? 
M r .  KATZ. Yes .  

. , . .  . - . 
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Mr. BortEN. Secondly, whether or not  the bill in its entirely will be 
greatly affected by striking out the portions that  have been objected 
to by the municipal dealers and as to what  extent a combination of the  
situation is justilied. 

Mr. Kxwz. ]n answering tho first point, I would like to read from 
ths first part  of the bill. 

First,  paragraph (5) on page 5 lays down the conditions which must. 
govern and rule tile association. I t  reads: 
the rules of the association assure a fair representation Of its members in the adop-. 
tion of any rule of the association or amendments thereto, the selection of its 
officers and directors, and in all other phases of the administration of its affairs. 

Mr. BOREN. That  makes reference to the condition, under which 
the applicant association may be registered. 

Mr. KATZ. Yes. 
Mr. BOREN. Under the proposed bill. But  I want  to find ou t  

what  t reatment  they ~-ill be accorded. 
Mr. K&TZ. That  would be in section 15 A ,  and that would be  

under paragraph (4) that the rules of the association shall p rov ide - -  
no, paragraph (3) which provides that  "any broker or dealer who 
makes use of the mails," and so forth, "may  become a member of such 
association," and provided " tha t  the rules of the association may 
restrict membership in such a s s o c i a t i o n ~  

Mr. BORE~. Where is that? 
Mr. KXTZ. That  is in paragraph (3) on page 3. :knd paragraph (5) 

says that  a fair representation of all of the members of the association 
shall be had in selecting the officers and directors and in the adminis- 
tration of its affairs. 

Mr. BORE,'q. How much leeway are they going to give hhn in the 
way of setting dues. Do you have that  taken care of? 

Mr. KATZ. That  is provided for in section (6), which states that the 
rules of the association shall provide for the equitable allocation of 
dues among its members at an amount  not  to exceed what will be 
necessary to defray the reasonable expenses of administration, and 
it  is proposed that the dues slmll be equitably allocated among the 
members. 

Furthermore,  there is set up a standard of fees for the membership 
in the association; furthermore, any action taken by the association 
in the way of discipline against any member  of tile association must  
be confirmed, and there must be an orderly hearing, as described in 
paragraph (9). For example, the memi)ers shall be notified of any 
charges, and given an opportunity to defend, and a record be kept of 
the proceedings. 

Mr. BoaE,w. I think in general that  satisfies me on those two points. 
Mr. K.~TZ. Yes. 
Mr. BOREn. It  is generally assumed that there will be many asso- 

ciations of this elmr.wtcr, aml there will be several members. 
Mr. KATZ. There may be several. 
Mr. JBOIIEN. It wouhl he possible for tim big dealers to form one 

association aml the small dealers to form another, l take it? 
Mr. KATZ. Yes. possibly, 1 shouhl think in certain areas where th~ 

business justilied the lit, tic concerns doing so. 
Mr. I~ORE.'¢. I tl,ink I a,u sat.islied on those questions, .X[r. Clmir- 

n l a n .  

Mr. EicHr~m Is there anything else in that  line you wouhl like to 
add? 
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Mr. K:xTz. I might just make a general observation with reference 
to the question asked about the organization of these associations. 

Mr. EICHEa. Yes; and the nwmbership of tile proposed associa- 
tions. 

Mr. KATZ. If we judge from past experience, and that is tile only 
basis on which you have to jud,..,e this, or I imagine anything e l s e ~  
our idea is that  there may be associations formed wh{'eh w oL'ld be 
regional associations, rc~onal groups, like New Engltmd, the south- 
eastern group, or the Pacific coast group. 

In the Senate committee hcarin~ reference was made to districts, 
comparable to the districts of the F(,deral; Reserve System. That was 
not intended to bind anyone, but was intended merely to indicate to 
t h e  Senate what  was in mind, and to show that in the organizations of 
the associations they would be of a national sort;  the association 
would be such as to cover a reasonably large area ; that  they would be 
reasonably economical in their operation; perhaps as large as the 
Federal Reserve districts. 

Mr. Boaz~ .  And would it be possible to develop some of these 
associations according to the type of business. 

