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REGULATION OF OVER-THE-COUNTER MARKETS

MONDAY, AFRIL 11, 1838

Hovse or KEPRESENTATEVES,
BuscousITrEE oF THE CosMitree o INTERSTATE
anp Foremicr CoxMERCE,
Wasghingion, I O

The subcormmities met at 10 2. m., Hon. Edward €. Eichier (chair-
men} presiding,

Mr. Ercrer. The commitiee will come to order.  We arc met berp
this morning to cousider varipus bills that have been referred to our
commitiee on the subject of over-the-couniter trading; the Lea bill in
the Housze, H. R. 0634; the Maloney bill in the Sennte, 5. 3255 being
companion blls.  There is also gnother Wll that has been referred 1o
aur eommitter, the Sabath biill, 11 K. 9502,

To this subcommittee, of which Mr. Boren, Mr. Heece, and mysell
are members, has been assipned the duty to conduct the hearings on
these matters and make o report to the [ull committee.

ThaeSenate bill, 5. 3233, hos passed the Sensle and in its final form hos
been referred to our House committee, It would be my iden, there-
fore, that in the prosress of our heurings we direct our attention mors
specifically {0 the lotter butl

(5. 8235 15 ns follows:)

[E. 285, Thth Cong., 4 g ) .

A BILY. Tg proclde for 1he etshlishoreof of s mechanlim gf repulatian nmagg eeerthe-caunter hrakers and
dealers afwrrobing Lo inforzlile prd faeclzo conimerce orEhieguel Viee nunt=, eom e e io dnat pravided
Ly npignsl avewriliey exebanges gader e secnrices Eaglagee Act ol 18E1, Brd for aclar (iroses

D 1t engeted by the Senate and Mlowse of Bepresontalives of (ke Cnited Stotes of
Amerira g Congresx asmembled, That the Seeurities Fyvchange Aet of 1931, as
amended, is amended by inserting after seetion 13 thereet the following now
Eeetian: .

“Sec. 134, {a) Awnyaszocintion of brokers or dealers miay be regi-tered with the

Lommis=ion ns o national spewrities ge-peiadion pparsuant e subecebion (L), oF a5

an afliliaved sceorilieo: ascoenttion prarzsaant Lo solecebion W, wmneler the ternes ool
canditions Levvinalter prrovished in dthis seetivn, by lling witly the Cowmdzzion a
regiztrotion suilviment o sl fuern s the Cotnd—ian way preseriley, ~elbing
forrh the infornmtion, aud aeeoegeonbcdd g e clogieet s, Bolew specilimd;

U0 BucTodata s 1o it- oeEsiiarlivg, e, amd roles of proeodnee,
eod snel other infoemation w the Uempiissian Juay By roled and pedukiiens
Feguire me meccd=ary of approgeeiule io e pobles inleeesk or for The peokeetion
uf ivesterz: nad

2) fupies of its cou=litation, eharier, or aclicles of iseorporadion or
agsacution, witl all womemdiocatz (hesete, il of 02 exi-Litgg belaws, wr ol
any roles or e T sl s -:urn:-p::miing Lo Pl Futegoin, wlopteyer thy Lo,
hervinafrer i s ttbe culleetively referoed Ge ns Wl 'rgglaes ol Py seme o Gt

Bueh rep- B Lt shipll ot by eobstrged a- o woiver of a0y St abadionnl tight
or of nny pight 1o contest U validity of poy rndo o regilntion of the Cwindaision
tetuiber Lliis tithe

1




o REGULATTON OF OVER-THE-DGUSTER MATIKETS

R AN appbeant pssociabion dhall oot he regestered a3 a nalicoal securibica
aggocinbivn ikess it apeears W the Goamnni=iog thint—

Ty

YUY by pedson of the ptmber of s e e, $ie scope of theic tranene-
Lians, and Lhe geopgeaphieal disdributjion ol its mombers such assoeiabion will
o alle 1o curnply with the poovisions of 1hs title and the rules and regola-
Lions Lhercander sed L0 carry ol the jarpeses of this sectin:

2 sueh AEtociftiah ix o ofgabiacd awd i3 af suelln clarneler A5 1o he
gl Lo caniply wth the peovisions of this tifle ond the rules and pegubstions
thercunder, and to carry oyt the purpeses of Lhis section;

3 the rules of the assacinlion provide Lhial any broker of dealer who
mekes use of Lhe mails ar of any means of instoumentality of MrertALe coan-
meoree to offent any Leansaction i, oF £o incluge the puechase or sale of, any
security otherwize than on o eationol gecurities exchange, mav hocong s
mrmber af such as=geintion, exeept such as are excloded pur-nant oo parne-
graph (4 of this rubseetion: Prowided, That the roles of the os<o¢ialion may
resliclk metnbec=lip o suek wisaciatiah oh 2ueh sriecified geoEranbacal basis,
or on sugh specified basis reinting to $ha (v pe of business done b il rm:n:mu:rz.L
or on such other speciticd s approprinte bosis, as appears W Lhe Commis-
tipn fo he nngessary or appropriate in tho public intérest of fopr Lhe protection
al tnvestors and to carry out Lhe putnese af Lthis scotwh;

“[4) the rules of the association provide that, except with the rpproval
or at the direatinn of the Cammission in «ases itn which the Commission finds
it spprapriate in the poblic interest 50 fo Approve or direcd, no booker or
dealer shalt be admitterd Lo or rontioweed o sembership on soch 2s<ociation,
if (1% sugh broker oc deater, whether prior of sabsgguent to becamanz ghch,
or (2] any pariner, officer, ditector, or hranch manggor of =ach hreeker or
dealor {or amy persom oroupying a eimilar sthatos or pecformine simdiiar
functions], or any persan dircetly ér indicectly dantrolling or cobtcalled by
sueh braker or dealer, whether prier of kabgoquent $o becomine sueh, (A)
has beon AR 15 suspended or evpeltad from Rooregisterod Rocuriiies 2-seoins
tign {wheller notional op aMliated) or from 2 nationnl se¢uridies exchanege,
for wialation of any pule of snch asseeiotion or axehanegs which prehibita
any Act or lrahsaclion caonslitaling condoct ineonsistent with jus: sned
eguitalle proticiples of trade, of tequires any apk the omizzion of which
cond ilntes eonduct ingonaislent with just and eyuitablo priceipies of teude,
or (B} iz sulject to an grder of the Comanission denving or revokine his
registralion parsuaot to reetivm 15 of this bille, or expelliteg o 2eenentinn
him [rom mowdership in o regesiered apcuritics a3soCiation ar & national
peouritios exelunee, of (C) is permanent|y or temporaridy enjoined by order,
judement, ar decrer of any conrt of compotent furisdiction frow encaEne
in or cantirtuing any conducl or practice i conpeelion with Lhe purebase or
male of Loy seeunity!

“(51 the rales af the astotiatinn assure a fair representation of the memmler-
5I:ip i LB geleagetion of nny raly of e nshociabint or amcndment ghoreto, Lhe
eplection of its officers pid deérnctnea, and (o atl ather phases of the adminis-
traticn of its alfairs;

FI6Y the rules of the aswpembion pravide fnr tle eqoiradle nllocation of dyea
amyote L wicdndsorsleip, to defray ropzonable nxpenses of adininisorztion:

T e eeles of the wesociating arg desiened o prevent fraoedident and
manipulative acls and practices, to promeete et ol epaitalde nringiplee of
trade, amd, in peneral, fo peatoct anvestar:, and ta remoyve pedimens o
and perfiel fhe mwevhanoan of & Ceee and open aacket: and are san desaresed
o requiee or peentib wpfpae di-srdmiem ot |t v Sk, NF jEElers. of
brotoers or il uor o @ imininom proties o mimiann rsles of conaiis<iog
or other clirers:

LRI Whe ruli=ed (e aesoeiatiom provide (that membees ghall e agpnenarigiels
digeipliansl 1 1'\|H-|¢iuu £yslay usiun, fireer, eCOSILPE, GF any other fiving popalty
Tor any vicsltonn of fle Fobes;

Y e rales of the "1'-4n|.‘l"1.t1nli nravich: A fgir aned nedeelr prooecdure vith
reeprt G 1l alisciphaige of wendwes and the cbenial of renibershin w ey
hmkl\r Ol lil"l'l_ll'r H"I.'kirl.ﬂ a|||.'n'||1-~r~=||:ir'r lh:':"l‘irr_ [li ey |!h1|'|'r||ih1._" Tk 1[..'.’1‘r-
e whether any queiglaer afpll e rliwiplim'ul aic]) rylos sl reawice 1hink
specific chnrges lw brgapsht; thi suclh srsantiee shadl T nodited of, s be
given an opeweetunily G oelefomil fmeansl, saeh eloorres; that o Feeond 2hall
I kgl annd Lhal the alebergeeatien sledb imclieds {AY p 2bptemenr spating
forth any ct or pegedice in wliich soel mdankber b Touml to bave
engnged, of wldeh soel paeosdeer 1par be Tound to heovo omdtbed, (1B 3 slabe-
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IEGULATION OF OVER-THE-COLUNTER MARKETS 3

anent sctting forth the speeific rule ar rales of the association of wiich any
auch aet or prastice, or emission o act, 5 deciserd Lo e in visdution, {C)
& stalement wlather the acts oF prastace pealibited by aoch pile o pubes, or

©othie poaissien of an oaet raawieerd tlemele are decmed e eansiitioe eamlbuel

Toincopsizlent withe just wed cquitalde principles of erocle, wel () a staloent
BrLbing Tarkh Lhe poenalbe imposed.  Lnnoane procedliog to determinoe wlotlore
s braker or dealer shall Le dended memMership, soell entez shadl provide
1liat thwe Leuker or deader shald e volified of, arck 1ee given an wppnrtity g
be Beartd wpaen, Lhie speedie prodnds o denind whieh wre arelir consideration:
that & record sliabl e kepi: and that the determnation sball set forth the
spooific grimnds upeen wlicl L doudal s based; andl

H{ 10} Llic recquirenicnis of sulisection (e}, insofar 2% there may be applicable,
are gati=fed,

ey The Comuission may peemib o vequite the rales of an esseciolion anplving
for registtation pursuant Lo subscection (h, 0 provide for Uhe admissien of o
aasorialion rogistered as ao allibeled secuntics assoemtion pursunni 1o sulmees
tion {d), to participation in soid applicant associntion as oo afMilate Uwreal, under
ooy permuttiog sueh powers 2idl responsibiticies to sach pfliliate, and neder such
other approprinte teins andd eehitiuns, as moy be provided by Lhe cules of said
BRPleat associcditn, i sueh Fules appeat Lo the Qwmaaisaan to be feecsaly of
appropriate in the publie interest of for the protoction of investocs and to CerTy
wut the purposcs of this section. Tl dytics gl pewers of the Coinmission with
reepret to any nolicnal eceurilics sssocidtion or any affilinted socurities asstocialion
shall in ne woy be Jimited by renson of any sueb AMlintoo.

“{d} An applicant assocation shall not be registercd as en affGiieted sccutities
acsstoinlion wiless iE apprors Lo the Commission that—

L1y such associolion, notwithotawding that it does nal eatislv the reguires
ments set forth B0 parsgraph (1) of subseetion (L, will, forlbwith upen the
registration Lhueroud, e admilted to atfiliation witlh &n dssociativn regiored
Ay & paliopu] eeeurilios assofation pursuant to said sulsection (B), in the

‘manoer snd under the teting and eondilions pravuded by the tules of seid
orticnel accurities association in accorduncs with rubsection (g3, and

{2 such ossodialion and itz rules sptisfy the requitcmsents sol lorth in
paragraph: (2] to (9], melusive, af sulwsection (1) reeopt thot o e case of
any guclh gasnciaton By FesiTictiohs ypan nmnhchhm therein of fhe type
aythgrizod by paragraph (3) of sitbeection (9 =liall not 1 loss strineent thon
in the tuse of Lhe oatb:ouel eceurdivs associabion witly which seeh aszoeibtion
is to be affiliated,

"{e} Upon the ﬁhug of an appliction for tegistration pirsuant Lo aubsection (b
ar subsection (41, the Commeission shall by order gront sueh registralion if tha
Tequiremnents of Lhis segtion oce uat. B, after appropriate watee aud apprortand by
Tor heating, it apleenrs to the Cominission ol any regpodicement of Wis scetion iS
rot satisfied, the Commizsion =hall by order deny such regizbration, 17 ooy
aasaciption granted registration as wn atllated secutibies pesociation purseant to
Bubsoetion (d) shall fal to be admiteed promptly thercaftor o alliliotion with a
registeced nationnd sceuritics sexpeantion, the Commiszan shall revake the regia-
dration of sucle pililinced seruritees oe=rwation.

YU A repistered securities pssocialion {whether national ar offiinted) may,
upen swel reasanebde nobiee amel wpon suel berms and conditines relatine to ocderly
Tiguidation o5 the Comraissaan may deonl negossary in fing poblic intyrest gr for
ithe protestion of investoes, Wethidraw from reeesteativn e Glise with the Cones
mission 8 writlep notice uf aithdeanal in soch Jorin as the Commi-<ion may by
rules and pegulations preseribed. Upon the wilhidegeal of o nadionl scourities
assoviation (romm fewedradun, the regiztracion of agy assogintion allilated therewith
hall autonsatically fermionane,

gy IF omuy pedistered geruritics associnlion (whicther natiomol or afliliated)
sholl 1ake ooy celi-ciplimaey aetion acainst any 1werbner therect, or alindl ooy
adiirsaon to wny veoker or dealer secking membecsbige therci, eacl actaon shall
bg raljoct 1o revies by the Cvntaizsien, 0w ils own nwalion, ot jnan apiplion g
by By porson antrics el therebie el wifliin =%ty dna s afer sweby actisn e bogn
taken or within =sonch lnger pecical g the Cimaossion gy deteroune. Applea-
1ion Lo Lhve Connenizsion Dee coview, or L insfitwd s of revees by 1hie Conomssion
on itk own metiva, shall not opernde 0 o stny of such oetivm, aolesa Uhie Coins
missaon #lall g grder,

YO Inoa proceediong fooreview disciplingey aeliom taken Ty onoregistored
gecurilicd mrscizo il ppadnest & jecenbeer 1wepesl, 00 Che Cotwsndssion, aller apgoroe-
priale notier amd gpgeetnnity for bearogg, upon consideracion ol Lhe eecored belore
the associnlion aiml snel ollier evideare s b oy decin relevant, shall (A Tad

= 1T e . T



.-_t REGULATION OF OYEIR-THE-COUNTER MARKETS

that such member hay enpeaged in 200l acts aor practiees, of hias amitied snch oed,
&g Lthe azzocintion has fonnd him to have coeneed inoor eimatted, amld (B shall de-
torrving that euch aets or praelices, or otuission fo oel. o in vielatien af sucl,
rules of the ossotiation as hove becn cesignated in the determinaten of the
pxsocintion, the Coanniseion shall by ordee dismess the proecedine unlegs it ppears
to the Comunission thai such netian should Le mwodihiod i necordance with para-

arh (2} of this subscctivg,  The Connoizsion shall Ekewise dotermioe whelboer
%;c acts pr proctices prohilitod, o the otnesgivog of pny act regpaiced, by any socl
rile soastitile cobwduct inconsistent witle just and cauitalde prineipdes of trade,
aod ghall 5o deelzre,  I[ it uppcars to tle Commission that the evidenee does not
warraut the Buding required o elowse (AY, or oF the Comuu-=mn shdll determing
that such acl= or practices ps are found te have been epganeed inare not nrohibiteel
by the desiznated rule or males of tle asseciotion, or Lhat such act ag is Tound to
have boen emitted is ned cegniced By Raeh ale or tules, the Commissien shall by
order el aside the aetion of the assosation.

Y2y If, pfter appropricde notiee st oppactunity for hearing. the Commission
finds that any penalty imposed upon a mermber #s excessive or oppreszive, heviog
due regard ta the public interest ond the estahlished practice of *och aiepriatian
and of cther regiztered =eourities associgtipns with reepact to penaltica, the Cormi-
mistign sholl by order caneel, teduee, or requite the remissioh of such penalty.

“(E) In mny procoeding 1o revicw L dendal of memberahip in a regiztened se-
euritics acrosiation, if tho Conumissior, afler appropriate notice and hearog, and
upon consideration of Lhe reeard before 1he essocintion end waen olher evidence ns
it mey doein relevant, sholl determine that the apesibe groitnds on which ench
decial is based exist in fact and are volid under thiz section, the Commission shall

¥ order dismizs the procceding: otlerwize, the Commission =hall by order set
aside the sclion of the association pned require it to admit the appiicant broker or
dealer to membership therein.

i) {1} The tules of & registercd tecuritics sssocistien niay provide that no
pxew ber Lhereol chall deal with any nonmember broker or desler [as defined in
paragraph (2} of Uus sulsection except ot the suinc price-, for the spme com-
missiong o fecs, and on the same terms and epnditisns &3 ore v such member
apenrded to the gencral public,

(2 Far the purposes of thie subesetion, the term nonemeder Broker ar dozlor’
shell inclode pny broker or dealer who makes use of the mails or of any means
or mmetrumentality of interztote commeres to effect any fransactison u, orf {0
fnduge the purchase or sale of, aoy secutily othereise than ana natienal securitics
exchange, who is not & ueaalor of any ropistered SEEITERG pisesction, coect o
broker gr dealer who deals exclugiveds in commoergial pryee, bankers” aseepiances,
or comioerfial bills.

(3 Kothing i thiz eubseelion glin!l be so eonstrued or applicd a3 to prevent
any meipler of o pegigtetod Becuritics Axsociation from mranring bte any other
mrmber of any registercel fopurities assoeialion any dealers' dizeonnt, alownnee,
comTRlsEion, ot special terms.

0 Evors ropistered secwreties paociation shall Ale with v Conunizsion in
accardance with such rolez and remalatinns oy U Cotmissinn Ay pre<enlae ns
neerssory or appraprate iy the pieblic interest ot far the proleenion ol investors,
copes of any sliaupes in o additions w g rales of 13 desoeiation, and eeh
grher fidornea o ool daeiments as the Corsbni<sion Heay fenieire ta koep earfent
or lo mipplement the repistration cstabeipend and docuiments Bed psirzuaot (o
gubscotion (2%, Xe chanee in or aclditicng 4o the rales of & regizLeTod seewpiticos
gssocinlirm =Ll tahe offect il Lhady fave after thie Gl of 8 copy ehereof
willy the Cotnmgizsine, ar autil suel esrlicr elale a- Lhie {emeii-ien iy debebaaiise,

R (L) Phee Cooenls<ionn ds et oo ! by ardee to abrocate ser fole of & tegis-
torod meenrilics assovialian, o to preverd uny rebe foon taohand offeet, 36 afler
ATPTURE Ale Desics Al opparbueily Tor besringg L 3ppenes 1o the Coteibission
thnt sucl; nlmestion or I EE T [eefsenry Al geirgrides 1o n<sate Tair
draling by tw cwaubers af sieel izt e Ascare 2 fic epncsent:nton of 1he
et hipe 1 (e selnnistrodion of - alTairs or olherwise be Preleet iNvestors
or cMoctunbe fhe poepeee< of This regtaon.