Mr. KATZ. There might be associations of particular "kinds, handling 
particul.tr kinds of securities, such as oil royalty associations, and so 
on. Those ar.e all xx-itbin the contemplation of the statute.  

Mr. EXCHr~R. 3I_r. Katz, some of those appearing have joined in tt 
feeling of alarm, particularly with reuard to the question involved in 
transposing the word "frau(lulent" in the phrase "fraudulent, recep- 
tive, or manipulative acts or practices." 

Will you give us the posil:ion of the Securities Exchange Commission 
regarding the necessity for that  change? 

Nix. KATZ. The position of the Commission, as I understand it is 
this: Tha t  any manipulative act or practice, at least any manipulative 
act or practice which the Commission would be called upon to deal 
with, would include tha t - - tha t  is, any manip~dative act wouhl be 
fraudulent  in the sense that fra{ul is understood b)'- the practical man of 
affairs. However,  there is a distinction, possibly a distinction be- 
tween practices which are fraudulent and which are recognized ,:s s u c h  
only in the courts. 

Now, we believe, and it has been the consistent interpretation of 
the Commission of this act during its administration of the act for the 
past  2/., or 3 years, that any form of manipulation is fraud, and we 
oelieve-that  if yol( t ranspose that statement, you can show that any 
form of manipulation could be set up as fraud. 

Mr. EIcI~ER. Yes. 
Mr. KATZ. And it would be almost impossible to do so otherwise. 
Mr. EICH~.R. Mr. Kendall, did you have an observation you want  

to make? 
Mr. KEND,XI.L. 3Jr. Chairman, with respect to manipulations: 

Certainly tiffs legislation con,'crns itself with acts and not with the 
intent, anti I do not know how you are goinff to meet the dilemma. 

Mr. BOREN. What is the object, Mr. Kiitz, of transposing the 
terms? 

~:|r. KATZ. The only object is this--perhaps there are o t l w r s ~  
Mr. BOREN (interposing). l mean, what is the object of trans- 

posing the term "fraudulent"? 

• , t , l ~ -  c - 
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Mr. KATZ. That  is what I was coming to. The only object--well,  
there are possibly two objects, and perhaps there may be others, 
but  there are two points that couhl be m.lde, and perhaps one of these 
is of a tectufical nature, but  it was one of the arguments in the Com- 
mission that in that na~Tow technical sense you could lmve fraud, 
in the sense that it was technical sense, and yet  it would not come 
under the provisions of the former act. 

And the second difference is really one of administration, in that  it 
would probably avoid some regulations. You might find a man, 
possibly, who is legalistically inclined, teclmical, raises every objection 
when he comes into court, and this hmguage would, I think, .give a 
more practical answer when you come to consider the application of 
the rules of the Commission under 15 (c) as they now stand, and since 
the rules under 15 (c) have been in effect, they have been enforced ~ith 
reasonable success, with reasonable approval  on the part  of the 
members of all groups of dealers.  

Mr. BOREN. This does change the present wording of the law? 
Mr. KATz. I t  does; yes. 

• Mr. BORr.N. And you have some good background for the ch.~nge, 
have you? I mean ' a t  the p~'esent time do you have evidence of 
manipulative practices and deceptive acts tha t  are not fraudulent? 

Mr. K:,TZ. Yes. 
Mr. BOaE~. Is there any particular experience that you have had 

that  makes you feel you have to reach it in this way? 
Mr. EICHEm IS it a matter  of burden of proof? 
Mr. KATZ. No. No; I do not  think so. I mean "no" to your  

question, Mr. Eicher, and not  "no"  to Mr. Boren. So far as the 
question of the' Comnfission having :had that  experience, I think the 
answer would be "yes".  I understand that  inasmuch as a revision of 
the act has come up, the Comnfission thought  it was desirable to 
amend section 15 (c). I t  is possible that if that  section had not been 
reopened, along with the proposed amendment  to the whole act, the 
mat te r  would not have been presented, bu t  as long as the act was 
up for amendment, that suggestion was made to clarify it. 

Mr. BORE.','. I wouhl like to get the a t t i tude of the dealers in 
municipal securities ou that. 

Mr. EICHEr~. Mr. Kendall, you had something you wanted to say? 
Mr. KENDALL. I simply want to say, Mr. Chairman. that the ques- 

tion of what is the interpretation, not according to rite ideas of the 
Commissiou; there is not gre;tt danger there, because the Conunission 
would know what manipulation w-ts, but I think it wouht be uecesslu'y 
to clarify what is  mcatl~ by fraud .rod fraudulent manipuhltion, in 
order that the entire industl 3" might understand it. There is a 
dilemma there: you have the two horns. 

Mr. KATZ. ~:ell, I think the 1)ractical interpretation, as adopted by  
the xailes of the Commission, in a good many instances; that has been 
adopted ill its use in connection with the corporate ~roup, am[ what- 
ever changes have bern made I think could be incorporated in the 
detinition. 

Mr. BoltEd'. Commissioner .~Iathcws, do you feel that the lan'guago 
here as it m~w re:~ds is a real help? 

Commissiom, r .~l~ru~:ws. The Commission feels that. because of 
the situation that .kh'. Katz Ires l)oiat~'d out, as to the mlrrow construe- 
tion lint upon the word "fraudulcat"  by State  laws aml certain cottrts, 
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we feel that  tlLe majority of the  courts would interpret tlle section as 
we lmve interpreted it, and if there were a uniform interpretation, we 
would not  feel tile need of making tile change. But we may n m  into 
cases where the interpertation may be so mu'row, th'tt we will feel tlmt 
it is desirable to change it, and we have felt that  it was desirable to 
put  tha.t change in this act, an(l I think that is the interpetation 
which will be f~ollowed by most of the courts. 

Mr. EIC~ER. Are there any further questions you wish to ask? 
Mr. BesEt ' .  What particular dama,~e would be done to the bill if 

we s tnmk out  the language which I referred to on page 16, lines 12 
to 15? Tha t  takes out the general regulatory power of the Commis- 
sion over the municipal dealers, although possibly you would have as 
much as you have had in the present h~w. 

Mr. K.,,TZ. You mean, as I understand you, to insert the language 
as it is now written in that place? 

Mr. BOREN. I would strike that  languaee. 
.Mr. K.,,Tz. And re-write the present-la~v? 
Mr. BORE.~.  Y e s .  
Mr. KATZ. Strike out  the language in line 12, beginning with the 

words "in contrv.vention of such rules," through the figure (1) in 
hue 157 

Mr.  BOaEN. Y e s .  
Mr. KxTz. T h e n  you would not  have anything in the l a w - -  
Mr. BORE~. I mean to re-state the present law and include in the 

present law the words "fictitious quotations." 
Mr. Kxrz.  Well, that question, I take it, refers particularly to 

municipal dealers. 
Mr. BOREN'. Yes. 
Mr. Kxvz. I should ima~ne I would answer that question in this 

way,  bu t  I do not "know of any reason why, in respect to fraudulent 
manipulations and deceptive practices or fictitious quotations, for 
tha t  matter ,  that  dealers that deal exclusively in municipal securities 
should be placed in one situation and dealers who deal in both cor- 
porate  and municipals sho~fld be in another .  I do not see where there 
is any more or less likelihood of fraudulent, deceptive, or manipulative 

F ractices in the one than in the other. What  would seem to be good 
or securities as a whole woukl not seem to be harmful to municipals. 

Mr. BOnEs. I thii~k you recognize that throughout the bill there 
is a recognition of (litl'erenee in securities. 

.~{r. KATZ. That  is right; that  is, some of the provisions in regard 
to changes and modilications it was felt formed a reasonable basis 
for the detinition of nmnicipals where they have ah'eady been exempt, 
where dealers in nmnicipal securities differed from other dealers. 