CIEY Ui Conwikeisa oo o T wriliog perpest nur peeistercd seenfilies ns[g-
emtanm Lo e pd sy <puerilical salleea i of oF stppleneend Dol tehez i Th pesquerel
o nony of the etlers Deredeadbor ctomeerage b 36 suele assocpegio 1ar ndupt
sucle alterndion ur sopplenwent o swithin s el oo, v Ceminiissimg s
gitliorized by aeder $oowlier of soppdement 1he pules of sieeds assoreaiaom i the
Bmer A henedofore reapesded if, ateer ppaproprinle ustime arsl spportiongty for
heaning, i appeears 4o Gl Comuandssded: 1ol suel alteralive or ssippieinend s
DCCvAsury of apprepfiale in 100 pabdie inlerst ac ToP Che iestection of nvestors

g, T
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or to efectuale thoe purprraes of s seetion, with respect Lo (1) The basie for,
amdl jroceelure i comncetion with, e sdenial of uemboeeship 40 the leeiplining
of wwembie ra; (210 (ke ypetheel for todapd oo o ay elianze inoar acblition 1o 1
ritles of the acwsmcisitinon: (30 the nothgel of ebaneine pdlicers Aol ebirector:: (3
afliliatioh Lobwer reg-lered seearibies asseciations; 433 the preventinn of betitions
qupladieaes; (B [l gpeevendise of Franeliclsnd o eysgpnbadevo pels ogr prielioes;
(F) wafepiards spnivsg aoerasanabily ealits or uoreasonable tates of comnmissions
or oilwr charges: Mevided, That wedhiog herein el aodferie e npesitaon
ol any echedale ol miniwam ar maxianatn prices, diseroands, eamitmisinds, allnw-
ances, or other charges: S safogoands aediost unfaie discrmioation bolwern
cusinmers, or Dabigers, or bralirs or clealers; (90 saferoanis with respect to Lhe
finantinl respoisility of members ool acaiest U eveoon of Jueaneial fodpnde-
gibility throich the wse of corpnrate ferons, speecial partnerships, or ather devices:
(10) the 1nanmer, method, Al pkace af solicitinog Bosiess: 013 the tine and the
method of makig seftemenls, pavinonts, o daliveries: (12] the collectipn, reestd-
ing, ond disscmination of infoountion celating to the over-the-cauvnler 1narkcts;
and {13) sirnilar raatiers

=1 The Camnission is aathoeized, if anel ection apperrs La it ty be heeeseary
r apprgpaiate tu the pebilic sulerest ar for the protection of investars ond o carry
Quk the purposes of this seelion—

“(1} after appropriole notiee and spporlunity for hearing, by arder to
suspend for o poriod ot excecding twelve montlis or bg revele the repistea-
tion of B pecisterod socuritivs asaprintion, of the Coonmission finds Lhat suwch
aszacialion bas viclaterd any provision of Lhas Lille ar the fales and regulations
thereunder, or Las Failed to enferee compliance with its gwn rules, or has

. eugnged i BNy other potivivy inconsistent with the purposes of thiz section;

(2} mfter appropriate ootiec and tpperlenity for bedcioe, Ly order to
puspendt for a period not excoeding toeive mentls ar to expel frome o topistered
aocurjtics assoeinline Any oember thereof who the Commission fnds s
wiolnted Aoy prosisian of the Socurities Act of 1933 or of this Litle or the rules
and regulations therewcder, or heg effceled sy ttansastion [(oF any other
peretn who, he lad reason to believe, wog violeling in respoet of such trans-
gclion any provision of the Sccurities Act of 1933 or of this title or tho ralea
and rogulations | horeutder;

“{3) aller approptiute nelice and opportunity for hearing, by order to
remove from ofhee any officer or diecctor of a reqisicred socorilics asadeation
who, the Cowmtaission fnds, has Tailed to enforee’the rales of the sssociatiow,
or hazs abused his nutharity.

“lin] If any provision of this seelion ia in conflict with anv provision of any law
af the United States in lorce on the date this section takes olfcet, the provision of
this aectian shall prevail.™

Mr. Elester. We have with us Commissinner Mathews, who 1 un-

derstand is willing to assume the burden of moing on with the evidence.
We would be glad to hear from Commissioner Mathews now,

STATEMENT OF HON, GEORGE €. MATHEWS, COMMISSIONER,
SECURITIES AND EXCHANGE COMMISSION

Mr. Maruews. Alr. Chairmen and rentlomen of the committee:

If thic comnitiee s agreeable to my reserving the rshit to discuss,
possibly very bricily, some details of the Lill after they may have been
diserzsed by others, 1 think 1 ean shorten my presentation at this
time very materially, .

I believe there iz a0 nocd ol makine n statetent to the committen
ot tiiz point in oz elahorate detail us was mede to the Scnato
coinmtiteo. B

We would Lilke te understand that vou have before you, or will havo
before vou, the statément wideh L mude to the Senate cominitiee, the
testunany of e witnesses who g ppeseel belore the Sennte eommittee,
anel the repory of the Sennte connmittee, 1 that is enderstood, as
fnr as the Cummission's eate gocs, we enn shovten it very materinlly.

e Lt
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May I, therelore, offer for the recard the statement which I made
belore the Scnate comuuitioe, the testimony whicli was presented to
the Senate commitiee by all of the witnesses un this hiil, and the report
of the Bcnate committee o the Senute?  We will arrange to furnish
caples, if the commitice does not ave thom now.

Ir. Ewcaer, Without objection that mny be considered as our
pracedure. O course, you do not meun by that neeessurily that they
will bo reprintvd in Mol in the House bearngss?

Mr, Marurws, I have no desire that ey be reprinterd.

This morping, then, I want to Lmit my discussion quite shorply,
merely to round out the record that has been presoaied.

Mr. Bouewx. Mr. Qlinirmnan, wiide we are juzt petting storted, mey
I any that it is my impression tlintg the most controversinl guestion
involved Lere is that in reference to dealers in municipnt securities.
I do not know wlether the Commissioner, partieularly cares to
smplinsize that plase.

Mr. Matuews. I intend to touch on that, Mr. Chaitman.

Mr. Eicazr. I am quite sure the Commissioner resognizes thet to
ba the Bzliting ground of the Lil. Another propesition is ope in
which the investment beankers ore concerned. o
" Mr Martaews, Wihet I propose to do this moring is mrelr to
discus= those questions thot ore in controversy, ratler briefly.

Senete bill 3235 amends the Sccuritics Exechenge Act of 1934, os
amended, by inserting o new section, section 15 A, imunediately afler
the present section 15; and by amending subsection {c) of section 15,
subsection (o) of scetion 17, subsectien (h) of section 29, and section 32,
The genernl seope of the )l the reasons wlich support i, and &
seclion by saction annlysis of it ure set forth in the report of the Senate
Committee on Banking and Currency to ocecompany the billl To
avoid repetition, and to conserve time, I should like stmply to preseni
& copy of this report. -

‘The biil in its present form has been strongly endorsed by repre-
sentative lenders of the Investment Bankers Conference, Ine.. an
organization of investment bankers and over-the-tounter dealers and
brokers eonsistine of sone 1,700 finns situated in all paris of the
United States; by n substantiul nwjority—23 oul of 33—of the
board of governors of the Invesunentl Danliers' Assoota tion of America,
ae associetion wliclh numbers some 700 manbers; and by the New
York Security 1Mealers Association, which includes in its membership
some TO firms in the seeuritics business i the ety of Mew York,
In addition, » eroup of abont 20 dealers from Massacliuserts and Rliode
Islond bave indicated that they woull endorse die Lill if two clhanzes
in it were neade, Lo which I shall revert below; and the dissentg
minarity within the board of vovernors of the Investiment Bankers
Associntion Lave indicated thot they, too, would be in favor of the Lill
tf theee specificd clonges were puule. I need hardly acid that the
Becuriiies angd Kxelonge Comonssion g, of course, in favor of the bill,

It vicw of this wlinenwent of sentiment, and g view of the hisuery
of the kall, T shnll comddine the vemconeler of s slatement oo oan
anglveis of the specilie poiets of eeitictan of e b which ace nd-
vianced by the MssachoseltsaIthde Islubd grow aid - the minor-
iy el the boanl of goverioes of the Lnvestment VBankers Assoewation,
arl Lo u Lriel eonsiderntion of the npplication of the Tali to tradine s
securilics issued by (o Feleral Government, States, und municipol-
1tzes,
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1. The guestian ef applicability af section 29 {b) of the Fxchanze
Act to miles or remulnbigns whiclh miay Lo preseribed pursunnt to
elause (3), (4), ar {3} of the proposed new subgectinn (0) of seetion 15:

F shiombl bike wo enll the attention of the conmitiee to section 3 of
the bill, winch appears on page 17 Tlhis section would amened seclion
29 {b) of the Exelwnze Act, whieh, in generul, provides thnt cottracts
entered into in violation of thai ack or any rile or rezulatinns there-
under shall ke void, Under this praposed amendment, no contract
ontered into in violation of & rule or requlotion preseribed pursunnt to
clausc (3}, {41, or (5} of the proposed new subsection {¢) of section 13
would be void by reason of sectlon 20 (b} except—nnil here 1 comne 1o

tha point in issue—

Exeopt in 5o far a» the Commission, keaving delermined that such action i
uecessacy or approprisaic for the protection of vestars, shall heve expressly pro-
vided in auch rule or repulation chat the provisions of this subeection shall apply
in the ease of any viglation thepsnf,

{This tlause appears in lines 7 to 11, inclusive, an p. 17.}

Mr. Facees. Your reflerences are all to the bill as it passed the
Bennte, s I ypderstand it .

Mr. Mathews, Tihat s eorrect, :

The Massaclusetts-Hhode Islond sroup wisl the quoted clovse to
ba eliminated frem the bill. This position is concurred in by the
minority of 14 of the board of povertors of the investment Bunlers
Associntion—I do not think i 1s cotrest o sax that the rest of the
Investment Bankers Association would nel be willing to hinve it
aliminated, but the miverily indicatod Weir willinehess w go along
with the bill, anly if it were eliminoted—among whom, gs we under-
etand, were included members of the Alossachiusetts-Rhode lsland
group.  These dealers point out that under elavcses (33, 1), and (3)
of the proposed new subsection (&) of section 15, the Commission may
adopt mules and reoulztions which, rather thae striking at aboses in
the form of frawdelent or dishonest condoct, woulil be desizned 1o
promote orderly business proctives in conpertion with matiers mliing
within the seope of the stnnaards see forth in those elavses,  While
not ohjecting to the inclusion of theze cianses iy the bl these dealers
contend that the injunctive remedy and the power to rovoke the
derlers’ resistration provided in the Excluwete et are suflicient ahd
appropriate method of enforcement of rules and reeulations adopted
under these clauses. Ther insist that it s neither necossery not
fair that contracts entered inkg in violndon of this techinical spri of
rule should be rendered void. _

With this nreument, the Commizsion was o svinpothy to the extent
that it artually had apphication ta rules which might be wlnpted.
The Conunission poicted onn, bowever, (Lt mnber choeses (30, (4},
and (57, 1t mighit aedopt not waly rales sl reealations of e technieal
gort which 1 Liave nlrendy reforeed to, bt nlso rules focd veolaonmns

Etrikingr ot abuses no )y fomn of dishonest or averreaeling coaduet

within the seope of the standacds set forth in these elouses,  While
garrecinr that eonteaets entered e in vielntion of rales of the teche
tiend kil shioudd not be noale vodd by the Fselvire el the o
museinn belioved that 10 wees ddesivabibe pod wpnpeoprinte thoot condracta
contered wito o violatom of rudes desicaed foelieek dishouest comduet
shiould be voll, 1o eonsegquenee, the Cannmission reguested the Beoate
eomanidtee toodealt the daw Insueho o wiey o o wilow Toe dilieentistion
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7 between these (wn kiniks of rules,  Tlhe Corinission's argument was

< meeepted By the Seoute cosrndtees aml 1he Senates Tt ss 1 lave
glready pointiel ot ebaove, coetbonn 5 ol chie Bill warld e seetion
29 Ly of the acv i provisle et section 20 Ch) <lesuld nod apply (o
viglolions of riles gl peculatbons: minlnr‘-. virier elmes 3y, (Y,
alel (50 of the proposed new subseetion (00 except Iy thses A Dvich
the Coneniscion fennml thag 16 wis nereseary G the pratection of
investors that such rontracts shauld be vonl aml cvpressiy sn proviced
I nidoptinge the rale. The Senate comnzitter repore. o the lighe of
whicl the bil will be interpreted, elea]y sots forthe the tan types of
redes which mny be adopted, and wmles 1t ploio thol sectwn 29 (0)
should apply only to rules Jdesiened e gleclk forms al dichegest or
overceaching practice and wot w rulcs of the mure teehn cal Kind

Alr. Borex. Mre. Clairnman, ey 1 iontereoapl?

¥ I understnimd that yau ml‘m, Alr. Commmissinner, Hiat L reTrart
itaelf is the verdstick by which you propose to inmterpret this section?

Mr, MaTirews, Yes,

Mr. Bonex. Bul it does not necessurily follow Hwt there is any-
thing binding on tlie Commission Lo interpret o piece of legizlation 1n
the lipht of the report?

Mr. AMaruews. I do not understond thot the report hos the lorce
of law, I ihink it would be very persuasive tnan inlerpretation,

Mz Bokex. What I wanted to pet at was, are vou inferring hiers
that we should act on the presumption that uie Compisston will
interprat this law in the kght of the report?

Mr. AMareews. [ think s, sir. 1 think vou shewld net oo that
assuniption, particulnely in view of the requirement that the Com-
mission cub ondy make contracts of that natwre void where it amakes
a finding that it is necessary for the proteclion of Investors, Now, &
finding of that sort ean hardly be made capriciously. I do not tiink
wi eoh assuine, or if ik is Lo be aszsumed that findings of that sort
are to be made eapricivnsiv, then there was uot bosig for gy lerisls-
tion gravting power to the Cerumission, it seems to me. Ay experi-
ence with the tnberpretation of the acts under which we are worldng
hes broo that Ui derislative colamittos ropotts luve Lieeels dotermined
the interpretation, wiere thev contained statements l:c»urm-" on il
subjeat.

Mr. Bonex. But what avenne would the dealer have in the event
that he wonted t0 lest thie validiy of sueh a rule as vou mbdhe loy
dowty to protect the tnvestor?

Mr. Martnewsz L wonld prefer to leave thint Lo one of the metnbers
of our legal statt to answer, 1 lind sy sell confronted with these Jegal
questions, awd oot being o laweer 1 tink it is betker Tor me et Lo
gitemp. to auswer. Alr. Katz is bere and if ¥or want ko guestion
bhim on it 1o suee he would be glad to wxpuud

Mr. Houex. 1 nve nothinge ﬁnllu-r, alr. Clisienanm,

Mr Hrece, Wiat do xon vderstand gives vise Lo the apprehension
of this mroup with re Tereniee o this ]}Li:nrlhlull"

A MaTnews, Mr Willington, who is here  representing e
group, I bLelieve, can stuie the case much miore acenraiely than 1
e Baut, in general, 1 ounderstand that it grows out of experiences
which dealers 10 Massachesetes ave Dud with s sores of rezeission

Canits wiich have been very expensive to thra, whese resvission rizhts
ottached ander tie Mossachysetts v And they have o feciog
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that they mav be confronted with the some dificeltics beeouso of

technien] vielstians af this acd .

L ¢hink it betier [nr me to leave to M, Witlington e more de-

} ’ tailed explunation of thot.

' MMz Eicnen, Would the Commission e ony uh][-cl:mn to te-
liniting thut genecul langonee o hitele farcher o5 contiined i lines
& nnd 9 of page 17, where you say "'for the protection of investors”™,
by =axving Yprotection of evestors from dishonest or overrencling
prm*tu:'r ar semoething of thot Kind?

" Mr, MatHrws I have put thaught of just those worrds. | think
I should consult with my ealleagues before mivine o respongse, T would
be rlad to take the sumresticn back to T,hr-m

Mr. Bourx, Mr Chairman, if this provision gs it anplies here mare
or less refers to the specilic case and gives power to te Comimizsion
to lay down o specific rule, what ﬂbjerticrn cottld there he to making
the languazge such that it would give the power only where it eun be
de!huteT‘l. shm-. n that these practices exist?

Mr. MateeEws. I am not sure but you are gpetling now bevond the
scope of a rule under which the Cammission would procesd. into the
feld of procedure by order; and 1 siould question whether we wounld
tave the richt to proceed by erder to fix a Lability in & puedicelar casc

. where really it is o matter to be fixed in accordance with the general
stotutery standard.

That 15 the wev vour suggestion appenrs to me offliind. T would
like, if you want me o, to talk with my colleagues ar dee Comunisst i
BE to your suzsfra-atir:m I 40 not feel lLike respoudilw ofihend o n
suggestion of that kind.

Mr. Eicker, I did not expeot you to, but I wanted to moke the
BuZEestion.

Mr. Martaews. That is a sort of circumstance that we want to
pmt.l:::.t, agninst.

. Tha ceroml yuestion at issue is:

2. Question concerning insection of the word “willful” before the
word “vielated” in clause (A} of subsection {1} (2) of tle proposed
pew section 154,

I should wow like to call your ottention Lo paracraph {23 of subsee-
tion (L) of the proposed new section 154, which appears on pajre 135
of the bill. This paragraph authorizes the Conmnssion, to any case
in which sucli action appenrs to be necessary or appropriate n the
public interest or for the proteetion of investors or te eanv out the

urposes of the section, after upprapriate notice and opportunity for

caring, by onter te suspend for & peried not exceeding 132 manths ar
to expel from a rezistennl securithes associition sny member of sach
axsoctation who tlie Conenssion Hods () has viobged oy provision
of the Exchnnee Aci—thiat iz the 1934 act—or any role wr rosulntion
thercunder, or lins ellveted wny tragsnction for any other person whe,
he had reason to Delieve, was enzaeed in any such violad vou

' notice the wond willluly % net weed o conecten with the siche o

cxpe! for vialitwns of the Exelioge Aet, or rules g vegelationes wnder.
that aet. Then e #eetiva roes oa—or (3 Lo willfuflyv violoted any

x proviston of the Securities Aot of 18933 or of any wle or peruiation

|

-
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theratmder, aF whao liag elfested any trabsaetion loc at% othur persan
who, he hod renson (o believe, was e nseeo wllful visds D,
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The minarity of 10 of the board of governors of the Investment
Bnnkerﬁ Association want clawse (a) amended so as to condition the
right of surpension or exnpulsion uposn willfiel violntions of the Exelive
Aet.  We understand thint the Muossachnsetts-Khode Island group
likewisz wont this change, althousi we have not wrwlerstood that s
change 15 considered us imporinnt by the Wassuchusetts- | bode
Island group as the onc relating to section 29 (b), which we have
already discussed.

The Commissian strongly objects te this chnnga.@iause fa) i
the counterpart of section 19 {a) (3) of the Exchiange Act, which vests
in ihe Commission a parallel power 1o regard to members of exechanges.
That is, we have the right to suspend or expel members of exchanzes
for viclation of the oct or rules and regulations thereunder whicl necd
ngt be estublished te be o willful violution> In our judement. it is
necessaTy i the interest of Dot foimess and procticsl administration
that these parallel powers should be governed by poralkel terms ond
conditions.  Morcover, the Commission feels that eritics of this
provizion Linve not toker diue necount of the fuer that the Commis-
som is authorized to exercise this power of suspension or temoval onlv
if it finds, not ouly that & violation Lias been eommtnicted. but also that
the suspension or expulsion is “necessary or approprinte in 1he public
interest or for {t,};e protecton of investors or ta earry out the purposes
of this sactiom.t?

That is, the punilive activn does not follow antomntically from the
finding of the violntion.  We must further find that there is n purpose
2:{}‘& served by such punitive nelion.

do not see bow an innocent and eccidental violation eould be
matle the basis of sueli & finding -

Mr. BDorer. 1z not the terminelory of the bill “or™ rether than

Afand'; that is, in connection with this second premize for vour

action,  Will von specitically point out the provision so I can under-
stand it? .

Mr. Matrews. You are correct. It suys in the public ipterest
or for the protection of the investors. TBut one of those standards
must be conjunctive with the finding of the violation.

Mr. Bortex. And the deoler has recourse to the eourts after vour
netion?

Mr. Matuews., After an onder of expulsion.

Mr. Bouwn. If lus caze is upheld by the court o3 ogsinst the
Commisstan, dorz the Commission then have to reccde from its

“posttion and mamtnin s registration?

Mr. Mavoews. My aderatmuling wonlid be that the Commission
l:lpes not even beve Lo do that.  That iz done when the court uplolis
Hin.

Mr. Borkx. ltis autometienlly done?

Mr. Matuews. Yes

Mr. Bowex, Az I umdberstand this bili, ol these cases are tnken
direet fram the Commiz=ion o thee cireait court of appeals,

M. Marmnews. That is eorreet.

Alr. Bowes. Esdlwre nuy particular veason in the mind of the Caome-
mis=inn other than the et that the oripioal wee provides for eeing
Btraivhl -+ the clreuit couct of appeals—any prticalnre reason why
yon shanbi] oo (o the civenit eowrt of nppeals and skip aver the court
of the Grst instinwee, cather Ehnee ki the regolar route Liat ol
citizens of Amweriea have o tuke i going before oar conrts?

e — = ——
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Mr. Matrews. I must say that I am not familiar with what tha
considerations were in Lhe engzinal druft of the 1934 &et that provided
an appeal dircctly to the eircuit court of appenls,

Mr. Bonex. 1 woanu te propound this question for your lemal stadl,
Mr, Commissioner, if you do net want to answer it now, that is all
right. Cun there be o elause inserted in this bill, withoul distupting
the entire purpork of the Lill, which will 5o amend the nriminol st
that a finding of the Commission will be referred to the district court
rether thinn Ui cireuit courts hereafter?