Mr. BORE.~. And under the present law, the question would be 
with respect to extendiug the law b y  including rules and regula- 
t i o n s ~  

Mr. KATZ (interposing). You see, under the present law, we already 
have the power to implement the statute,  umlcr tile present law, 
which I)rovides the Commission shall have tile power to make rules 
and regulations, and the Commission by regulation shall detine wha t  
is manil)ulative or deceptive practice, aml the reason I referred to 
that  a whole ago was that tile Commission's dctinition of fraudulent 
practice, it is felt, is a more uniform dctinition. 

m l  I I 
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But  while tile Commission c~m define what  is a manipulative or a 
deceptive practice, that is just rezllly another way of savinu tile same 
thing, that unless you accept the conditions laid down ~n ihe present 
act, you cannot operate. 

Mr. Boitr~.~. Well, I do not think it is the purpose of the act to 
provide regulations simply for the sake of having regulations. Is not  
that  change contemplated here merely for that  purpose? 

Mr. KATZ. Oh, no; I think that  it was necessary in order to prevent 
what would arise. 

Mr. BOnEN. How much difference do you  think it would make in 
the general situation if you simply struck out  that language and 
restated the law with the words "fictitious quotations" added to it? 

Mr. K.,,Tz. The only di/rerence it would make, assuming that tha t  
change were made m{iform to both measures, and I think that tha t  
Would have to be done 

Mr. BortEI~- (interposing). Well. you have not had any experience 
upon which to base this, have you? You have not had the experience 
to indicate any particular need for this change, have you? 

Mr. ICtTZ. Well, as I said, the Commission has been wor "ldng under 
the old law. The answer is no, as far as that  goes. 
" Mr. BOREN. On what basis do you feel the words "fictitious 

quotations" are necessal T addition to the  present law? 
M'r. K.~.TZ. Well, there again, specifically with reference to the 

words "fictitious quotations," as I understand the thought expressed 
by  the Commission, it is not specific. 

I suppose that the kind of "tictitious quota t ion"  that the Commis- 
sion had in mind were the quotations that  were fraudulent or decep- 
tive, and rather they were relying on the frat~dulent quotations for 
the definition of that. 

Mr. BORE~'. If  those words were added to the present law. do you 
not  think it would be possible for the Commission to define fictitious 
quot~tions in an acceptable manner? 

Mr. K.~,TZ. Yes; that is the reason why  it is changed so that a 
definition of "fictitious quotat ions" could be made. 

Mr. Ezcrlv.a. Have you finislled? 
Mr. BORE.~. Yes. 
Mr. EICUER. Have you anybody  else who wishes to be heard? 
Mr. WooD. No. 
Mr. EIctiErt. Do you know of any horrible examt)les of losses in 

municipal securities ,iside from the bankrupt  municiP~t]ities in l"lorida? 
Mr. KATZ. I do not know of any that has come to the attention of 

the Commissiou in its administr~tion of the law. The only ones 
I would know of wouhl be as a mat ter  of general information or 

knowledge .  
I want to bring out a point which Commissioner .XI.tthews touched 

on, but which w a s n o t  developed very f~r, and that is this: The vast  
t~Mount of iz)formatiou we have had concerning over-the-counter 
transactions.have come to us ia the form of general statements; we 
have had geut'ral information come to us, but  as you know, m:micipal 
dealels are exempt fi'oln the requirement to re~ister. 

Mr. BOI~EX. But they are regulated in the States. 
Mr. KaTZ. Yes; the)" comply with State re(luirements. At any 

rate, they wouhl not be subject to criminal pr.seeution in e~lse of 
violation, so I am not sure that had they been required to register, 

/ 
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we would have had occasion to do anything other than what we diil, 
if we had had that information available ill more definite form. We 
might have had no ditgerent situation. 

Mr. WOOD. May i make a statement? 
Mr. EICttEn. Yes, Mr. Wood. 
Mr. WooD. The vast majority of the municipal transactions in this 

count ry  are handled by dealers who ~lre registered with the Securities 
and Exchange Commission; many of those dealers are people who 
handle municipal bonds, some corporate bonds, and the great volume 
of municipal securities business done is done by registered dealers, 
who are registered with the Securities and Exchange Commission, so 
that  Commission has had plenty of opportunity to contact those 
dealers in a particular way in case of fraudulent transactions. 

And I have not heard of any fraudulent transactions on the par t  
of municipal dealers coming to the attention of the Commission. 