I will leave that question for gour legnl stuff to answer.

I might just as well siate thot I do net believe in any of the system
witich permits any Federal bercau or commission to circymvent courts
of the first Instance.  Lspenk (rom my own viewpoint, T see no reeson
why n Federal body should carry & man enzazed in a local business
to & cirenit eourt when all eitizens of the United States are called upon
to sue or to be sued in courts of the firsi instonce.

Ever since I huve been on this comniittes it has been my poliey to
attempt to plter that situation every time we met it, and it will be my
policy in connection with this bill. If it cennot be done ns to this
particular bil, sooner or later, il T remauin on the committee long
enough, [ hape to amend the oniginul Seeurities Act =0 that it will
provide for their poing te the court of the first instance instead of to
the ctreuit courl of appeals,

T wall poss that question now,

Mr. Matnews. Mr. Katz will ~ive you o report on that.

I might add thot one dafficulty with the us=e of the werd “willfui" is
that conzidernble confusion existz oz io just what tnis word means as
a maotter of low.  Some cwses sugpest thot o erossiv negligent v oln-
tinn of law 15 willfol: others suzmest thot o violation cannot be con-
sidered willlu] nnlesg it 1= delihornee wewl melicious,

The difliculty of proof of willfulness, il the seeond of thezse standards
is the occepte:l stundned, would 10 our minds malie this provisien of
the bill proceieally useless, i de word *'willfnl'' is insorted.

Mr. Keece. Why do yvou mnke the provision dificrent in the twa
instances; using “willlul" in one ease ol leaving it out of the other?

Mr. Matuews. I am nnswering vou now as to what is in my own
mind shout it. ‘

Mr. Reece. Yes

Mr. MaTtnews, There mre 0 many opportunities, innumerabie
oppartunities for technical violations of the Securitios Act that if the
right to discipline wiiler the Becurities Act were not related to willful
eonduct, [ think vou woubl hiave o grent vutery afainst the Coin-
misslon having that authonity,

For tnstunce, the failure of o salesman to deliver & prospectus,
where cvery intention ol Lis emplover was thnt he shiould delover it
A slip in the office by wloch a letter dealingr with an is20e poes ot to
& prospective euslonmer belore the prospeetns; o great many of those
minar teehnieal viclation:.

1t is trae that n course of eomdiet enntinnimg these violnlions
wonld be serious. Bur | lwhieve ilat boodepart feone tie standord
al willfulness i e werof 1933 would apen the dooe to the posslilicy
of ciscipline for minor violiooes, whiclt woulil be very abjectionalle.

Now, we huve not Lonwd thal 4o be teng under the 15xeleeee wet,
unaler the 1954 wet.

R e e e — g
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- The next guestion [ would like to dizeirsz Liricily is:

3. The gquestion whetler the laneiage of clause (1) of tie proposed
new subsection (o) of seotian 13 should be recrranzed:.

The minovity of 10 of the bowrd of governors of the Invesiment
Buoplkers Association heve sumresied thot clouse (1) of 1he proposed
‘pew subsection {c) of section 13, which appiars in lines 13 und 16 of

age 14, should be modilicd Lo read s follows: Yto prevend tronzuctions
E}r menns of manipulitive, decepiive, or othier fraudulent devizes or
contrivances;”. We are under the tmpression thar this sueze:tion
reflects the sentiment of deslers in municipal sccurines within the
Investment DBankers Association.  In any event. this sugeestion is
-one which likewiie hes been male it belielf of egrtein dealors wiw deal
‘exclusively iu municipat securitics.  In consequence. belore taking
up this suesostion, I sivould like to wuro to w consideration of the
pesilico of dealers in municipal securities wider this bill.

4. Transactions in municipal securities: In its orizinzl form, all
-prov¥isions of this bill epplied to transactions by brokers und dealers in
Haxempted sceunties,” whicl are delined by section 3 {0} {12} of the
Sseurities Exchaoge Act of 1934 te include securities issued by the
‘Federal Govermment, States, and municipalitics. Conswlerable pro-
test was made by a proup of dealers who deal exclusively i municipni
secnrities. It is noteworthy tliat po such protest wos msde by the
great number of decless who deal both in eorporute securities and iu
municipal securities.  This is particulaely strilang, in view af the [act
thot such genern! ealers, accarding to such stutisties 03 are avilable,
do a eonsiderably Larmer business In sucl public securities 1heu the
exclusively municipal dealers.

The chiel priumont ndvanced by these exclusively munieipal dealers
waa that the bill would tend to interfers with the issunnce ol securities
by Stites and eities. In faet, protests were received by the Senate
gommitiee frons the fiscal officers of varioas States ant citie: ou thin
account, We huve good renson to believe thet these protestz were
stirced up by progazanda circulated by certpin numifipn!l denlers.  As
-an illustration of the neture of teis proparanedn, I should like to read
into ihe recond o letter sent tu the fiscul oflicers of municipaiities
througbout Alabatax by a prominent deuler e municipal securities
dobger busincss 1 Birnnnghum, Aln.  This letter reasds:

BIRMINGCMAM, ALy, Febroary 7 1335

Dixran Sin: There ia uow penduig before Congeess & Lifl of vital iinportamee to
all gaverimental units that ssue bonds poyvabde froon Lasalien, 1T 2 koo ks
e datoney bill and the Senere Bonking and Curreney Colgmitfes is uow having
beRriings o thie moeeaene.

Conpeess an two didlrrent eoeasians has altemnied to da gwenye with the lax-
excingit feadvre of boods and o greal howl of protest froan the i2sucrs of such
pecucitiva preventod el passage '

This thee anather cogeae §o Leing Lakoen to gain this end.  Tie Seeirriticg
Exclivnge Commnzzion nneins g gel eaatrol of cooneipal haanee throneiv confrol
of awer-thetimnn e teatewelioms, Sovecrding ir thal, weel witheat muoct debay,
will et the nest 2lep of doine rwar wetl T -esenat soearilies Be rpate simple?
Beoator Joliw I Mamkhewd iy a soembaer of Lhis corartiee aal we coegestly
roqaiesh Lhul von weore or weile bine denneerdinitcby o wvonr appesition e Shoax [kl
Iothis Taill pacecs o grecl aeoy cilies, conntios, aul sehool di-triees that are now
able fo Boverow, principadly Decause of tle ticc-excmpt feadeee, w6l have wo junrkek
for their secuEitivs.

And that statement is false.

Do hot delny o welvise 1 comumiltoe of youar feclinpy at oaey,
¥ery truly yaurs,
Warkins, AMoraow & Coo
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Mr. Reeck. 1 notiee there was printed in the Senate jicarings p
reprint of an cditetind freny (he Daily Bond Buyer of Februngye 2,
1935,  That wditorinh mirht alse have espored sonie eonuunicution,
mizhit it not?

Mr. Maroews, Yes, There hiave been guite n muonber of that sor
of statement=.  The letler spenks for .It!ili‘l# _

Mr, Ewcuen, Thot writer st hinve outicipated Seneter La Fol-
dette's smendinent o the tux hill in tle Senate.

Alr, Matnews. 1 s net preparcd to diseuss the tox-exempt
feature of palilic sconitics, but the argumeut, I L may dicress for just
-a monment, rens Lint the ticht of the Cominissinn to impoese toles miny
result in the itnposition of such rules thet the secondary matket for
these securitics 13 frozen.

It is A peenliar thibe chnt ro sucl fear lias been expressed as to the
effect of those rules on otber seeurities than mueicipal seeutities,
slthougly tliey would pecessariby ove the same incidence.

T want to enll to vour sttention alse the fack thet as the bl now
stands further elimination of dealers in municipal securities from this
Bill would Dave o eliminate them eoie rules to prevent frauwd.

Alr. REEce. The ehanmes which you mdieale hove been surgested
would malke this bill pretty much the some as the present law, the
present section, would it not?
¢ Alr, AMavnews Inzofar us jhe effect upon municipal dealers poes,

“that is trug, beepuse municipal dealers are now out frony the effect of
rules wnder clawses (33, (40, ancd (3 of this Lill,

Mr. Reece, Seetion 15 {) at presont reads: _

Mo brokor or deplor shiat] minke vse of the mails or eny means or justrumontelity
of inlerstate commeree to effett any transaction in ar b ipdice the purchase or
sale of ooy seonrity [abher than eommncreial naper, bankers' aseeplaees, or eom-
mercial bills) otherwise than an o nacienzl seeurities excliange, by aueans of any
manipulative, deeeptive, or other frandylent devier or eontrivance.  The Coine

miesion shall Tor the purpose of 1his subsestion by rules and regulatiens defioe
guch devices or contrivances a2 are manipulutive, deceptive, or elberwize frandulent,

Mr, Marnews, Yes, 1 plunned 1o coroe to that point very hriaty,

Mr. Eeece. I ntu, of courze, not reading that for yout inlonnstion,
but in griler to hnve 1t appear in the record wt this plaee. .
Mr. Matnrws. I want (o say just a senlenee of two dealing with
that. '

Senator Maloney los stated repeatedly that at ne time was the
bill intended to serulute, direetiy orindirectly, the issunnee of securities
by States and nmmicipnlities.  And vou cannot find any power fov
gucly rocalation in this BILT It seems (o os clear that the Bl even in
its orizinal forme could not nnd woulld not have had this elicet.  How-
ever, 1 s unnecessary far va Lo o into this question.  The Bl wos
amended to exelude fronsectons by wokers sl denlers tn exempied
securities from the seope of all previsions of the bill exeept elanses
(1) und 2) of the proposed new subseetion {e), which appear in fines
15 and 16 on poee 15 of (e Ll

Now, coming to the point which you ratsod:

These clavaes substantiolly reenact sebaection [0} of the present
peclion 15 "The ¢hanses freme the preasnt snbseetion (o) are of a
clavifying natwre.  In o=o chudfying  this subseetion, these chuanges
bronden it by elininading eovtain techiival el Jesali=tie ambigwinces
which nowy possibly exist i the present law,  As o matter of fuet ) the

#1307 080
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Cemmission Las consistently interpreted subsection {e) in its pressnt
forrm to mean whit elanses 1) and (Y pow evplicitly sav—and
mizht 2oy we Lhink that is the enrcect interpretalion—and, on the basis
of thut interpretntion. has adopted riles and regulations which have
withsteod the test of experience and have met witli the opproval of
rapresentative groups of brokers and deulers subjject theretn.

ir. Reece. Now, referring to the hearines which were Leld by this
commities in' 1936 on Scenate 4023, the provision of the then sug-
gested 15 (o) reads this way:

* * & gyuch tules and regulations Bx the Commission mey prescribe fa
negeasary or Appropriate in the puhlic interest to provent frood, conccalment,
unleir diserimioation, or manipulative o deecptive proctices or atberwize Lo
ingure to iovestors proftection cottparable to that pravided by snd upder auiboriby
of thia title in the case of Xational Securition Exchango, .

TLat proposed section was thanged, of course, =0 that it becarme the
present section 13 (¢}, What is Lthe diflerence between the comparable
provision in the present Bill nod the provision that was io Seonte 4023
and which wus chanred to become the present Jaw?

Mr. Martrews. It seems to me that the original draft which you
have road there was consideraly broader, although that would be &
matter of Jexal interpratation of it. I was not prasent at soy of tha
hearinps in connection with the bill, from which you have been
reading.

Woere yvou present ot those besrings, Mr. Katz? Can you apswer
the question?

Mr, Katz. The provision which vou read is very much brogder,
¥Ir. Reece. There ore two points at isuse; cne is ihe subitantive
scope and one is the method of statenent.  Now, clauses (1} and (2)
in the pending bill in peneral substantive scope are substaatially
1identical witl the present section 15 () and are inuch narrower than
the elauso you read,

There still retunins the guestion of method ef statement which

‘depends upon whnt you feel about certain legal and technical amn-

biguitips to which Mr. Mlathews has referred.

he provision vou read contaips references to conceslment and
unflair discrimination and alse the goneral cateh-nll provision nhout
proleclion comparable o that provided by and uader this title in the
case of axchanges,

Now, nonge of that i= in the present bill,

Mr. Reece. I consider the provision in Senate 4023 to be broader,
&% FoOu sugoest,

Alr. Watz. Very much.

Mre Reses. Thon the comparalile provision in the pending hill.

It is vour fecling that the peesent bill eontains ve sourd basiz for the
apprehensions winely existed on the port of the municipal deabers to the
provision i Senate 40247

Mr. Batiiews. Veryv definitely; asseming that there were spund
hases jor pppreleo<on 3t Lhat thine,

Mr. Revee. Tt woudd appeewr foan thee hearings, as T readd them,
thnt Commizsivawer Londis felt thal there probabley wna sonee Basis
for npprehonesion st at time ar thod ey o way, eoeldd wnderstand
why the wpprebension mrese, althouzh he did not imlienie that ke
expeci el The Comatiz-ien to mlnini=ter the seetion in uel nway s to
tring about the coplitions which the doulers were apprebhensive of,

M Mariiws, Yes,

i — iy ey Nl
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Mr. Chainmnor, thatis all T hevein the woy of o prepared slatement,

Mo Borex, Cotunissioner, T wonted w0 8zl vouw shout what 1
understand is & Doulemental provision i the bill, recosnizing the
denlers' niglts—nud I wse that term “'rdohts advisedly—un enter
into a cooperative or comerate associotion for their activities; I
mmirht say setling up & sort of fBetiiouws corppration in which, | pro-
sunie, the comporite activity takes in the individuel capicadist, if youo
cann cull liim that, in this eperation.

Has there beeic any porticular objeetionon the pork of individuals to
being brovght inte o sert of corporate systein indg which their
individual setion—at least by implieation—zs absorbed ?

Mr. Mathnews, Theree hos been objectton come to our altenlion
{from o very limited number of sources, and that objection it seems to
me, boils down 1o & fewr, thal the uelinns of this associntion might be
dominated by business competitors who in some way will be in s
position to injure olher individuabs,

Kow, to meet that, we have, with the Sennte committee, wotled
over very curefully the nature of the grant of powers to the association:
the limitations on that grane of powers and the reserving of pavers to
the Cormmission.  We believe that as the bill is drawn, and nssumin
thot it is efficiencly administered, the bosis for that fear is not 8 soun
one. Dut I would not be stating the matter correcily to voe if I

s did not agree that freim o few sources T have beard that fear cxpressed.

Mr. Bonsx. 1t sitikes me thaot we showld be poriieularly eauttous
about the exlent of the grant of theoretical mziits to this fietitious
sel-up, in that the individugl members of this set-up are undoubtedly
in the futore going o hove to depend vpon this corporate body (or
their own sclivity aod security; and then, tog, that soime reasoning
implies thot 1he individoal who mizht ey to funetion in g lttle weorld
of liis own outside of this corporate system, s more or less in o position
f pitempiing the iniposstble.

Mr. I'l.r‘FnHEn's. As Lo certain very impertant types of the securities
business, it is true, I think, that onc could not eperate suceesslully
outside of this wssociation, i the associebion pels orpanized on the
seals that this bill vicunlizes.  But 1t dogs emphesize the importance
of being cartain that the richt to this assoeintion to net in such a way
a3 ta iojure noy of its inensherss without [ully jotecting that wmember
in his rights, 1s very carelully guarded,

Mr. Bourx. It suikes at the fundmnentals of our Amercan
Ehilasﬂphy of sovernment: T mean, it places an ollioation on the

ommission to carry out that fumluwental, in that 0 beeomes vour
oblienlion, if vou sel up this corpopute body te absolutely assure equal
rights to coch eorpocute neolwr. cspeeinlly il you wre ziving i such
a power us will were or fess cornpel the inclividual 1o turn Lo the
Corporation {er his [nmee operation amd security.

I ain mat findime Tenlt with the peavision neeesqarldy, Lat 16 seems
to me thad Lhe Soncnssion s reeosniging in this wet what the countrey
at large has refused durimeg the last A yvears 1o recognize, thiat capi-

talism, as an andividoal eapitalistic sy=tem, o lonecr exists in this

tmmtr{, aml thot we are ruther dependent, so Inr ns seearity cven os’

inclividounls, = conceroed, npan g eorporste seatem.

So your ablgtiows wee go srewi U L want o be eetining i possing
ovor this nel, (hat Al secnriey aml salely of the individuasl within the
eorporale Action s ol a b ol cquality comparabilie W the gewral
philnsophy of vue foen of gevermnent.

B e i . - il
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CATr Marsews. Wa believe thot is the fact. We huave attentpted
yery carciully to protect e cielits of the individunls in Lhiece, realizing
the dangers that vou poitit ont. And we are continmed ty that helie
by the fuct that we think that as a gencrul thing, amons e people
i the industry, those who hinve studied the bill mest carefutly, agree
-with that canclusion,

Mow, understand, there are a great many people—{or instlunee, there
are hiundreds of dealers in the Investhicut Banlers Conference sup-
porting this Lill whose liveliliood is just out the window il the powers
under this bili are abosed, 1 there is not o sullicient resetvetion of the
power to protect, i the Governmnent.

Mr Bours. And yet vou presuine shev all recornize that those who
try to [unction ns inlividunls out stde of s eorporate systeny will be,
in a sense, approaching, as individonls, on impossible steuntion,

Mr. MatgeEws., We hoave had some estimates made of the pumber
of dealers who would come into this assecintion. We have o recard
of some 6,700 deolers registered winh the Commission,  And that does
not include dealers exelusively in municipel seeyritics. Noboidy knows
how wmany people might eome into this assoeciation. Bur the best
estimntes we hove ran from about 1,500 to nboat 2,300,

Thoze who take part in original distributions of sccurities are pe-
culiarly subject to the necossity of coming inta this situntion-—those
who take parct iu large-scale distributions,  Now, there ore a great
many people iy the seeurities bustness—that iz, in the securnies busi-

-ness i Lhe seuse of belus required 1o resisier as brolevs or dealers with
the Commmission, probably some thousands of them—wha will not
-eomng 1k Uiese aszoviations.  That i=, the type of basines: chot they
do is suel that they will not see the wpertnonee of coming .
" Inthe agrrerate, the amount of their business is, of eourse, relatively
small.  In number they aem very luree,  Edo not knes how maany will
cone nto this thine, We have leul o nomber of gacsses from witlin
-the indusbiy—and | min siwe they have been nude in good fridi—af
gomewlhers between Moo 15300 to 2,500, That seems ta be the beat
EUCsS.

Afv. Boues. 1t seers to e the poueral fonndation for disewssion
that we lave st 1hiz poind strenglbens the Daportuwe of caution,
that there not be dil-defined weants of arbitrary power either o the
Conuntsston o 1o this new ereatien of yYour corporate syzcew; and
in poingr thraneh the bl T hopo thet where there are sy [Uies of il-
delincd polenimhitios, tt we micht ibserr, in ot least two o theen
eoutroversial instanees, more specdic Innguneree. :

It seems 1o e ot this bk e itsell, while relatively wmmportant
to the natien at lacee, perhops 5 a0 recogition of elieost o new. aml
delinitely a progressive feature in onr Governotent, thut we will have
Lo 0T B an e ceotianae Avsteee Sl 1t ois so for reachinge a3 on
possible founudation, thou we oueht ta be very eantions, hoady 200 tho
Clonmmiission aned s representativis of the people, G delezating pewer,

Mr. Mavewws L think thnt s che spirit in whiel, we huove ap-

roeclied this e, That i the fesult we hove tied e secure.

[ there are any vespects 0 whiclh we have oot saceeoded mosecueng
i, 1 oanr s e we #4101 wind b Lev o seeture eeme 5o that wo
sre ot here Dnonny sense witk chosod mind= ws Goommetees ol ehok sort
in the Bill The thimgs thont we wree tadioge wodebinite poition o anoe
the gpeestions of seope amd preioeiple.
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Mr. Bouex. My object here, Mr, Chiainnan, wis (o point out to
the committes amd to all interested partics, that we are cree-ing Liis
fictitious corpomtwon—and elf cmporations are fietitions creations by
thl’," (u‘r'l. ernInel

MMr. Fichen Atificial. rather.