Mr. BOrEN..Xlr. Katz, do you care to refute the statement of Mr. 
Wood?  

Mr.  K.,,TZ. No. 
Mr.  BOaEN. That  is an admission of the correctness of the 

s ta tement?  
Mr.  K.nwz. Well, so far as that particular problem of violations 

are concerned and the violation of the law in respect to municipal 
securities, I suppose that is true, and that the large part  of municipal 
security transactions are handled by dealers who are registered with 
the Securities Exchange Commission. 

Mr.  BOrEN. I want to ask Mr. Wood a question, if I may. 
Mr.  WooD. Yes. 
lklr. BOREN. A while ago it was stated that in order to ascertain 

the facts, it  would be necessary to make an investigation to determine 
whether  or not the situation is such as to need regulation in the 
municipal filed. Is there any disposition on the part  of the municipal 
dealers to feel that they do not want such an investigation, or would 
you  welcome such an in~,~estigation? 

Mr.  WOOD. Yes. 
Mr.  BOREN. You would welcome that? 
Mr.  WooD. Yes; we would welcome such an investigation. 
Mr.  BOrE~'. I think that is all, Mr. Chairman. 
Mr.  EtchEr .  That  is all, thank you. 
Mr.  KENDALL. There is one matter  which Mr. Katz referred to, 

and which I raised, with reference to intrastate b u s i n e s s - -  
Mr. Bonz.n. Pardon me for iHterrupting you, but  I would like to 

ask you a question--if  you are interested, 1 would like to know the 
answer to my question o1' a few momcnts ago. 

Mr.  KEND:~LL. May I ask you this question, Mr. I(atz. What  is 
the answer to the deMcr who does not register, but  who conducts a 
business solely intrastate without the use of the mails? 

Mr.  KATZ. What is the question? 
Mr. KENDALL. The flea[or who does not register with the Commis- 

sion? There seems to i)c a "no mau's land" there. 
Mr. KA'rz. l ie  is reguh|ted by States. 
.Mr. KENDALL. Well, suppose he does not join the association? 
.XIr. KATZ. Yes. 
Mr.  KENDALL. Possibly the association which provides its |uembers 

shall do business with the exchange in the same place which he is doing 
business with the element of protit invoh'ed. 
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Mr. KATZ. You refer to the man that  does not  use the mails? 
Air. KENDALL. Yes; or perhaps he does sometimes. But  suppose 

in individual trans,ctions or a series of transactions, if he is a widea- 
wake ([e, ler, and he has an offer to buy, aml he gets an acceptance to 
deliver the securities, and if that  dealer is not  registered, he might 
have bought the securities in a straight transaction, or he might have 
bol,ght some securities, and all he had to do was to go across the street 
and register them. 

Now, suppose he is not registered, if the sale is made, he does not  
get anvt~hing on it. Now. what  is the answer to that  dilemma? 

Mr.~kATZ. Well, I think there might be two answers. The first, I 
shouhl think, is that  the dealer were characterized as exclusively an 
intrastate, it might be possible that  he would think that  if there were 
four or five thousand members of the association, he might continue 
to do business on the outside. 

On the other hand, another answer might be that  if he wanted to 
be on the bet ter  side, he could join t h e  association and perhaps do 
a little bit better. 

Mr. KENDALL. Except he would have the added expense. 
l%~r. KATZ. That  is true. Of course all this ma~ te r - - - -  
Mr. KENDALL (intcrp¢,sing). What  I have back in my mind is this: 

I t  is not that  I do not think it is all right, bu t  I thought it worth 
while to bring it out so we could have the entire situation before us. 

Commissioner *IATHEWS. You are referring now to the dealer who 
does business without using the mails? 