Mr. Bownx. Yes, enther way.  ut die point that I am mnking is

that ihe individuals, if they attempt to function outside of this cor-
porule existenee nre Wying to meed an bpossible situatien.

I hiave finished, Meo Chnirman.

Mr. Rurce. The tirst section of this bill dealing willy the associa-
ticns is not mateoethy ditferent from the provisions of tie Stoel: Ex-
chenge Act, denling with the stock exchonge? That is, there is not
anv new pritciple here? '

My Mathrws. No, si. We liave tried to Tun them parallel as
elosely as we coukl, O course there is this fundamontal distinction
growing out of the nature of the business: The stock exchonge is ou
exclusive arganizution. This cannot be exclusive. Aovbody who
will ablde by the rules of the game, who has a decent clmmcwr, edll
come into this resociatioh, There i3 not & property right in & =eat in
this association which could be transferred.

The pim hes been not to parrow, biue to spread out, te get into this

£530CIRLION NS tuany as we gah of these people, and then if thov come

in and form the assecintion, to parellel the stock-exchange sitUuRLion
as closely as the nature of thines permit.  But basically there is this
difference in conception, that a stock exchanze necessarily is an ex-
clusive organizntion and this cannet be,

Mr. ReErce. Tes; I understaud thal.  Alsg the present act gives
the Securities and Exchange Conunizsion anthority to rezulate the
over-the-counter marker, el if vou had the 1noney mnd were dispused
to get up an erganization te do se, you could reguiate the marksot in-
sofar &s you found it practicable.  And, 6s 3 underst and, in this bill
¥ou are suggesting voluntary IE'f'll.liﬂ.tmn throuel: thess associniivns
rather than cirect rerilatial by the Commission,

Mr. MaToEws. Yes. We are surcesting voluntony regulation so
fnr as it enn properly apply.

Now, there are certain Ieatnres of the rezulation, of course, that this
association cannot do.  They cannot piesceute n erimiinnl case.

Mr. Reece. Would vow wmind saving just what you have in mind by
clause (2) of section 15 {¢), to prevent Lietitions gquotalions?

Meo Marteews, Well, we fnd thi=s stheation gt |n|mquouth
guntutmna TIEs |J'uh]l~=hl‘=i by o deler which are not geavine ot all
e won't buy, e won't seli. or, perhmps, he sends out generally g
quEeiniion that he will huy 10 a!mm- of stock if they are oflered to
him. e will send out o quatatien which hears no relution to the
rec]l market.  The real ket may be 400 He may send out o quo-

tation fur from thee market.

I do not know Hiat b othink of ather fnstunees of 1t just nt present.
We find in the distrubtion of eerrain types of securitios of new eor-
porntions instanees of u =ades ewpaizn benyr pul on, selling the siock
we will snv nl 30 eonits u slure, and when we el inta it we fiand the
market s nvhbe 3 eenns g shaee, That = whers (hore is avershies
counter Lemling in it,  The ptice at which it is ol is not the market.
It is a fietitiows thinge.

A ey L L L e e romgs W ELp el - e - m are
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Mr. Reece, Just one other question, il T may. s there o wny
by which the Coinmission conld determine nod expluin in advanee
just._ what it aoticipated migrhe be done threurh this nethongy, that
1 giving eause for apprehiension to the unicipal deaiers? That s,
the scotion anthorizing the Commission to presceribe such rules and
repulntions ns may be necessary or appropriate in the public terest
or for the protection of investors, to prevent [rauduleat, deceptive, or
manipulntive ncis or proctices,

The municipal dealers scem to be very mueh eoncerned by that

authority. 1t would seem as # there might be some way of reachings
an undetstanding on that that wonld alievicte that opprebension.
Ts there any way by which 1t can be done?
" Mr. Marurws, Itis difficult for me to do, because I connot under-
etand the apprelicnsion. [ connpt understand why the municipal
deeler has thoat apprehension where the corporate Jesler does not
hove it

Mr. Reece. After they have testificd, you might then be ahle to
do that, becouse 1 do not think the testimony which they gnve before
tha Sennte committee pecossarily applies to this bill. because the
bili to which tiey were speaking at that time is, as Mr. latz remarked
a while nfro, considerably more lor reacling on its face thauw the prescnt
Bill.  After they have addressed themselves to this particular seetion
as now worded, iL might be helplul il yoe bove something more Lo soy
on that section.

Mr. Marhews. Il we con do anvthing to be helpful. we will be
pled to de it. We bave not been eble to so fur, becnuse we cannot
understand it. _

Mr. Eiener. As T preccive the foeus of the controversy ub Lhe
resend time, the muonicipal denlers seem to think that theyr should
e left just like privete individuals, sibject only te the stanerosy law
dehning frewd, manipulation, and decepiive practices; that 15, it thny
fect there is no need for the setting up of o body of regudations wilh
reference 1o what vou might call, those well-recognized concepts of
froud.

Kow, ean vou gpive us'some specifie examples of rases where there
mipht need to he an expanston, you might sny, by resubation. of the
points drivien at in subsections (1) and {23 of subscetion (o) oi seciion
15 as armended. namely (1) to prevent fraudulent. deceptive. or manip-
ulative aets or practices: aud €23 to prevent fietitions quatations?

Mr. Marnews, ! think 1 might give anillusteadon by gaing buek
first to & cuse invelving corporate issues.  You are all funiliar, of
course, with wlet happeaed te the renl estote sccorities mordiel.
We found, in admiistering our State stalnte w o dber of nstanees
where dealers whe wers il pressed sobd Boaels to enstomers walout
lettingr themn know that taxes were i defanlt o the properies seenr-
ing those honds,  We fonnd euses where dealers with seeuritiez on their
shelves wlinelr were wortl 0 wrul 580 conts o the dollar, eroatep col-
Interud toest ey il sold those seawe seeorities in imdirset form atk
100 conts v the dubbur

Now, as 1o the speciflic mformation with referenee o what the
exclusive mumicipal dealer Tews dowe, wo have very Dutle, for e reason
that ey aee 1wt pegaeieed (o pesister as brokecs mud desders wisler onr
aetc We ko i renerak Bleab they abe alumt G sonre Jond of b
beings that the rest ol ws nre. Wao know, for instanee, in s case that
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recently grose, il appenrs that & firm or o proep of firms of deniers
arranged for the wholesale intpery af municipul bonds, wheeh they
were selling, 1 do heot knew whether they are exclusively mumieipal
deilers or nnt.

AIr. Borex. Of course, that would be covered, Mr. Commissioner,
without Uiz provision.

Mr, Marrews, Yes. But what I o peinling out is that the
business 1s not immure from the snme sort of abuses that occur in
the sceurities bysintess generallr,

We have heard o pood deal about instanees—and I eannot eite you
Bn instance—bub of instances where municipal bonds have been sald
without entling to the attention of the- purchaszer the existence of a
default.  Butas to speeifie information, the only war that very much
of it could be gotien would be by an investipation in the field of the
municipal boned business, 1o find out just what they are doing.

We are neceszanly proceeding pretiy much io tle dark as to specific
iostances, in view of the foet thet they are out from under the act as
complelely as they are now.

1 do not think 1t 13 proper to sugesst to the committee many of the
rumors that we hiear, Eecuuse we hiave found so mony instonces where
rumiors have been circutnted shout what the Commission was doing
or chout to do, thot we are inclived W diseredit rumors that we hear
about what other pesple are doing.

Mr. Eiener. They ore locking for dictators under most every bed
now, aren't they?

Mr. Matiews. Apparontly so,

Mr Eichen. Are there any further questions? If not, we thank
you very much, Xr. Aalews. - .

_The next witness is Mr. Frothingham, Mr, Frathinghom, plense
give your neme atul tie copacity in which youo eppear.

STATEMENT OF FRANCIS E. FROTHINGHAM, FREEIDENT OF THE
INVESTMENT BRANKERS ASBOCIATION OF AMERICA; VICE
PRESIDENT OF COFFIN ANL BUERR, BEDSTOK, MASS.

Mr. Frotmiscran, Mro Chairman and zentlemmen, my name is
Franets K Frothinglean. 1 am presideat of the Tavestment Bankers
Association of Ameries and vice presicdent of Cotlin & Buer, an invest-
ment boand house, Boston.

Mr. Eicner. 130 vou have a prepared stalement vou would like
to lenve with the cotnmitiee?

Mr. Frortorsgran, What [ have is i my heal.

Mr. Ercrien, We shiell be vory wiad to lzten.

Mr. Fuornosonaste Oewtlemen, | oam nat sainee to take up any of
the detniis of the Lill, o zeine to leave thew to be discessed by
Mir Sterbweather. whon 1 will spes of oo mement, What L

Cperticnlarly wantied foode was teosive vao, i yon would ellow me e few

minutes te de so, o backeremnd of what the Investment Doankers
Assoviztion is, the pleee et i (= aial wiset it s tevine to de.

The Investanent Batkers Associmiion has now swhond 7 membors
seatlerol all over the conntry,  These muetmbers reoge Trom the
lariest ta the 2radlest boose.

Just over 1000 of the mewbders hpve less capitnd than £30,000.
About hall el e have eapital of hess than $25,000, Soine 10 or &
dozen hinva capitnl of less than S10,000,
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The nssociation iz manared by o boand of govornors, 32 beine the
ﬁ‘ verners praper and the bulsnee being tie ollivers of the ssseciation,

hesa wro scrttored wideiy ovor the country, as I will show yon in s
momant, .

The nsspciation has some 18, swhnt misht be called cutonoimons suls-
divizions, known as the groups, cach with its separate chuirnan, tts
own eflicers, but working within the association.

The purgase of the association hps been, ever since its ihception,
to raise the standards of practicn and eonduct in the business, to

a agttontion to various ferms of lezistation, both State aad Natinnol,
g}lmt come up for its constdecation “ancl thet affects its business and
affects ihe public interest.

The association, throurl: its theo presicdent, the lote Ar, Chnshic,
was primurily responsible for the development of the code in the times
wheon wo were developing rodes it the country.  And T think that iz
an exhibil of the esrnestness and the purpnsa of the associztion. That
oode fnally became the basis for the Investment Bankers Couference.

MNow, if I may, in order to indicats te you the back-ground i this
gsgocintion, point out that of our covernors, =ix ore foom New York;
three from (%‘lum"o two [rom Phllndciphm one frem Detroit; two
from Laos Angeles one from Monlrenl: one from Clev elan; two lram
St. Louis; one from Baltiinore; one (rom Boston; onc from Pittsborgh;
one from San Froneiseo: one from Silwaukes: one Mrom ‘r‘r'nshinj:tnn;
ane from New Orlerns; one Irom Cincinnati; one from kansas City;
one from Sentile; one lrom Denver; one from St. Peul; and ons
from Spokane,

That gives you the breadth of the brekground of the nssociation.
hq:m I suppose thak some five hundred members of this azsociation
are alsu members of what is colled the Investment Bonkers Confetrence.
Thet Iuvestment Bankers Conferonee fins a borrd of sovernors,
I think. of 21, of whom 17 arc metnbers of the Investment Banners
Associntion; four or tve are also on the Investinent Banlkers Assoria-
tion Boord of Governors. 5o that the I B, C. eannint readily in these
matters bhefore vou be fistinguished from the lnvestanents Baukers
Assoetntion; 50 they do not in fuck represent substantially separate
points of view but wre ouch mere wWdenteeal than b superfiecid consider-
ation would lend one to thinlk,

When this Maloney hill cong up for consideration I appoinzed a
gpecinl comittee w congiler ane weish the muger. Thet eomnutbee
was made wp of Mr, Starkweather, (rean New Yorl, chainnan of
Starkwater & Co.; Ao Perey Tlall of Morgan, Slonley, New Yotk
Mr., Kusnes J. dlnod, of Boston;: Mre, Devercoux O Jegepl, of Phila-
delplia; Mro F I Tall of Haenis, Haoll & Co, Ohdeoma: My, dean
Witter, of San Franciaeo. e was not ouly ak tl:u.* liearies before the
Seitnte cowmittee but during the deliberntions of the commitiee
wns represenied by his New Yerk representative.

T'hat cornamittee haed benvingsowith obhe pepresontatives of the Cons-

Hissionn =0 ‘orminissiver "'I.llthvl.-.s-., A Waee, wml Mo Davis, ’?n :

lid a long and feendiy diseussion withh Senator Malowey, M,
Bathows, Alr. Koz, manl M. Dravis,

Weo cdenvored o every way thae we rould 1o keep i toach with
CHE mssane i vk |:}' e af eageaniertion o these IOVO I atul

. ofhieers, s thet o lor ez possable we gl eellect sts views,

—
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Our nssocintion has aii along been in sympnthy with a voluntary
nssocinkign for the regulution of over-the=ounter markets. The
over-the-counier mnrkets are o very large part of the sceuriviez
busineas of the conntry.  Perlips there are 10 titnes as many securnties
m the over-the-counter market os are histed on the exchange.  There
may be anywlere [rom 6 to L0 Limes the actund money volune of
business done daily an the over-sthe-counter muerkets thot ters s on
the Stock Exchanre.  We ore very appreciative of the need of reguln-
tion i various directions m the over-the-counter markets and have
wanicd I every wny to cooperate with the commissioners in their
endeaver to onforee suitable s reasonable reculations.

Tlhat is the backpround of our whole attitude toward this subject.
S0 far as the municipol men are concerned, we lwwve felt that tleir
gituation was o poru?inr uied special thing and we would leave the
handling of it Lo then,

Ouuside of that, dis asseciation has in no way individually or as
an associntion stimulated or lomented any objection o this bill ot
eny point.  Whatever his appenred hes eppeared voluntarily and as
& mebter of locai iuterest or by porcicular persous.

We lave felt, ns T say, thot a voluntory nesacintion was Lighly
desirnble. This bill we do not considler a scif-regulating bill as
setting up 6 sell-repulatiog: orpuntzation., It 13, on the cooirory, in
g0 many dircections, nsler the repulation and prescripticn u? thie
Securities and Exchange Commission thot it cannet be so culled.
Its relotionslaps ore, il you chwose, all right in many directions.  Ye
hivo ne objeciion to muany of thom.  But, on the other baml, we heve
felt it our cluzy to try to put this bill in suck shinpe thot it would mect
the cxigencies. of market considerations and tﬁllicu]tits, which we
are kecnly alive to, while =t the same time trying 1o make o bill that
would osccomplish the purposes i .

Our theory it regard Lo this bill 15 thnt it should be within itself.
complete il cloexplonstory.  Any bl or any docuament, in oonr
business experionce, which depends upon interpretatioes socner or
Inter does not reccive those interpretations. There 15 & very repid
turm-cver amnngst us all; a turi-over in the Commission; o turn-over
in our owin business, o tur-over in life,  Alresdy the Securitics wnd
Exchange Commission has had theee cheinnen iy the shiort period of
4 yenls.,

As time poes on Lhose who were responsible for interpretations nra
no longer with us, and those whoe have to eperate under a tuil or oper-
ate under any cobenct that any ef us moakes nwene cuwrselves nre
sooner or huter redluced to the interpreintion of the wonls of the cou-
truet.

But our purpuse ik, not in eny antagonistic wey but noa feiendly,
cooperative way, 1o oot this bill, i possille, in that shupe so that it
will be sell-sullicient wnd sell-explunators.

After this commtdtnee that 1 speak of appeared before e Senute
comtaittee atwl wlter {he Seonte evounntee hod pazsed oo the Madoey
bill el leacd civen itz eemsons foe it appeosal, 3 oealled & omectiog of
the Boaand of movernoes of onc gz<ociione in Chieaso, (it of 20 ooy
ernids, S were present, showlae e inteeesi thor was ko ine the
matler. Two were sick, two were ol of Uie coundey, aind the ol
three were dedstiedd by iporend biasiness oeacementa et toey
could nod et aside. e of those thies, Lwe sent w0 thelr oplinnons,
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20 that tlhat mecting of the board of governors, which continued
through en etilire duy and exlinustively went over every pluae of this
bifl, represcnts, us lonestly us nny eould represent, the thougltful
officinl representations of thie Investment Banlers Associatinn,

Now, we wore conscaous of Lhe fact thiat there was o very wide-
spread ohjnct.ion ta this bill. We felt that perhaps & preut deal of the
objeciion wux because of a Jack of wmlerstanding of the Lill. brepuse
it hed not reached the hapds of maony in the business; and the impres-
ptona of it and the interpretutions of it we Telt were perhiaps not basad

“on the broaed grounds thot they owglit to be.

We very carefully velrained, ws I telephoned to Commissioner
Mathews afler our bosrd aof povernors meetmg, from polling our
membership oF endeavoring Lo feb o vale on thc subject, hecause wo
felt thnt that vote would be overwhelniingly adverse to the bill. Our
reason lor not doitte that was that we felt that as the bill became better
understood it would come more near to receiving the supporlt which
we thought it was entitled to.

At ihaet board of poveroors meeling we passed two resolutions.
Dre showed a two-thirds mnjoricy fer “the report of the committeg,
which was to support the bill, H certnin further amendments could
he made. That first rcsc:lutlﬂn eliminnted Lhe ameodments and
woted by a two-thirds majority to suppoert the hitl

The second resolution referred to the three [urther amendments
which Mr. Mathews has spoken ol aned which we still feel very im-
portant o mneorporate in the bill,

That sceond resolotion was supported by a 100 percent vote and
the fceling of the boand was that f the three asmendments were incor-

rated in the bill, the bourd of govervors' initind vote would Liuve
EDED 100 percent mstemf of two-thirds.

Immediately that was done, ancer the instruetions of the boarnd,

o] zont to the Compissioners, t2 Senstor Maloney, to Senntor Woammer,

& stotement of just what the board hued done with o copy ef ideso
resolutions.
Now, gentlemen, as titne has rone on, eonditions lave chitnged very

mati:n'ﬂ] , bave changed in the husm{::.s worll very much {or tlla

worse. We nre conscious of the foct that the gpproval of thiz bilt is
Yess substnntiel than it wos goginally; that throushowe the country
there hias beei a feeling of disguiet and unrest about it. Al L think
that if 8 vote were taken today, probably the vete would be against
the hill. 1 iive little doult about thet.

There have been sroups ret topether as in New England, as in
Chitcapo, out in Wichitn, IXans., and in other places, streosly objecl-
ing to this bill, u least unless certain amendments ean be nade.

hie situation is not an eazy one to tueet, Busivess is very much
disturbed, very much eoucerted nhout cverything now, az vou koow,
Every stnp in the way of further rl."f'ui.llm\' logrishition. with detailed
preseriptions as to rifes and previston of lanT.ull, s 5w lar as seriously
to hanmeper waad Beerupt the aodinary eourse of lnsiness in the nauy
detnils which really the businessoen ore more fpmiliar with rhom
mwhm!v else can Le,

There 15 ne desive, however, on the part of business—1 think I ean
BNy it—Lto protecl :m_\l:ml_v whae is poilty of Fried, to protect snvbmly
who bs guiliy of wroesdoing, in uny way to cover upr or conceal derelic-
tions, Lul there is, on the other bawd, & very great body of men i

—_ e
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tha business who ere s cornest as anvhody con be in the Government,
53 anv of the Sceurity ond Exchanze Commissioners can be, to do
evervthing that can he rensonchiy dene to put this bosiness an the
plane everywhere that 16 shonld be.  The business, on the whole, is
pretty well baaudled.  On the whole it is honestly hondled. To seek
out the maeticwous and Jetailed nitles whick will provent the fow from
going "honvwire" ancl greatly inconvenience and slow down the free
processes of the enpital markiot is to make a mistake. So that I am
perfectly confident that the Investment Banlers Association, every
member of it, would azrec with me in that stateriont.

T will not say anything more, pentlemen. 1 will tuen the meeting
over now to Mr. Starkweather,

Wr. Rerce- Dores your nssociation require dues of its members?

Mr. FroTHINGHAM, Yag,

Mr. Herce. Would o1 mind stnting what they ore?

Mr. FroTHINGRAM. We have a varving schedule of dues, from the
largest to the smaliest honses. T think our moximum dues ate 5200,
Wehaven elass A, o class B, and o class C membership, It does down,
as 1 remember 1t, to $30.

Mr. Reecr, 5o the smaller houses, pay less dues?

Mr. FrotHinGRaM. They pay less, ves.

Mr. Rerce. Moy I esk ooe other question? In order to comply
with the provisions of this bill, would it be necessarv for the nssocio-
tion to incrense its dues and il g0, approximately to what extent?

" Mr. FrRoTEivanaM. You refer to the possibility of the Investment
Benkers Associstion becoming one of the repistered associations under
this hill?

Mr. Reece. Tlhat is right.

Mr. FrotHiveuay. That is a matter that we rre now considering,
whether or not the Investment Bankers Association shiould er could
Le such n body.

The Investment Bankers Associntion is mace up of Liovses who are
primarily in the capital market business, ruising new capital for
warious menicipal and industrinl ond ather porposes.  We are exclu-
eive nt the present time in that respect.  But we are nelusve with
repard to the cotire lichl of that kind of operation throughout the
United States.  We linve members wha nlso do o brokerare business,
but that is nat primanly the eoneern of our essociation.  They do
that, so fnr as we are concorned, incujentally.

Mr. Eeece. What T reelly Lad tn ming is, in arder to rezister with
the Commisszion undet the provisiows of this act, would your nssaciation
find it necssary Gy impose a finaneinl obliration on e monbers which
might, m the case of the small iensbers, becore burdensome in view
of present eorelitions?

Mr. Frovmivonanm, I do not think that is & question. siv, that [
can ganswer, beeswse how these resistersd nssocintionz will be sot up
andl ersanizal is still o the Jap ol e gods, Oppottunity is given
urder the Lill for several of these agzeciations to be set up, M
judgment would be that the functioning under the bill will be better
if there i one g tional wssocietion, with locul groaps or eililintes, 1
cannot very well conecive w canple worlieng pareallel.

Now, what oreanizatwn should Gecome one of these valiptary
pssnctilions, whetlve the Tovestment Baokers Coplerenee miehit
metamorphose itsell inlo stele ot p=avcslion; whether or not Lho

- — ot




g REGULATION OF OVER-THE-COUNTEIN MARKETS

Tovestment Bankers Asseciantion mirht become one: jnat how iz shonld
be hundled, is something thnt we are parnesily conzsilering now, in
order that the most elfective gperation mny be brovebt about when
and 1f this hill is passed. )

“Flease nsk me, pentlemen, any questiong vau want to, beeause the
Investment Bankers Associntion bz notlinng to concenl in this motter,
Y would like vou to understand aur po=sition,

Mr. BDRL'\ Mre. Frothiughone, I believa that your .1*=<-r1t'inti!:|n of
gourse, 1s Leilt on some par ticulnr rdv antiye of serviee toits mentbers.
Is there any feeling on the part of the Inv estutent Bunkers Assurintion
that whatever sdvantages lie miwrr'ut. in thetr coopeorative action are
invaded hy this I.u]l moeny way? There ave some benefits that your
organization carries to its incdividual members. Do vou feef there is
s donger of the loss of s;ne of those benefits in this bil]?

Mr. FroTrixoHan, That. might possibly be. It depends upon the
functions wlich o regisiered sssociation could sssume. | em thinking
pow quite out of my own pund. These matters are stifl woder dis-
cus=sign with us nnd i cen express aohody's views but my own. Byt [
have been unable to see quite how this Malenes hill, being et up in
its terms for the regulation of ever-the-counter I:l‘lﬂr]-.l:'[&- without eny
word in it suggcstlnz any ollier functions, cither 1 its werding or
balween the lines; with the only “ords in the bill, il I remember
nghtly, in the pr?nnblv which snvs, “nnd for other nurposes.” whicl;
woul :E’s upgest it could be a proper fuaetion of this gssociation to
watch pending legislntion. to take @ hand :n it, 1o teke positions with
regard to it, to appeor before thie Commission or belore rhe Huuse; of
Congress

Mr. Borew. Of course, that is part of all asrocietions,

Mr. FrordixcHay. I linve not been able to see quile how tiose
funclions could he assumed by o body created wneder chiz bill, If
they eould be, they inizhi do away with the nesd of an Investraent
Bankers Asspcintion. 1 theyr could nat be, 1 shiould sav that tereis a
very defiuile field ior the work of the Investment Brukers Aszociation,
in connection with the many lemislative mnatters aned the broad prob-
lemns thot come up ta e considared by our investiment baokine feld
of operation.

That i1s veally an underwriting fleld, carned down fo all the small
participants in underwritine whicl is. to my tlunking, separate andd
apart from the [mr[mlrlnr job of ceguleting the over-the-counter
markets.  All of that is inllux, and 1 do net see guite liow it is going
to work out,

Mr. Erwcurw. Dags vour pszociation nssaine to do any policiye of its
individueat members? I other words. do you sebup o nadional seaned-
grd nf businesz juactice miul provide lor some punisheuent if they o
nol five up tooat?

Ar, Frotmixauas, We Lieve, Mre, Eichier, repeatedly set stamlands
of bustness practice. Fnoa vodintnry aasocintion. fhe question of

palicing, as you ean teadily see, 15 o very iflealt ones I v over-

police, vour menber=hip diswppeurs, M Ay Urelerpodece, voil de not
perforin vour Tunethons, =o that really e thooe which 1the ovest-
ment Banker socintion has dene s the vonrs bave boce reiiner by
I8 to pat constant paressuve oo rnploying staeaderds amd methods of
businiess. Amd we dliok defintiely we have ptised taema, We have
doase o geat deal of valunlde worke in coection with Lo to-
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gether aned making more uniform different State laws, overlopping nand
similur, such s notably an the “blue-sky" direction.  We think our
efforts have hoen cumulatively wselal in the direction of mproving
stondards.  But when you usk the guestion about policing, we have
to be very cautivus,

Mr. Eicyes. Do you not think that with just the rirht amount of
governmental support, you would be helped substantially in maintian-
m%those stantards? o
- Mr. FrotHixenak, We have no objection at ol to Government
support. What we want is Government conperation, What we
object to Is the meticulous rulings of the Government with regard to
the details of & business which we, in the business, ean hetter under-
gtand and appreciate,

We renlize, of course, that in these times of change, and different
pints of view, we may be Litdebound by some of the things we have
een doing [orever and want to keep on doing [orever, in just the same

way that the point of view of those who, under n Securities nnd Ex-
chonge Aet, want to rectify oll extsting abuses, ma¥y proceed in that
direction more repid!y than the business can absarb the suggestions.
That results, in muny instances, we sre confident, in increased con-

fusion nnd in a slowing dowa of the normal processes of 8 free capital

market. o

Naow, the Securities and Exchanoe Commissioners are nlive to that,
I am fully convineed. Thes ore wiive to the fact that there should be
many simplificetions.  And one of the things which the Investment
Bankers Association would like to do is to eooperate with the Comn-
missioners in a sincere effort; while not sthnding in the way of the
curing of abuses, yet helping to mnake the steps toward those cures
maore rational ond workahle than many of them are at present.

Mr. EicHEr. Do vou have any statistics indieating the promortion
of the total volume of over-the-counter transactions in the Nation
that the membership of rour azzociatiou reprozsenes?

AIr. FroteixcHas. I suppose, Mr. Eicher, that the Investment
Brnkers Assecintion probably dees at lenst 85 percent of the under-
writing business of the country. ;

Now, by underwriting busitiess, I mean the collection of enpitnl
from the sources where copital 3 available, and turnine it over to
industry for the conduet of ts epeeations, or to the municipalities for
many municipal improvementz which are not of n self-sustaining
character: atb lenst 85 pereent,

br. Erener. If there ore no furlher questions, thanld you very
much, Mr. Trothineham,

Mr. Fretwixguasm. Thank vou, Mr. Clairman.

Mr. Eicuer, Our next witness will be Mr Starliwenther, It is
now 11:43, and I think it would be hese if we recessed until 1:45 when
Mr. Starliweather will take tiie standd. Apv T sav that the elorl sue-
gests thnt aoy persons who are here who wish to testify nnd are not on
record with lim, make theie applicntion to lim daring the reeess.
Also, in the weanwhile, during the noon reeess, if there are nny rrouns
here wha would lilie to unite upon one spokesman for the afternaon,
we would be verv plad to hinve the pomber of wppearinces reduced ns
far 03 we enn, witl full apjoriinily, lwwever, for fell expression from
anvona wha wizhes to be leard,

he comnitten will stord in recess anfil 1:45.

{(Wheraupon o recess was tekeon entil 1:45 p. m.)
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oG REGULATION OF OVER-THE-COUNTLI MARKETS
AFTER BECE:S

The subcommittee reassembled, porsuwant o ihe taknz of the
zecess, at 1:45 p. m., Hon, Edward C. Eicher (ehairnmnd presidins.

Mr. Ercnnpie, The committee will please come to order. e wil]
‘hear Mr. Starkweather.  Will yau give your fudl nome for the record,
Mr. Starkwenther?

.BT&TEMENTI OF JOHN K. STAREWEATHER, STARKWEATHER & CO.
HEW YORK, N. Y.

.. Mr. Stangweatnen, My name iz Joln K. Starkweather, of
Starkweather & Co., New Yarl

Me. Chairman and gontlernen of the commitles: Tn speaking on this
Bill T pm =penking rs chairmen of o special committee arzantzed by
the Investment DBankers Association (o consider this mateer. but T
showld also lilie to sny thot I spenic, harving in mind the foct thay as
one of the smeller dealers in securities, (his Lill Influences my own
business and, therefore, it is entirely possible that some of my feclings
may reflect chat nlso.

The Investment Bankers' Associntion ot their meeting in Chicaro
passed two resolutions, the first one endersing the aclien of this com-
mittee, of which 1 am ehoirmon, i supportine the Maloney bill.
At the samie time it wns evidenced at that meeting that there wos &
very strong undercurtent of opposition.  That epposttion centered in
certain definite scctions of the country, particularty in Nex Englang
and in n district of the Obio Vaoliey, centering on Cincinnat and
Lowsville.  That eppasition was so strone that the board of governors
finolly pnssed o second resalution in wlhich the presnient of the asso-
clation was instructed to advise the Securities Comnizston an:l the
Congre:s that in their opinion the ersanization of ithe association
under the bill mizht, and probaldy woult be, serious!y hoampered if
certain clinnges were not made; 1hat the coinmittee ana the board of
povernors were prepared to do all in their power to see that an or-
ganizotion was successfully earried throueh, but that thev feir there
would be great reluctance on the part of moany groups, and thet the
whole process would be slowed down and made more dilfeult.

Wikl that a2 3 preligneery, gur Arst cliwmgre, wloels I shonld ke te
dizeuss, hiee to da with o matter which Commissioner Matihows dis-
cussed this mornineg, nmely, Lhe inserlion of the word “wlilulls™ on
paze 135 af the Bl line 7, before the word violated.”

You will notice in the bl as it is before vou thet where violations
imvolve the Seenritics Act of 1933 “wilfullv" iz insected : where b
becomnes o questinn of romove] of officers of the assecintion the wotd
Uwilllydly " iz nlao toserted. T conpeetion with e Securitics Aet of
1934, the waord “willlulle" lus been omittel.

We Delieve thot “willlully™ shiould be insevted in thet place. We
Thelieve that dtis eotiely lovieal wud in line with the otliee 2ectiops of
Ahis act which invobve stmilar wordinee,  YWe elieve it 1= ooly Fair ty
the iclividunl Jealer, and T apeal; in this caniection, Teving i1 miwd
my own perliealse stheation Yo haeve 10 the Seenritivs et pf 10
A Bl whiclin this copy [ heve s some 39 pames o, Woe Lave o Lhe
il before s wo caldibionnd 19 poees and we have bl gpe—

Ale, Bowes, Me, Clisirmon—-—

My Eaenen Mr. Boren wonld like to rsk a question.
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Mr. STAREWEATHER, ¥os, . .
_ Mr Doues. 1 would fike to ssle vou, where vou wanted to inscrt
the word “willfully”, when it refers to Ue oflicers of the orgabizu-
tion=——-- '
Mr. Bragswrstner. Where the Commission has the cethority to
remave from office any ollicers or director.  Tlhint s, starting in line 15
of the snae pure. .

Mr, Borex. What page?

Mr. STARKWEATHER. Pore 15, : ;

Mre. Bapew. Aud where else 12 it that vou want tlint word inserted?

Blr. Starrkwearser. We want the word inserted in line 7, where it
epplics to the Securitios Act of 1934, You will note that under the
‘first section it reacs this wor, n eflect, that-a member msy be sus-
pended from an assectatian Bar any violabon of tlus title wlich in-
cludes the Sccurities and Esxschange Act of 1934, os well s this s mend-
meat to it : :

Mr. Borer. The term “willfully' is uzed in the section referring
to the officers—that is now in the bill? ' .

Mr. SrtaurweatHer. The term i used In relerming to offeers;
used in the section referping ta the Securities Act of 1933, It is
Feft in that section Loving to do wiith the Seeurities Act of 1934 and
this omendment therrto, and we sce no reason why it shayld——

Mr. Borex {interpocing}. You «do pot find any objection to the
language in this parozraph, siving in brood general terms powers to
mnke rules, repulations, end so furtly, and so0 on, provided the word
Hwillfully* s inseried.

Mr. STARKWEATHER. We have no objection If the word “willfully™
iz insevted. Of course, [ renhlize the strength of one point Mr.
Metthews brought aut this morning, and 16 is perfestly true, that

insofur os the word “willfully” s eoncerned, in a section like this,
i, increnzes the diffculties of administration.  There s no question
phout hat,  Ou the other hand, Inokine ot it Trom the standpoint
of the businessman, it seems to me thot when vou sey a man's
business in effect can be killed for any violeton of the Secatitics Aet
of 1034, ar this nmendtnent to it, or any rules or recolations put out
uader it, it seems to me that vou are inflicting on the dealers of the
country, the smali-buziness men, a=z well 2z the lorge-husiness men, o
trermendous burden.  Wa eannot all sit with o lawver ot oar rieht
kand every minute. We buave got o heandle our business without
Teenl hielp continouzly mnl the very idea that I miciit be put out of
business for o techinieal violation on e pare of enc of iny men, which
I know noathing aliout, apnellz me, frankiy.

It is—T think that it i perfeetly true, what dre dMatthews snid,
that you eannat assmne and ron oneht not ta assume that any action
of the eommission will be eapoeivus. T de nob expeet it Lo b byt
I do kpow this, that the views of men diller oneven the same waornling,
The views of et liffer as o very amall nets in this Life oud the very
idea that T mny Le pot ont of basises: or in offeel put out of bisiness—
becunse thol s 1y elleet the penalty hete—s w ety vinlent penaliy
to place in the contrel of any commission, 14 secinz (o mie

Ar. Borkx, Yoo wonld he pgeeenble to isertiog the wored “wifl-

Cudly® alter the term "™vinlntes any provisions of fhis ticla™?

MMr, Starswerrtien. That is what wa would hike,
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Mr. Booex, Aflter that, and not priov to thetb; not soy hes Y'will-
fully*' violated any provision of this title?

What I am getting ut is, ¥you are ot wantine the word “willfully
in there witl relerence to the law gs it Appoars in this act. You do
want it 1 there as to the rules and regolutions which the Commiszion
may lay down?

Mr. StankweaTuer. I think it should ba in for the whole thing,
Mr. Boren.

Mr. Borex. As o general matter of Inw you would not hold thet
we pught to test the law on whethar or not thers is an iolent to viclats
the Jaw. I think that ignorapce of the law does not excuse violating it
a3 a general principle.

Mr. SranxweEarHER. That s pecfectly trug; yat I my=elf see very
Jittle diffcrenco in the use of the word “willfully'' in subsection (B},
fina 12, where it reads:
han willfully violnted any provision of the Seeorities Act of 1033, as amended, or
of any rule or reguladios thereunder, or bas effecied any Lransaclion (of any ouher
person whe, he had reason to believe, was willbnlly viglating with respect to such
transaction Any provisions af éuch et or ruls or regulntion,

I see very little difference.

Mr. Boren. I agree with you there, afl right. I do see u distingt
difference where vou soy “wil'll'ully,” with relution to tle officers of the
company, but now what I am tryioe to et at is tlas: Is it the lew ivsell
that you want to hove tried on the hasis of intent, or is 1t vour fear of
the possible proat oceunulation of specific rules, techinical rules, we
will sny, by the Commission?

Mr. StarkwesTtHER Well, it is n combination of bath. The law
itsell 15 very technical, in spats. The rezulntions are becoming even
more technical and ave piling up vomtinuously. Ewvery case that is
brought befors the Commission results usually in sons new wnterpre-
totion of some specific 1tein of it. .

Now, thnt process is probably zoing an for years. We are piling up
the body of wtorpeetation, mles, and revulacions, which it bocomes
extremely diflicult for the oilinary dealer to follow. 1t may be that
the lncoer dealer wiho can adlord to eniploy counsel continuoesly coo
do tlnt. The smaller dealer certainty cannot.  The swaller dealer, n
the smnaller towns, [ know, eanngt. Aoul, 1 Eeel that the word fwill-
fuily” is prepethy in the sccond portion of this starrine with (B).
I think the swne provision ouehit te be i (A, where it npplics to the
1934 gei. ] ean see really no reason why it should be, o vielation,
ehiouldl be the suliject of these penalties for o violation of the 1934 act
and nob the 1033 wet. 1t seemns to e tlie same peneral theory applies
to both of then.

Mr. Bouwx. I lind no fault with vour anplogy there, bot il there is
nnythime in 41ds low it is bicelldy teelinieal wned not cleare, then [ as
a menther of the subeoaeitter, would like to elarify nny portion of
the low wheee theee s nny dogbt alout i

New, 1 think that iz sullicient answer to your eonlention. You
want the law nl=o Lo b Dol oncindent.

Now, neting on thit assnption, vau do not want the wording to
apply necessarily Lo the law el ns Lo uny possible recalation sod 0
forth that the Contmisston ekl inow sense pud wpan venr busipess,
1 enn see that Hhere soms moeel loeic e elieving that the Connadssion
will put such regaletion in iz there is in the assamption that theyr will
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| not. I mweoan after oll, men are just men, and this is 8 Government of
lnw and not of men.

I br. EranwweaTien, That is richt,

. 3 Mr. Bontx. And o I arn interested very mueeh in your point; but
I would like to see il what vou kave to olfer applies ta the rules and
| reculations ar the act.

Ir, Sranewestuei. & little later T want to go o little more
extensively into this, but Ict e just call Four attention to paze 16,
line 15, the wording "'to prevent fraudulent, deceptive, or mompulated
acts or practices."

F Now, the word “muonipulotion,” which I would like to discuss more
at length a little later, is 0 very broad word.
You take the ponular conception of manripulation and rou might
get one set of foets, but if you take some of the highly technieol inter-
retotions of the word “mamipulation,” you can arrive at an entirely
ifferent aspect.
MNow, that is the type of thing, and ns 1 =ay, T should like to discuss
that particular seetion more at length later nnd would rather not do
g0 now ) but 1hat is the type of phreseology in thiz net which bothers

} the denlers. o ] ) )
, If you have an exnct definilion of *manipeiotion ' that is one thing.
I .J do not think the Commission has as yet been able to nimive ot an

exact definition aof manipulation. I know tlet there is o tremendous
emcunt ol conlusion on the part of deslers ss to just whet constitutes
manipulation and what does not.

As T say, I should like to develop that thought & little bit further
and possibly in connestion with that seetion I should bring oul a little
bit more clearly what I mean about this.

) Mr. Bonex, Your arziunent here s about the use of the term Pwill-
¢ fuliy " If you con, or are prepared to do se, I would like for you to

resent an orgument aot on the assumplion that it is correck in (B,
ﬁut on the assumption that this subcommittee will probebly stoke out
Hgilllully ™ from all sactions.

Mr. Starkwrearner. I would nnswer that in this way: T am speak-
ing not as a lawyer. I cannot speals from the legal aspect of 1,
edn enly speak upon the basis of my ewn experiente in businesa..

1 have in my orgnnizntion—a relatively small orgnnizntion—but T
have some 30 or 40 people.