Mr. KENDALL. Yes. 
Commissioner ~'|ATHEWS. I see. 
l%~r. KENDALL. I have in mind, Commlssioner ~{athews, the ques- 

tion of control over the individual transaction. 
Commissioner ~IATHEWS. You have to meet that problem to 

that extent with everybody in the business. 
Mr. KENDALL. Yes; as a practical m a t t e r - -  
Conunissioner .X[:.THEWS. That  is one of the problems that. you 

have in the conduct of the business as a general dealer? 
Mr. BORE.~. I wonder, Mr. Kendall, if you  do not have in ndnd 

that the individual dealer will not want  to be compelled to join the 
local association? "" 

Mr. KENDALL. And probably would have to become a ]nember? 
Mr. BOREN. You do not believe there would be a very serious 

objection on the part of the individual dealer to that proba'bilitv? : 
.~vlr. KENDALL. No; but there is the aspect of it, as to whether this 

implements the State statutes or whether it is au inf,'inuement of 
State rights. That,  I think, is really where he might object. 

Commissioner MATHEWS. I cannot see how the setting up of the 
association would impose any infringement of State 's  rights. 
• Mr. KENDALL. Why? 

Commissioner .XIXTHEWS. Well, it would be a mat ter  of intrastate 
transaction, and there would hardly be an infringement of State's 
rights invoh'ed. I t  would be a good deal as if you shouhl say that the 
Commission shouhi not discipline such ntembers of the stock" exchange 
who engage in certain types of transactions. They discipline the 
members of their association, 

Mr. KENDAI.,.. Yes. 
Commissio,wr NIATIIEWS. And if it came to a question of crimhml 

cases, he wouhl be in no dilrercnt position than he is now in. 
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Mr.  KENDALL. No. 
Commissioner .XIATttEWS. There would be really no difference 

there. 
Mr.  I~.ENDALL. No. 
Commissioner MATHEWS. So I do not think you have really got as 

serious a qucstion concerning tile infringement of State's rights as it 
might at  first seem. 

Mr.  KENVALL. Well, as I say, I raised the point more because I 
thought  it might come up for discussion at some other time. 

Mr.  EICHEn. Mr .  Boren, do you have any further questions? 
Mr.  BOR~.N. I just want to reassert the general question to find if 

there is any interest on the part of the dealers as to what the court  
of resort  should probably be, in the event of the necessity for appealing 
from the orders of the Commission. 

Is there any dispute in your  own minds in regard to whether i t  
should go to the district or to the circuit courts? 

Mr.  WITHmGTO~. I think probably the mat ter  has already been 
covered pret ty  well, Mr. Chairman, but  it would not come up so much 
in the States where the circuit courts sit in the cities, such as we have 
in Boston. 

In  many  States, however, where the circuit court does not come 
'around more than once a year, perhaps twice a year, it might be 
difficult for that  reason to have it go to the circuit court of appeals. 
• F rom our standpoint, in the city of Boston, we have a circuit court 

si t t ing there throughout the year, and where one is sitting, I think that  
somehow the United States citizens would perhaps prefer to appear 
before a circuit court of appeals before a 3-judge court, for somehow 
tlu'ee judges seem less inclined to be overawed by the Securities and 
Exchange Commission than one judge. 

Mr.  EICHER. 2Lad it would save him the expense of one jump in 
the litigation, wouldn't  it? 

Commissioner 5IATHEWS. That  is, if the Government were to have 
to take the case before the lower court. If  it were to start them in 
the district courts, I suppose the argument of the Government would 
be that  it would have to file its cases in a number of additional courts. 

Mr.  BOREN. I t  is a problem that interests me; the only questibn I 
have in mind, is the fundamental one, and I was just wondering 
whether  or not the dealers had any particular preference one way or 
the other. 

Mr.  ETCHER. IS there anything else you wish to contribute? 
Mr. WOOD. In answer to that, I think I have nothing to say, Mr. 

Chairman. 
Mr. Etc~iEm Is there anyone else who wishes to make a statement? 

If not  we will consider the record closed with one reservation, that  
one witness who intended to be here but  couhl not come has asked 
permission to file a statement, and that permission will !)e granted, 
and it will be made a part of the record when it comes: that is from 
Cathrine , National Director of Women htvestom fit America, 
Inc., New York City. 

Also, any 3lcml)cr of Cow,gross who wishes to extend a statement 
in the record may have the l)rivilcge of doing so. 

If  there is notJling further, the committee will stand adjourned. 
(At 6:30 p. m. the hearing was adjourucd.) 
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