Now I try, ansl my partners try, to sec that there i nothing dona
in our effice which is not in entive conformity with the lnw.,  That is
our intention. Dub I never knew wlen smne of my men may do
eomict liing which ks eonteary to some tochnical section of this law, 1
do not know what thoze will be. I oever konow what they will be,
But I have n =steony feeling suvsell, and 1 say, speaking entirely not
as & lawyer ot ali, 1 have nosteone feeline my=ell thint 1 shonld net be
put in a positon where n noonwidlful aud lechnienl violotion of the ow
should =ubjeet e to suspestion from this wsoeiation,

e R reep—— ——— i —

' You will reeall, meatleawen, it the rewsen, the anly redzon, you
I con orpanize Uese pesocinlionsg lies i the power granted these nsso-
ciations in that section of the low ta withhold oo the nosmenbers,
commissions on atles of securities; alsa to prevend, presunelly, a non-

( member Tromn Belne o mwember of o syndienle beaded by menibers,
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Now, for these of ws, those in the business, whn de not ordinarily
go into syndicales, ﬂt}u:r' a5 underwnilers or s selling proup distribi-
utors, that may make nodilference; but i the husine:s of & very lurgo
percentagc of the dJeabees of the cowdey that would muke a very
gerious dilference. 1t woold mean that a lavpe part of the income of
my e amd other Gems would be elinmnted if T eoultd not do busi-
ness wilh members of that nssociation.

Now therein you give in eflect to the Commission the power of life
of denth over my business.

I do not objeet to that if T willlully violate the law, knowing what
the low is, and deliberalely violate it; but I do objeer (o that theory
u{'it. il it is & techoien]l viclation of the law which I know pothing
about.

Now, I think, my=elf, that any serious violation of this low would

" certainly pmhubl\' be willful. 56, the Commission would heve entire

suthority, presumably, 1o suspend a denler for eny senons violation,
but I do not think, speaking of it frony the standpoint of the denler,
I do not think that the Commisston showld have the nuthonty to put
soyone oul of business hecnuse he breaks o techmcal rule.

vow, pentlemen, thot generaliv is & nonlegnl explanation. I oam
giving my personal explanation as o dexler and I know it is the leelinir
of hundreds of dealers all over the country, feeling that that power s
excessive, that the possible penalty is excessive, while it mar not be
used and pmbuhh woulld not be used in 100 ceses, if 1t ks used in 1
case wnfnirly, it should not be in there. .

Mr. Reece. I see thet "'w iHfully™ iz wsed in section 6. subsectlon
(B}, denling with the registration on nationel security exchonges in
the Securitics Exchange Act of 1034,

Mr. STarknE ATHER. Willlully 1:-, nob in that. My understaneding
is that “willfully" is not included in the present 1934 aet Laviesr to
do with members of exchannes, but s in che 1833 act under somewnat
gimilar conditions.

Mr. Rerce, What is the relationslap of it in section 5. this provision
under sihsection (B} to the eflect thot no registratien zhall be gennted
or reonin in force, andd I interpret thot “romain in foree” g3 mrnlI!"
the power to snnul the registration, unless the rubes of the rtt]mnwe
iocludes o provision for the expulsion, suapenswn, dizevplinane of
members for conduct or procecdings inponsistent with just and equit-
able primeiplez of trade and declanng the willful vielotion of anr pro-
vigion of thig tvpe or eny ule or reeulntion theemmder shall be
considered condiet or proceedings inconsiatent with just and equitnble
printiples of trade.

Mr. Katz, That relates to an entirely different subject mntier.
Tlal relntes to the basis for permitting an exchense a# sich and an
entire exchunge, the New York Stack Exelanee, for exwmple, to do
business il dhies nol relale to onsitess which determines whether
or el a pucticular individual memder of an excliange should e per-
mdtted o retain bt wembership o0 that exchanre, .

Now, the zecond proldem, the protdent of determimng the position
ef an wdividual iwewber oo st exchienge s governed by secnion
10 {n) (3Y whiecls i i1y the present Liw,

Mr, Stankwiarioer, That s heen my understamliog, Mo Reece,

Mr, Karz That relates to pnother gquestion, section 4. Section
19 {u) (3.
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Mr. StankweaTurr. Pethaps. That 1= punother guestion. T am
sutre that 1 ennnot answer thal.

Adr. Kerece. Thiz seetion, however, would seem o reguire the
exchinnze: te have provisions in thelr ormanizanvan by wiich the
willful violatian of this title or rule or reculution of the Commission
should subject 1 member of the exchinge to discipline.

Mr. Karz, By tie exchange.

Me. STaruweaTHER. By the exchange: suspension hy the exchunge.

Mr, Katz. Yes: by the sxchiange.

Mr. Reece. By the exclange; bt under pesalty of having registra—
lion revoled if such suspension, expulsion, or other disciplinery aclion
were not tuken which indireet!y lesves it with the Commission,

Mr. Karz, Well, T shoald think thet you wnizght deseribe the situa-
tion in this way: Let us tale the position of av individusl nenber of
mn exchanre.  Let s consider how be stends.  Let us say that he is
an individual and & member of the New York Stock Excliinge

Mz, Borex. Mr. Claitoian, if Dinay interrupt here, I would fike to
request that Mr. Batz rise thot we nught hene him better, wul I am
perfectly willing for Libm to, while Le is on that subject, peint out
examnples bi this bill, o tell us whot the effect would be if we put it
in one section aned lefo it out of another.

Mr. Eicuer. That night shorien our hearings, if M Starkwenther
iz agreenlle to it

Mr. STarEwraTaER, That is perfecily agresabls.

Mr. ILatz. To wke into considératlon frst yvour question, Mo
Eeece: You see, af o irelividual member of an exchange violates o
provision of law he may, as a result of that action, render hunsell
gubject to three kinds of disciphinany: action.  First, chiscipline by the
Comussion; secondly, diseipline hy thie exchange vnder its own rules,
adopted! by the exchianme as a voluntary mineter; third, discipling by
the excluinge under such rules ns the exclunge requires, of as the
Cornmission requires the exchange to adopt.

Now, to consider the lust cotegory first: Section 6 merely snes that
a= & minimum requirement, Hhe jeast we will reguive of pn exchanee is
that i3 should expel g wember far a willlv] violution of law.  Tharis
the lenst wo require of an oxclnze,  An exehange way o0 further
and, indeed, consistontdy the exehoneres do mo furtler, wod Iny down n
great many sther rules for vielation of whiclh an exchange moy expel
n member,

Now, the law sovs, supprosing an exeliange restricts itsclf Lo a pro-
vision that o member of the exchangee shall be expelled wialy for willful
violallan of Inw,

TWhat about the menher of the exclange who vielates the law under
circiimstnnres where the excliunge does not see fit to lind violation,
willful viodation?  What happenz to iwm? shall e exehnngee have
now Dower Lo e ?

Well, the an=aer o that is cantutned in spetion 1Y {33 (3%, which
anys in ooy mch ease i o metiber violates the lnw the Coenamission
mny preseribe expalsen of the membership. Now. the aerual pro-
eecture By the Comguisgion i e espulsion of memberslip 5 one
uncler whieh he has proteetion othier tlage s peseecders by te exchanse
itself, for the lww requires the Conantasbm te lave 0 paidie boearing,
Tie Inw respueires the Conzimssion tooacetmelnne exvinlenee. The oere
finding of the fuet is not sufficient.  The low requires the Connnissian
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te act by orgonization, which i3 appealohle to the ereat courl of
appetls. Nene of those saleguards i the woy ol the reqnirenent of
a henring, a finding of fucts, o determination supported by fgeta, aml
provisions for nppeul to the courts apply in the ease of netien by the
exchanme.

Thet is, clouse {a} is parallel with section 1§ (2] {3} in its present
form. So lat' os contral over a1 member is coneernod, m one of 1hese
associations, it woeuld he precizely the snme contral so far us the Com-
mission #s enncernerd ns the metber of anexchinnze now is contrelied,
under section 19 {n] (3}

Mr. StarrweatHeEr, That is our understaneing about it, and the
two perollel withoor ony question; but recand ess of that Iact, our
association believes that it is only fudr atl just that o member should
not be pub ont of husiness Tor o osnwilliul and technieal vigiztion.

Mr. Heece. Do you know of any member of the exchanges haring
had eny difhculty with this provision in 19 {g) {3} since it hass been in
operation?

Mr. STARKWEATHER. 1 believe there has been neme at oll, Mr.
Reece. 1 de not knew of any such cases,

Mr. Borex. This provision only has to do with removiog & member
from thic pssocistion.

Mr. BrargwEeatoek That is eorrect, suspending or expelling.

Mr. Bonek. And that is true of both sections {A) and (B

Mr. StankwreaTEER. Yes; that is this section baving te do with the
power of the Commission to suspend tmernbers from the association,
or expel them.

Now, the second point thaot the Investrment Benkers' Assoctation
has in tmind occurs on page 16. seetion 2, subsection (o). ond sub-
heading (1}, which in eifect gives the Commission authorily to make
rules (0 mrevent fraudulent, deceptive or manipulative acts or
practicrs. :

Naw, I behieve thet in rending that ever casunlly, the intent of it,
to my mind, ot any ate, w'l;:uhT ba that the section Lad te do with
fraudulent transactions.  The wording of the present oet which is the
wording we sugeest, occurs iy section 13 (¢}, aud we recommend the
chanpe of this wording to rend es fallows, which is cxneily tnken from
tho other net, or mostle so. 1 think the wording iz exactly 1he sune,
prevent transactions by means of manipulative, deceptive. or other
fraudulent devices or contrivances.”

« The Cammissian shall for the purpose of this subgeetion by rules and regulsiions
define sueh deviees spd contrivances, ar manipulative, decepnive o otberwise
[raudulent,

We gee no renson why this change in wording lins occurred. As 1
understand it, the ovirinn] wording was ngrecod upon by wind etween
the Commission awed the deulers nnd the commitiees of Congress.

I thiok there is te question ik was inteded orisipally o punged
gpainst frandulent transaetions.  We hinve no quarrel with thae at all.
We nre just ns anxions to prevent frawdnlent teansactions as anvbody
else con pessibly be, We huve Just os mach biterest oz anyhbody olse
endt have; Lot when von analyze this poetienlar seetion of 1l v, yoo
geo thot it earcfully distingnuishies hetween Gaudulent, deceptive or
manipilalive anls or practices.

To most people tee word "manipalation,” T think, econjure: wp the
picture of o jarge operador in the stock market going i aosl beving up
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a lot of securities amd ruaning the price up 10 or 20 peints and an-
loading thein an the uaspspesting public. There may be sone of
thnt. There may hve Tieen zome of thatin the poust. 1 think there 15
very litthe of it going o ab the mgment. Buot there nreea great many
other dlones whieh ey cotee winhae the technieal ineonihe of “manip-
wlotion'’ which ere quite different ond for whicl the pennliy invelved
in this Lill is excessive,

Thero 1= one case which 13 helore the dealers of the eountry now,
which is in peing, I think, aml that is the case af the syndicowe which

-handled the Pure Oi] preferred stock, I should Tike to diseuss thal

for a maoment. Thnt syndieale macle o contract with the Pore Oil
Co. [or the purchase of some 544,000,000 of convertible preferred stuck
and that =tock hud ta be offeced to the stocicholders for u period of &
month or thereabonts, and at rhe expiratinn or during the month, the
merket ehanmed rapully and the stackhoiders (ook prociically none of
it, ood ot the expirntion of the perind the syndicate took on approxi-
motely $43,000,000 worth of the stock,

With thet samoont of stock on haned, and with market conditions
vpset anyway, it wos only navural that the stock should substantinily
dechine and efier the syndicate had held it for 2 anmber of weeks or
months, the pronp was finally closed, and the morket became frec.

At thot time, the macket was opproximetels 7415 There then

" game up the question as te what the syndicate might'do in the way of

trading and, as 1 understand the situation—I am oot a member of
that group and I Luve no iuterest in it whatsoever. I am porely an
observer. As ] understond it that proup approeched the Commission
to inquire what in their opinion could be done. 1t is my unclerstanding
that no ruling was ever 1zsued, but that 8 very informal opinion wns
1ssued to tle effect that if the denler wninted to sell his own stock and
toke his loss, he could Jo 1o at any price he wanted; but if the price
heppenad to beabove 744 nnd hie told one of his eustomers he thought
it was a good thing o bus. sid went out and execnted that oriler ot
aver 743 he would ton the risk of being subjeet to n elaree of manipuels-
cton; but if he bought it at ¥4k or under, he would be all right.

Now, whether or not that s cxactly the way the Commission pot
it, I do not know, but that is certainly the way the busiiess under-
stands iL.

The net result of that is snmething like this: that if on o share of
stock worth some seventy-mld dollars the dealer in that gzronp buys
stock at $75 a shore, hie inay be hrewking the law,  He migy be subject
to penatty for manipuintion.  1f he burs ot £74.235. he is apparently
well witldn the lnw and an honest dealer.

Now, that Hustrates the fack that the delference of 75 conts on a
ghare of stock selling wt seventv-odd dollore, mukes the dillprence
botween heing o lnw-abiding eitkzen and o liw breaker, which illustrares
the fear thal the business ho= of this particulor warding.

There cortuinly eannet be auy question Ut iT o miniter of 73 cents
can ke the sifleceacn between the levality and the illecality 1 the
imnd of the authorities, we nerive wb o pretty line dedinition of whay
munipulition ix. _

I there is anoimdent ta defrnid e evnstoner by selling ot 750 1ot 13
ane thing, but it bandly sevws that sellingg ot V5 63 deleauding, wiel
pelling at ¥43 is not.  We are not abjecting to the inchuzien of all of
these thines <o o as they ore connectod with Eraoad, wnl 1oy say,
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that haz been the position of the Tnvestment Bankers' A-=oviation
right [rom the stavt of the discussions on this Lill, that we have Tely
ngl:t atonz that these thinzs shotld be tislmro foand. 15 Uiy ure aiot
tied into frowd you will aveive at the position where a {iovernmont
commaion s o odeline o very brond and uneertnin fer, » term
whirl: is very diflicolt wdefine, s is evidenced as well ws any thogr else
by the fuct tliat tlw lilar w mdmw i 1l 103 At hues never "I:'~ultm!
g0 fur 1z 1 kuow, in eny definite set of rules us to whut constioees
manipulation. 1% is a very diflicudt thing ta do, 1 owill adbsait, et [
think that to leave that to the diseretion of the Commizsion is u nis-
take. We think stroogly thau it should be tied 1o with fracd.

Now, there iz another tyvpe of manipulation which in my particular
business inlerests us very mwuech,  Toke for instanee an mwoztrial
company that I know of that has soie bondz oretstanding, 415-percent
bonds, that I think are zeed. They earned their interest zeveral
times gver, last yenr, and are comunonly regaveded, precty weil regorded,
85 st of paving theiv interest, but due to market conditions those
bonds have gone dewn to a Agure wlich 1 do not believe represents
their volee.

Kow, under ondinary eircumstanees in the post, il [ fouwrt a bond
that I felt was seriously uwodervnlued, as this bond, T nught say,
selling at 66. 1 think it is worth substantially move. I would fecl
entirely justified in going out and buving such bonds under the price
I thought a feir price. s that menipulation? I do not know whetler
it is today or not. 1 would not dare do so.  Theeelors, the bond
eellz ot GO to the detriment of the public; to the detninent of the
comprny, and nothing ecan be done abaet it

Mow, this wording as it stands teday, 0 iy opinion, would make
it extroml:‘h’ difficirlt for wnrhody to miake any atietwpt to buy thesc
bonds with the idea of remarketing at what they resarded a3 a fair
value. ]t alsn, watheut any qguestion, s guing to l'll]lu‘: it extrernely

diffieuft fur any compaay in e future to uhderwrite issues suel os

the Pure O sdeal, where it tvolves defay thronch gHering riglits to
stockliolders. 1 think it will be impasstble until there is some elurifics-
tion of tlas sitnation. [ think thatb is very unfortenoie for eversbod
concerned, beeause it interferc: with the raiging af fumuls which s
desirable and necessary for industry.

The third seetion which the Investment Bankers' Associstion at
their mecting in Chiicazo felt should be eluenzed s to Jdo with see-
tion 3, sterting ou page t7, ard we hove felt thar all of that para-
graph styrtinge wll]: b 7 and roendng oo te the el slonld be elizui-
nated, I oo soine 1w touel oo thit o Betle beielly, beeaase T ander-
starel thit ¢ group of dealevs in Boston whe are very much interested
in thal seetion are soing into it o little more exlmustively,  But in
gencrul this situation hs e o with the eivil Habilities which moy be
wenzred for violntion of tems 3, 5, nnd 5 of seetion 2 on the preceding
paec. '

Now, if you notiee those sections, you see that they nre hy pothietiead
types of =ectinns,. The lirct one, Noo 3w provide zafemieds with
respert to (nnneial responsibility of brokers atul dealers: the nest one,
to resulnte ponmer, maetlod and ploee of <olicitinge bmsiness: 1l noext
ane tiregulare e tioe sl method of mokinge settlement v hiwenls
ar debiveries,

e g, —
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I do nol know whet tyne of cezulation the Couunission L i mind
under those sectipns. 1t iz gbvious thet for the st poet they will
hate 1o da with voutine ard Tughly teelinical subjects,  For instauee,
time and methend of mabling settlement: 1 eannat imaginge why such
w section 25 that showtld require power on the part of the Cotnisssion
to pul into clfect 2 peraley whicl mar involve recesainn ot some doge
later whicly is always after the market lias pone substuntiolly down, »
Reseission cozes, of eourse, as we all know, onty comie after bier breaks
in the market. Why o mon should have the richt te rome o me o
yeur from now and sax, “I wanl my money bork becanse yon Lave
violuted & particular pravision relating to the time ar the manner in
which xou shinuld have made delivery, or boecause ¥on have violated
6 techinical provision as to the time or place of soliciting the business,”
I cnunaot soc.

Mr. Eicher. I be hod mode mooey, you would not have heard

from him. '

Mr. STanRwELTHER. If he had made money, that is right, yeu
would not Liave heard {rom him.  You never do. MNohody ever asks
for money back at cost if the morket goes up. The only time they
ask [or 1lielir money back is when 1he market 13 down.

Kow, I have no ohjecuen, of conrse, to any man asking for his
money back ol I have done something which wos improper.  If, for
instance, 1 have given him improper informntion; if I have misled
bhim, or deeeived Lim in any waoy, obvionsly there s ne objection,
But, just take os an exsmple—ihese mav be (Avelous esamples. 1
do not know. But, suppose that the Commission put into effeet a
rule thot I cannot solicit busingss at 8 men’s home o 1 7o to vour
bome fgr dinner and in the course of o casunl conversation we discuss
& certadn security and The next morning 1ou come to my oflice and
gy, I was rother inteccsted in thot, I oahink I will buy some of
those.” And, I exccute vonr order, and a yeor later the morket soes
down 20 poitts and vou come 1~ me and sny, Y“Now, you cone o my
house and =olicited this basiness. T want my money hoek.”

Moybe that is pretiy (rivolous. I do not know.  But, why should
the Commission hinve the power to do such o thing? ¥ do not think
thoy shoulid.

My, Krener, That is o rather extreme ilfustration. s it not?

Mr. Stareweaterr, I think it s [ purposely made it o littie
extreme, Mr. Eicher, because 1 thougid i would ing vut (e point
I have in roind more eleavly if 1 did.  As I soid, I think that tlese
eapricious examnples, but uonder thi= law 1hey have that power and
any smart liwyer could prebably nwlie troubie for e i e wanted o,

The point 1 wanted we bring our s this, thav this 15 the tvpe of
thing I de net think should hie, subjeet to that type of penali

Now, i it iz o question of Trawd; 100 33 wognestion of framdelent
marzpulation, I hove no shjection st abl; but when it comes to a

westion of 0 violation of & highly techinieal vule, T see oo ponzon why
the Compizsion slondd bave the power to say toome tat this porticu-
lar rule for rewsons tat seem ta us desitnble, shall make vou sulject
to the voiding ol that contract.

Now, 15 1 suy. there are other mentbers here who will develop thing
a higtle ik nweere, But D wosred to ring tlnt before you awd mive you
my ohaervetiong ou il :

Mr, Facnce, Aoy gquestions? - Thauk you, M Starkwenther

We will hear My Minot

e A o
e e e e
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Canumisstoner Matnxws. Is thnt not true of the regulntions dealing
with munivipal seeavities catler thian
Mr. Woon {inferpasiney, Xo, nob entirely; in the various Stutes
they Tiwve bvws that o leal wickoat,
ommissiener Martigws. The rerulations of dealers in munieipal
securitios 15 nob the smse as that wheel regulntes the deslers in eorpo-
rute securities,

Mr Woon, No: I do noet think it s

Commizzsioner Matnews. And nuite generally, they are exempt
from blue-sky luwa,

Mr. Woow. Yes; I think thotis trie, but T do not subseribs to the
thoughit that the Stntes nre not reeulating then,

Now, lie investing public does not appenr, demanding thia legisla-
tion, ns fnr as 1 ean Apd: and no investors or investing areanizaHon
has appearced in support of the leeslotion. 1 know that lhe States
end municipalitics do not want it; the dealers o not want it, nad the
only evidence that has been bronezhe to either the Sennte or to this
committee. in support of the bill lias been offered on the part of the
Eecurities Exchange Comnussion,

Wo know thap the inves;ment orgonizntions, such as insurance
companies, are opposcd to it, and wa do not fied thal there is any
démand from the public, indicating there 1s a need {or it, and, ns |
say, I am opposed to reeulation merely for tha sake of rezulation.

In alt the tume these Inws have been on the books, I have et to
see any municipnl dealer prosecuted by the Sccurities Exchangs Com-
mission for frand. There may hoeve Deen soma.  The business is
Inrge and possibly thers may be some fraud, but af it were so0 wide-
spread, 1 think it is & pertinent question to ssk why the Securitics

ommussion has nok done semething nbhout it. ’

Thank ¥ou, Mr. Chairman,

Mr. Ercnen. Thank vou, Are. Wood,

Do you want to be heard, Commissioner Mnthews, for a few
mornents?  We will have 1o suspend] in time to answer the roll call,

STATEMENT OF COMMISSIONER GEORGE . MATHEWS—Resumed

Commissioner Maturws. MMr. Choirman, 1 renlize perfectly well
that the cities aml other publie units linve zone on record agoinst this
bill. A great many of them went an record against the bill without
having scen it they went on record agaiiest the bill an the reputntion
that it would smbormss their credit ayul merease the cost of their
finoneing, ancd the rremnent itsell was mode o show 1wt this would
incrense the cost of tinoneine, hiut the Commission woullf cilinrenss
securities merely by itz rules and regulanions, =0 a3 to make it dilh-
cult to sell securities in that mazker, aul consequenty weaken
eredit of the municipalities.

Now, let us nssnme it argoment, and teke it lor sranted for the
sake of arpwnent thac the powed toodo sueh w thine can be Fouiml
wilhin this aet. TF that 13 zecionslv Lilnateid, as the view of the
Comrmission that it would like to do 2o, or of any fulere Commission,
then I sov, without exngeemtion, thut you ewsht to Fnke away foin
thia Comupnssion all the power it hus (o regulotn ce seeurity business
in any form, beeawse, con any person, posaessell wirtl conunon sense,
imaging thut n Government regulonry oy would et up stundonds
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which nre so restrictive that they would increase secously the cost
of securing money {or every public purpose i this conniey?

Furthermore, cun you hnogiae that it woeld do 16 without alse
incrensing the eost of money to ¢very carporale of auy other agency,
a9 far us securities ure concernced ?

And n peculiar thing is that the whole argument that is made agninst
this bill, 1o the best ol iny knowledue, 13 just that, and 1t has naver
been surgested that the Commission might 1ncereese, by its regulittions,
the cost of money to curfiorakes.

I will admit the arsument which Alr. Withington has mude this
mprening, if thet s the positiorn of o o jority af the devders, i that i9
typical throughout the country, mizht be construce| to mean rhat the
eost of Ahancing of corporates would ba increased.  DBut what 13 50

ecyliar about muenicipel credit, amd why 4 it so sensitive (o regths tion
E}r Government that the market for municinel securities is goine to ba
paralyzed, and the cost of money ureatly incressed when all the
desglers in corporate sceuritics in this country heve fotled te see the
dancer as it alfects their own business?

Now, ancther thing about those municipal securities, the best
Feures that we heve ot indicate that by Tar the ereatest bulk. in
the last few years, of municipul offerngrs, in the cuse of honds, have
not been meade by exclusive munieipal dealers; they lhiave been mada
by syndicates nnd some large benks spparently in which dealers in
COrpoTate sccuritics nppenred. _

Mr. Withington soys that ha is representing thebi now, aithough
wlen Lhe arouments were presented he was representing not only
exclusively municipal dealers, as I anderstand it, that is, dealers in
corporgtes and municipal securitles. On the other hand, the cor-
pornte security deslerz are now put in the position of savieg e
arg nirnid ol the Cominission’s rezulation as far ns the municipal sido
of the business is concerned,” but through the Investiment Bankers
Corporation and the Investrnent Buankers Asseociation they do not
gee anytling to feor gs to corporates,

The argument is just really one that implies that the Commission,
in making reaulations, hax loat all sanse of responsibiiity to the cown-
try, and if that is the sort of Conunission you linve or mayr have at
auy tunc in the future, the only ooe safe thing to do, @3 noc w therease
tha Commission'’s power, but take oway from i whatever pawer it
may have.

Let mo just refer tn another phase of this situation: The propesal
for this lerizlution did not orizinate enrirely with the Cemmizzion.
Aflter the conference died o naturnl deadl, an attempt was made to
keep the orpanization of dealers olive in the Lope that the ndustry
cnullld be nede te become self-reoulntine.  The origin of this thing
gocs hack to o month or two alter the Supreme Coare deetsion in a
cuse rourhs ta tost aut just how e ic might become self-reculiting,
pnd I think that preetty nearly all the legizlation of this @eneri (x o
ithat lens boen suegostod o che Coperess, s been de o arder o
mnkn indinstey bear i part of ity own rezudation, .

Now, if vou want te npose Goverunent resaletion wpop this
thires, teere s 0 very direet wey e o iz, amd that i3 to kill part L
al 1his Will, sl leave pact 11, ondd do all of Qv by disect Governmeng
assistanee. . )
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The Tundanentn]l purpose of this bill is te puat as muek of this con-
trol into the bonds of nlistey o cnn possibly he put there, as it
-manifests its ahility to hordle it Now, obviowsly, you cannot put
into thie honds of industry the task of leindling the eviminel cases—
now, if they conbd bandle i, T am not suce but what [ would object
to their trying it .

Now, what 15 the alternative to this thing of dealing with municipal
people or corporate security people? There is no denying the fact
that the security business, wluch ought to be and whicly, with inany
men, I am satished, 13 an honorable Business, hat which also attracls
te the profession some people who ore not serapulous, and when it
does it results in o rest terrible condivion; and i spmetimes attracts
people of that kind (o the municipal boend business; in e case which
wie mentioned this morning, whers there wis outright forgery of
bonds; we have sl scenit. It attrocts that soct of person, and thers ia
ne other wiy thot I know of to regulate 0L

If you oon suggest v way to adequately regulate those people without
having the felow who is decent wruler some sort of eontrol, without
having soine regulutions affecting the well-meaning, «decent mon, [
would ba in faver of doing it.  But, I want to give yvou this experience
out of v own persennl experioice 1o wlinlmstering State blue-sky
acts, that I never had o man coma into my office and wll e how
honest Lia was, how clean his business practices were, whom I il not
later il out was a crook.  Honest men do not need Lo come o and
tell you those things.

Now, so far a3 e situation as ik affecls the municipal dealers 1s
eoncerned, I would like te leave with yvou a memorsidun by 3r,
Davis, denling with the forgery situakion, which wdlmittedly comes
under the present statuke, 1 am pot citing this as o condition tlhas
cannot be met, but T e citing it merely os an instenee of what some
people in this business will do.

. Mr. Ewerer. Wilthout objection, it will be made o part of the
tecord. .

(The memorandum refereed to is as follows:)

Mancw 30, 1933,

Mexvoravpry AR TxpretuExt or Vairions Txoivenoaes Daiwa Brsisiya
Uxpeg TuE TRapE XNawmE oF [evivo-Hanmss CorporaTioN

The Irving-Hamizd Corporation, Theeclfoot Baikling, Meridian, Aiss., iz listed
i thwe 1037 editien of Spcurily Deslerd of Xarh Aperies, il hna mever beon
registored with this Comngisaone, Suee thene i evidience of business baving
been transaetod oubswle the Sale of dississippl, excptiony feor oegisteation
tuust have been supgosed bo bove existed ou e groond that business way cog-
ductoed cxelhrsivedy o cxvatedd =eenndica.

Investigation s revealed the this wreaniztion was ook 8 corpeestion Bt a
group af indivedbicds aoine Sosiess mder a tauke naewe. Tho [evies-Harei:s
(:nrpumt e v retisterd g2 o Apcwraty alealer in .\I.[i'\w.-ui.s!.s'l!ri:li un Alarel b, FURG,
The imlivialnals eoembietane thiz Besicee s woore vl ieted P vaalationg of seein LT
of Lthe Seewritivs Avl in the Eaied #ttes Dalwier Coed far the Fostery T ision
of Lhe Scoathege 1E-1rict of Mi-cesippic Marel 9%, 1935 Tl transceelions for
which sewlictimtenty were rturned iwvebvecl the Targery sl [randolent sale qf
YOrind secaritaes of coanties aesl aileer haeal skl saces oF Lhe State of 3issie-
sippa. The Ale dickeees i ecidenee thab U subjeel argfieseluwey trassacted
SRy Lvisiness i coppeorage sovurilivs,

A furgery of secoriies was Bacalibaled by refundineg congegets with bocal aabe
divisinns of Lhe Sate of dieizaigi. whach sontrets provaded Tor L jzanpees of
bons to efund eofalomling whligabions, The Turgery was arceagdisTed by

L - -
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ohtaining honda from voriows printing concoris and through forging the signa-
tures gngd scals Lhorgyn.
Snertack Davis.

The Meridion Star, dareh 25, 1938, sialez that the inddividuals composing
this orgavizalivin are promineid cilizens in theie sonneulica.

Conunissioner Maruews. I would like to read into the record, Mr.
Choirnan, a letter addressedd to Hon, William O, Houglas, Chaitman
of the Securities Exchante Commission, from Willinm A, Lockwood,
of the lirm of Morgan & Lockweail, New York,

Tlis 13 dated Mlarch 18, and reads:

DEan Mu. Dovcbas: Alr. Moffatt roferred do our evoning conference of some
wecks ago Lo & roeent vase of an “aver-Ltheconnter' spread which had been called
ta hig oltention,  You have asked e to give vou Lhe Gonces.

A deoaler purchased 74 higbi-glars myunicipals from one owaer, and 2oid them on
the same day, I understard, at o profit to the dender of approosinately 53,600,

ﬂl:l Lhe game diy hae baughl for his own arconnt and acbd to the above custnmer
85 New York Seate boords at a less 1o the dealet of npprosimately 5313,

The net profit en the weo trapsactions wna approsucately 54,300,

That is signed William A, Lockwaood,

Mr. Ercver. Mr. Commissioner, 1 do not like to intermpt you,
but we will haove to ungwer the rel] call.

Commissioner Matwegws, That is cectainty ell doht.

Mr. Eicner. We will take o recess for about 15 or 20 minuates,

{A recess was taken to permit members of the committee to respond
to & roll call, efter which the fotlowing proceedings were had:)

Mr. Er¢rer. The committes will come Lo order.

Commissioner Mathews, will you resume?

Cornmissioner Matuews, 1 understand there are some questions
which I will undertake to answer as best [ can, after I make o brief
statement, nned those denling with legal matters I am going ko ask the
privilepe of huving My, Katz answer,

Ar Eicnen. Very well,

Commissioner MaTHEWS. In conuectton with this situation, Low-
ever, | weuld like to leave ihis thought with the coramittee, that I
apprecete, ad 1 think the Commission sppreeiates, the complete
sincerity witl: which some of the arguments macde on behalf of certain
of the interestod representatives herve, and I only want to say in con-
nection with the Wall, that as it is drofted, i vepresents the Com-
massion's ideas, it that we want the committee to understand, and
we believe that the arzmnents on belmlf of the New Eugland dealers,
particularly, represent o finn convietion en their part that a change
1z necessery ta meet their situation,

I think aside from thet there is no other suinmary that I care to
make. I shall be glad to answer any questions [ ean.

Mr. Bouex, The line of questions t]!mt. Fwanted to lollow up inay
be suinemarized in this: What conditions exist that leads the Com-
mission to the opivian that further regulatory powers ure necessary
i respect o the nomieipal held?

Comuizzioner Maeniews, In that eonnection T heve 1o make this
stntement, that up to the present time, exclusive monicipal dealers
heeve not heen subjest to the requireiments of registering with te Com-
mission as hrokers sl dealers oo oot etl regporedl vider this net.
Consrguently, our lirat-band sosd authenitative infornation is very
wicager. W love Ieen sulvised of instunees whicln D eanoer, and [lo
not think it would be proper, (o cite to Lhe cammittes of abuizes bt the
tnnieipeel denler Geld.

I T
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As I say, I 4o not think it would be proper and prohahly not be
helpful for the most part. But we Xnow that the npportunity for had
practices are just nhout s prevelent vg in the corporate kel if youw
exclude from that fleld that fringe of high-pressuve stuck promoeters.
The opportunity is there for indiviudals of that typoe to operate in the
two fislds,

Now, aa | sugzested this morning, in ordoer to answer vour questions
complete, atd alout the only way Iyml eoklsl nnswer it at all would be
to ke an investicution of just wlat conditions are in the municiool
dealer ficld.

Mr. Borex. Could the Commission do that under the present nct?

Commiszioner Matuews. 1 helieve 1o could. .

Mr. Bores. [ want o say in respect to the Commissioner’s general
statement of the prncipies iovolved in tus bill that [ tlunk thae the
drafters of the bill in its prosent form have seen the proper recognition of
actual econouue conditions with wlicll the country s foced, and
TeCcagnize corpornte exigtence us o corporgte system rather than whet
i3 generally referred to a5 a copltolistic.

ut when they refer to puruculer units, the dealer in the Reld men-
tioned here, drawing the rezulation of the uncontrolled group does not
warrant the distinetion o the reguintion that they hove set out,

Commissioner Mavturws The ondy way to get at thr tangible
situation at all, whatever the eouditions i the mdusty would show,
would have to ba the result of a thorough investigation of the whols
problem,

Mr. BorENn. Well, certainly T would be in favor of moking an in-
vestigntion in order to secure the facts, and if it is shown to be neces-
saly, then extend the resulutions, but I think there s o =veat deol ro
the argument that we should not extend rules and reculations if it
can be shown the eonditions do not warrane their beinr extended.

E would like to ask your thueght coveriug the point [ was trviug to
get, and this disenwssion, that refers Lo the question of fctitions quota-
tions. 17 that clavse iz put in, with vhe rest of the languaee I referred
to 2 while ago being stricken vut, would that meet vie objectivn of the
denlers to rezulation? .

Commissioner Matntws. YWell, W T understand  correctly  the
position of the munwipnl dealers, their opposition is direeted princi-
pally to control of fietitions quotations; their apposition i3 directed to
the type of contrel thet 35 embodied 11 clivese 1, and o I understand
further their pozitiva correctly, their remedy for the comdition that
ereates clauze [ i3 substantiadly Wleodicel with XIr, Withington'a
snpgestion, which he muve this moraee.  But Tdo not widerstand,
a3 a result of these disenssions, there s any particnlar dispute about
the fietitious quoratingg class,

Mr. Boresx. What I was teving te ardve ab 15 this: Suppose that
the committes should decide to delete the regulations whiclh are
cloiroirer o attentun

Commissioner Matrews. Yes.

Me. Bores, Relatine to inunieipel deslers,

Commisrioner Alarnews. Yes, :

Mre! Donex. Al vet felt thag imechwling fetitivus quolations wero
necessury in those pewers, Would Ui soewestion that 1 have later
offered with rvapweel to fictitions quotnitons da thad?

Commissioner Matnews, That would, L think, Tucaish the me-
chiznics ol it,
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Mr. Borex. Then T cauld ask for any delinite apinion yon micht
have on the question of hetitions qeoetatlions; what is e problem
that we are trying to reach?

Commissioner Marprwa, I think Mre. Davis probably i3 in hetter
position to deol with that general prehlem than I am.

Mr. Davis, de vorr want to angwoer that?

Mr. Bonex. Supposo we just waive that question for the Tmoment.

Commissioner MaTtuewa. Yes.

Mr. Borex. And 1 will come back to it iater,

Commissioner Matonews, Mre. Davis hes breen workiogp on that
particular problem on the eommittee of the Commission, and I think
18 better qunl]hcri to unswer it thon I am.

Mr. Borex. Then [ will nsk you enother question and come back
to thot luler.

Commissioner Matiews. Very well,

Mr. Borex. On pave 3 of the hiil. with reference to the use of the
term “willfully™ will v pive me an annlysis of that pare in which the
ierm "wiill’u]iy 13 used twice in parngraph {2) (B], and also in
paragraph (3717

Commuisstoner Matrews., May T see the Lill?

Mr. Borex. Yes; just why should ihat be used?

Commissioner MaTHews. What peoe is that on?

Mr. Borex, This is on page 13, [ ean see why it was put in the
first peragraph; | ean readily see the reed for it, but it is uzed again
ina srmilar and comperative sibualion in o pFnc? that does not seem
to require 1t

Commissioner Maturws Let me tnke up first the use of the wond
Uwillfulle” whicl; appeers in poragraplt 3 oo page 15, -

Mr. Borey. Yes.

Commissioner MaTHEWS. Now, miy recollection is—aml I will hare
to check with Mr. Natz—cs the bill was nngmnﬂy dralted the word
"-.-.uﬂl'ull;;.r was not in that parngreph.

Mr. Katz. Notin that place.

Commissionor Alvruews, And that was put in ofter being wreed
by tho representatives of the Investment Bankers field. that e
sdministretive prob em would not be so herd to determine in such
CASCS.

Mow, a2 to the ether provizion tn {B), 1 tlank tlie history 1= far the
samoe reason that after we aricinally prepooeed the dreafe of ths we
thought, althorgeh 6 lind not heen tn 333, after we discussed it we
agreed I,]i.,t wee shouid recommettd the bill with the worl “willtully™
to be in I3 arnld alse in paeeraplke 30

Now, as to (B} iy uvderstnnding of the sitimiion is this, that there
ore 5o Iany minor vielirions |‘.u:.v-‘1f-|hfc uncler the Secarities Ace, that
we rother geeeded to the fears that were exprossed. hat to leave out
the stancdan] of "wiillully " it mizhi be pessitble to abuse the power of
the Cutnmission,

Now, we refuged to moatomer withe the other segrestion, the paralls]
theze, of the ryghy to L|l:11"l!!11nl3 vwanbers of the 3tock Esclunge for
violation of the Exelutieres Act, where the Standard of “willfutly ™ is
not violitted, and we Lave had three vears and a half experispes with
the adminiseration of the Seewrities Exchunee Act. 1 think that teo

extuldizton] williulieess 1 eases thiat e called o our atrention for

diseipline, puaticnlady il we had o wse thet statdsrd of the word
Swilifully " wonld malie i alonwsy inpossible in w great many cases.

—
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Furthenuare, we feel this way, that in the 2% venrs experience in
the sdministration of the Exchanges Act, wa have pretty well deinon-
sirated that the Comnmission was not wrhitrary in exercising its Jis-
ciplinary powers; that wa were disciplining essentinl cases, where
everybady would agree thot thers was o call Tor it

Mr. Barex. I want to say in thet cennection, il I may interrupt
your statement . -

Commissigner MaTHEWs, Certainly.

Mr. Bonex. That the guestions thot I hove asked might indicata
to the easual observer that the wend or course that T was following
indicated I wns unwilling o trust the Commission with other powers,
but I want to make it ciear that 23 a general propaosition in Jdelegating
powers to any Cominission. I do not enre how perfect thie Comunission
may be, I think it is always guestionabie to increase that deleention
of power unless it is positively shown there i3 4 necessity.  These
questions were not in 8y way meant s an inference of eriticism
gEainst the Commussion.

Commissioner Matngws. I think you would agree, that if coses
aryse where 1t wns necessary [or ws ko mest thet enndition, and we did
bhuve the standard compietely laid bown in the feeishition, it would
maoke the administrative job—looking at it purely from = selfish stand-
point—much easier, uid the responsibility of enforcing the legiclation
much lesa.

Now, with reference to your question af conditions covered on para
15, frnnkly the appearance of “willfulle" twice in thot text represents
& concession which the Commission felt onginally should oot be made,
and which was made reluctantly.

As to the third one, vur leeling very definitely i3 that the word *'will-
fully™ ia required there, and it makes ihe Commission’s control, that
is necessary to implement that, proctically mposzible without it, T
am not certmn if “willfully'' is Inserted nfter that phace. but that the
Commission would instruct me to come back aml nsk vou te kill tha
bill, that wo would he entrusted with nn impossible sdministrative
task.

Mr. Bowex. And wlers yvour action wne objected to in the courts,
it i3 your opinion that in the majorsy of cnses they woukbl rest upon
the question of Mntsnt” rather than the question of vislation.

Commissioner diaTiews. Yes: T think without uny doohkt: for
inatance, I do not suppose snvbody could soy how masy vialations of
the rules of the stocl: exelainge or miner vislations of the Eschange
Act wonld be by members of (e exchanee.  Actual fieciplinery

owerd have been Brousht inte plov in three or four cases—Ffour cosea

iliml:, not wace, which luvive eeguivid formal rrder,

Now, iFwe hoeve to establish woalffulle™ 1o make the act poszible of
leen] constrouction, rhea I tlank flng cdia Bt 0 enneced, would turn
over to the indw-try sul=tantially i efleet wll of the power of conteal
that 1L covbuedies; 1o oot thiok the Conumission bag the read reserve
power to discipline members of onoas2ocintion,

Mr. Borps, Xow, sumnacizing nll thiz dizsenssion on the munsieipal
guestion: Am L gl i sssnming thst ot ghe present timee the Cian-
missinn is anb in posttion bo peinl to the specibic needa for extemling
the powers srunied i this ball?

Commissinner Marnews, Certninly not in o comprehensive way.
I think that the itles of vur complilot sectivn would produce zome
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evidence on the subject, bhut they are incomplote and might be os
particularly misleading in ong divection as they would be io the nther,

Mr. Boukx. Well, it is toue. thot by and larme they are subject to
much greater legol conteol in the States than the corporate bonds are,

Commissioner AMareeas. No; [ think that 13 oot true,

My, Dones. I iz not?

Comumissigner Mateswa, [t ia pretey cotuprehensive on the ques-
tion of municipal securities that [ think it is quite genersl that thoze
dealing in municipol securities are cowpletely exempt [rom Srate
blue-sky laws.

Mr. Boxer. Would you recommend, il the committee should de-
cide to rielete tha provizion that adds the additional power, the in-
clusion in the presest luw of the words “Retitious gquotations' in
addition (o the fumilise fraucdulent, deceptive eluuse?

Commissioner MaTtHEws. [ think “fictitious quotations” section is
entirely separable from cliuse I snd sbould be written inin any eveat,
either in tlint furm or embdied in soe other way,

Mr. Bonen. I want to sav, Alr. Chairman, and Cemaissioner
Mathews, “with refereuce to the statement made concerning the use
of committee reports as & foundation to interprec the law, I eortainly
think that policy should be carcred through all bureous and com-
mliseions,

Commisstoner Matsews. [ think it Is very tmpartant; we have {elt
that it was important as determining what the legislative inteat was
in trying o carey out that intent.

Mr. Borexn. And I know this cemimittee appreciates that method
of Anding legislalive intent.

Commissioner MaterEws. Yes,

Mr. Borey. That is ail [ have, 3. Chairman, unless Commizsiener
Mathews wislies to add something further.

Commissioner Matnews., Do vou want to ask Mr. Davis that
quesiion you hal in mind?

Mr. Eiceen, Suppose vou cover that, Mr. Davis.

Mr. Davis, Thet is, with reference to fictitious quotations?

Mr. Borew, Yes )

Alr. Davis. Inm the Arst aspeet, which deals with the geacral subject
of price manipulntion, and the seegdd, with cormying out controeiusl
obdigntions,

So lar s the first qtlestion s coacerned, as T o sure the ronumniiites
i5 well nware, as cowtrasted with the Exclange marker, there is no
record of the price at which sevuritios are sold; traussctions take
place lrely by wee of the 1eleplsie, orns Hhe result ol eorvespandencs,
ained there is noovse waacte of the ticker rape, which recondz all the trans-
action: nuule ou the Exchange, wnd the price at which the sales are
miacke, and the tinwe that the sales are nucde,

Thercfore, in the over=the-connter morket, the anly idicacien of
the prive whiel 1= readily available to dhevesting pablic s the ona
made aviilabde by tlae dealors vhoaeselves, Ad the gueretions, the
bid aud sdber quotations, whicll are made by fioms o the secerity
busin .=z for tle warions jstes of securiddes, Tor jnstanee, fa bigh-
pressure nwethods that sy be used, are Bowely doose that ace painged
Eunh noway as g ereate i the mind of the investor a lulse impression
a9 to the prte et which the secuiities eneeeintly org being traded in.
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1t i3 readily apparent that in the over-the-counter markcts, insofar
ps price manipulutions nre coneerneek, Are necomplished by sales over
tho telephone, =iving quotations. sormeliines the octual price at
which triansactions have been cifccted, as was shown to be done in the
pearings befoere this commitiea in 934, 1 the case of the exehanges.

Now, therefore, it is deemedd lesirable on the part of the Cranmis-
gton to Linve power to prevent, by rules wnd regulntions, fctiticus
quotations, whieh lend tivemazelves so readily to price manipulation.

Now, ns to the contraclugl elementa: O course, [ suppose it 13
generally recopnized that the vast majority of transuctions in the
over-the-counter market are eonsummaied os reported to Lhe Govern-
ment, by worl of mmouth: in other werds, conbracts representing
perhaps etormous sums of money are exeeuted every day, which
contracts, while executory, are perhops not cnforceabls Jdue fo the
statute of Mrauds, but which are carried moro beczusa of the moral
persunsion, and sometimes after a eontract hus been entered into, it
may be rescinded. Upon that reason, it is very important, in the
opinten of the eommittee, that the Commission should have nuthority
to pet that information. )

n other words. there 15 0 quotabon for some secunty, of a bid, let
vs say, and when it is occepted, ond tertns are to be one which the
broker may not want, it is not lortheoming in that situalion when a
fietitious quotntion ims been used. 1 think most generally it happena
when someone moy nod want to take the bid,

That type of thing undernuies the confidense upon which this
business so largely depenis. .

Mr. Bores. Is that problem generally as applicable in the municipol
field ns in the corpoarate?

Me. Davrs. It would seem to be so, Mr. Congressman. In fact,
I am sure the attitude of this Commission 15 that vou renliy could
not show any diffsrence between tlie marketing of municipnl securities
and markating corporate  sceurities, although, as Commissinner
Mathews said, the records of the Comiurssion are not as complete
eoncerning the municipal as in the corpornte field.

Mr. Borex. I think. Mz Chairman, that answers the quesiion.
Now, I want to nsk whether there 1z anvone liere in the industry whe
carcs 1o make any particatar observation concerning the inelusion of
fictitions gquotations in the present regqulalory inw?

Mr. Woop. Mz Chairmpun.

Mr. Eicner. Yer, M Wood, .

Ar. Woop. Mr Chattman, T conless T am somewhat at sea to see
what the Commission is teyving fo gel at in “ficlitious quatations,"
beeanse il vou were to wo into the vilice of any maneipul Boal denler
anh ask him what woa the market for some Tulsa’s Foers, onturing
m 1944, he has ne ploce to whieh be con lurn to see what the guotn-
tions on those bowls aee, becsuze of the fact that thoze bowls miche
nob linve besy e 101 et market Foe the lest 3 vemes,

What Le «oes 12 1o eliweck the market Toe snnlar securitic= that are
floating prowmd in the wacker amd be teics 1o moke up his miml on
what the market would pay fer =innlar bonds wicle sinnlae pavirents
or similer sevies. That = o malter of spaipion et ws i von were te
cormne up nl ask e what 1 wonld @ive vou fora fnem op vour home.
T wdghit suy 515000 arad gieether mwan il sov it was wartbs 52,000,
I have iy own opiinivn a2 to what L ihink. it would be worth, gied tlao
other mgn mieht (hink i is worth more.
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Now, if I shops nround with the bomd market, he micht And ono
who might be willing to puy twe, three, or four potnts more than the
first oiler hie reevivid.

ds 1 pointid out hefure, T luve seen bids and olfers of sofe with o
margin of spread of nive points berween the high and low bids. Xow,
the reason for that spread is that there = oo one in the market for
that particular security, and the dealer simply shops urcund in the
market until e can hnd 8 purchaser for that particular bond or
nvestment, )

Mr. Bonex. Suppose you take a quotation from a bule Jist at 2.00
and # turne out chat it 1= 10002, or whatever you might kave, lor 5
certnin bond.  Now, if those bonds are presented to you, you are
going to be tempted Lo welch out of the terms, and 1o bock down on
that contract, ore you not?

Mr. Woop. The quotations for the blue list are anly spproxmate

untations, If the Ellmluzrr we will sy, geis a quotetion on the blue
List of 2.30 or 23, let va zay, Cleveluml, Obio, bonds, that does not
mean that he will be able to i:tuy those bonds at 2,9 hecause thers is
a constant chenge in the bid and offer price.  The following dav there
may be a ifierentinl between thet bid and offer prize. Tt nught be
on that day there 13 noobody 11 the macket for bonds, or 1t :nay buppen
that the hroler hns enother customer for bonds that dar, bot his
banking connections may nob be auch as to enrble him to maks the

urchase, with the result that the bid nnd offer for thase Cleveland

onds may voary as much s twa or three points in thas day.

Mugnicipal bonds are scld as & commedity, or as merchandise.
‘Fhere ia not any deily quetation on them because theyr are not daily
traded in, so there is ne possible way to tell wlat those Tula's bonds
are worth that day, end if the holder were in position that he Lad Lo
dispoge of those homds on that dow, he might be in 2 critical position
if thev were sold at what somebody wos willing 1o pax for them.

By the same token, the some method 13 vsed by dealers for handling
other band issies; they nre not all one price; you cangot cet the same
quotntion, and rs I say, I hove seen guotaticis vary as much na
eight ot nine points,

Mr. Dorex. By and large vour objection will be remaved if you
were (o lisert the woids “hetitious quotations' w1 the present law as
it is mwade applicnble to municipal dealers in the proposed legislation?

Afr. Woop. I the Bill wis minde to read so ua to refer to deceptive
ond megnipitlative feansactions, Retitious gquotntions, and otler fraed-
ulent deviess—ntl tlose frands, coupled with the whole thune, there
would be 1o pozsibie ohjections,

We linve the same ohjection that was indicated before of ailding
one on top of the other.  Now, if the fetitious quolntioo s a fradulent
guotation of o eerinin securicy, well andd yood, there coulld nec be any
objection to tlat.

But, T want te sny, ns A coneral proposition, that if o bend dealar
cls & hid for an issua of bords, arel be does oot nake zood on that
id, e goes ont of business awfully Tasi, There is nothing that will

Lill & deaier in the truline omcket quicker than the welcbiee on oo bad.
If a dealer Aipz up, anid sovwesimes he does, ho woes threush with the
trutisactian or ha dees not stay in Business, That s onoe ol the
upwritben lows, thae eha man must po through with bis bid,

Mr. Ewcner. Thank you,

P ]
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Alr. Starliwenther, did you wish to make an ohservation?
Ar, STAnEWEATHER, Te3,
Alr. Clanrtuon, we have hot taken any position on that subject

-during the hearings, although & number of times duzing the discussion
with tho Comnmbsion, durins the past 3 months, we kave sugoested

that the words “'Hetitious quatations’ bo included with section I, in
the woneral scetion agallist ltaud, but we luve not discuszed it in the
hearinrs, T Lhink, for the reason that it 13 very diteult for sy of us
tub-gunceh‘a liow the Cetmmission cah make 8 regulation on that
aubiect. - ..

:'lf glotation is & peculiar thing in the security business. Mot know-
ng much about eny other business, I o not know whether ic is in
other lines or not, but so many times it depends upon the volune. For
instanca, you take in the aclive utilily bonds, of 8 smaoll utility, or a
small company, you may find that chers is & Hna bid for 3 bonds, but
na bid at all for 50 bonds. You may find s man 1s willing to male s
bid at par for 10 bonrds, butif you offer lum 235 bonds, he will back off,
and he will not aven bid as rauclh as 935 for thom.

I do not koow how ¥ou are golng to make o regulabion affecting that.

Mr. Borex. You beard the statement of one of the gentlernen hers,

who soid that municipal securities are traded like comimnodities, and
certainky if o meschant were wlvertising o commodity et o stated price
you would expect to be able to buy at thut advertised price.

- Mr. Starkwesatgen, Well, ¥ou can buy in small amounts and vou
can sell in smaltl anmiounts &t the presept tine, bub the quotations vary
tremendouzly on the velume as well 43 on necount of the business con-
ditiona. A dealer today may be perfectly willing to take on 25 bonds,
Eecﬂuse he is quite sure be hos 6 customer who 5 willing to buy those

anils,

Hawever, suppose vou offer him 30,000 or 100,000 bonds, and he is
quita sure that the murket will not take that many, therefore the
market bid may zo down; or thers may be no marketb ot all. 1t
depends on the volume.

And alza, there may Le a difference in the same securitirs at the same
time. 1 Liave, within the pust month or =0, fsked quotutions on in-
active bords, und I have received from reliable Jenlers quotntions of
B7.04: received anotier of 83.83, and s0 on. I think both of those arae

erfcetly honest in their view, but they know tlut the market hins to
Ee worked.  Fley mey tke bonds and have o great denl of cdifficnlty
in selling them, while some other fellow may have & very active in-
quiry lor that particular, aml he may sell the bond within 2 short tima
st 90, Another an, however, may inake o beiter quotation; e may
tnake o quobition of 57, or he mey met an oiler of 57 anl say e is
E’illing to pay-ouly 53, wind yat insy zot only 3558 or ¢ven less for the

ond,

It is & vory camplicated problem, and I do not see how any Colnmis-
sion i9 goine to make roles mud vezulations which will be able to cover
that guestion; wnd L odo wot see, siice iy attention hias been directed
to iy, luow 1f they were to bave that it will alfect the trunsactions,
However, we ure not ubjecting to thal: merely stuting that pusition
for the recond, .

I thank yvoue, M, Chuirman,

Mr. Ercsten. Thunk you.
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How would you frame a repulation 20 a5 to prevent manipulation
h‘ith??ut- meking & crime out of yn illustration such o Mr, Kendall

ave?

§ Mr. Davis. Well, Mr. Chairman, we heve hod nogreat many trang-
actions pointed out.  For instance, take the illustravion of the dealer
who wizhied to necumulite bondsa lor the purpose of zelling them &t a
highcr price.

%\an, in the securities industry—if the sala which that desler is at
the current market price, and he buys honeds at a lower price, to ba
sold at a later tlate, and he drops eut end waits for the markes, for that
particular bond to rise, of courss that desler cannot he—

Mr. Eicaen (interposing). But suppose the market geoes dewn,
Apparently you may bave o perfectly inoocent menipujetion, and the
market mey go down several pointa,

Mr. Davis. My attention is colled to the loct that tha immedinte
answer (0 your queshtion s found in section 32, the penalty provision
of the Exchange Act, limiting criminal peowlties to willful violation,
e thut any innocent violakion, without mmvolving cniminal intent, does
not fall within-the punitive provisions of the sct.  But the peint [ bad
in mind

Mr. Eicuer (interposing). Is there oaything else you wish to
empbasize in that connection? -

Mr. Davis. The provisiens in section 32 {a) for penalties, is for
willlul vicletion, wnd [ was going to add, Xr. Chairmen, that be
would not be guilty of suclh manipulation wliere Le mukes an nvest-
Toent of bonds, for instance, at the current price; there could be no
intent, in buring those securities, at the cheapest possible price, and
holding tlhem. -

Mr. Eicarr. Thank you.

Mr. KEvpasL, Perhops the answer is thet you have to do businesa
on orders.

Mr. Woop. Moy I just edd o word?

Mr. Eicen, Yes, Alr. Wood.

Mr. Woar. But the civil linbility would sUll axist; the fact that he
miglit be able lo eseape from eriminal progecution would not elininate
civil liability, ond rhat nushg be o very sornous matter,

Mr. Eicner. By civil liability, vou meun in whet respect?

Mre. Woor., Civil linbiiivy in respect to bonds bousht [rem um
because e had been ouilty of nunipulation in violatiow of rezeintions
of 1lie Exchinnge Comtiission,

Me, Eicuen, For damages?

Mr. Woop. For damnues; ves.

Mr, Eignen. Thank von.

e Witkingeon, did you wish to say semcthing?

Mre. Wirnieavoxs. The veal answer which Mr. Davis and Mr. RKatz
hove gtven with respect to the miles and cegulations, concerning tha
questions whicl Lhove been put o them, is ot the answer that von
are goins to et when vou tey o case i court belore a judse or o Jury,
You lve ooguestien of feet us to whether the prices nee fictitions or
whether they represent anaeipubition.  Just asswne, for instauee,
thab you are eabing wih the opeestion of Oetilivas pocy. . Now., every
ane of yeul cun lewk ba the paper and seo what the prices of the New
York Stock Exchonze Lave been the doy befare, tlen from aetunl
transactivng.  And then we look over on another sule, and we il
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8 great mass of quotations on nnlisted scewrities, published by a
NeWARPOT CVery nwrine und every ovenins,

The newspaper preple ret those quatations by celling up various
brokers and dealers in the eity and asking whae the bid und asked
price is on those particulur securiies. As Mr. Sterkweather pointed
out, that moy be on 10 bonds. or it may be on 2, or it may ba on 3
bouds; very seltlomn is it on a farge lot of bonds,

Now, suppose seinebody else wants to buy 100,000 of Detroit honds,
and vou sez in the paper o yuotation, we will say, at 8. Then, 3
years from thet time Detroit, in the midst of 2 depression in tha
automobile businesg, or for some other reason, has dilliculty in meeting
the payment on the Detroit bonds, and suppese they drop to cround
40 or 50—1I believe that wis the netaal fuct o fow years ogo.  Now, the
seripusness of the situation is that the fellow wio bought those honds
at that time muy be able to say, [ want my monev back.” And
ha rany bring a suit to got back his 98 that ue poid fur the bonds, rnd
the cose 18 tried before o judeoe, ansl jury, to determine whether che
price that was quoted 1n Lhe paper was fictitions,

1 do not knaw whether under the fietitiona provision in the act, or
under the manipulative section if he is lisble for damoges. First of
pll, that quotation may hnve been oniy on a few bonds, and you
eould hove sold, perhnps, o fsw bonds at thet price, snv a hundred
boods, but 100,000, o larger voleme, might result in depressing the
price considerably. But if vou hoave a rescission—the sitnation is so
secious to the business, it would drive the fellow out of the business if
he got caught in one such transnction.  Qf course, il we were to comae
down before the Comiuission, we would knoew that the answer would
be, but the Commission makes the rules and the court decides whet
they mean. Thai is the difficulty. -

Mr. Woor. Mr. Chairman, may I just add one further word?

Mr. EicrRer. Yes; Afr. Wood,

Mr. Woon. I just wonted to point out, Mr. Chairman, if you read
the papers every day, yvou will see the quotation on United States
Government bonds.  Now, thoese guotations represent quotalions on
the average of volume of bends, but vou come in with 35 000,000 in

TInited States Government bonels, sidh see 5 yau ean met that pries far

vour bonds, You may get it for $23,000, boet try and get it for

85,000,000,

Mr. Ercier. Thank you, 3Ir, Boren, you wanted to ask Alr,
Kotz some questions.

Afe. Horew, Yes,

Mr. Efcaer. Toeu may proceed.

Mr. Borex. Mre Katz, first T want an answer to my question rela-
tive to the possibiiity of making the eourt of lirst resort, Elie distoict
court: what is vour view o this?

Mr, Katz, Mr. Boren, I do net have any opinton on that as a
gencrul matter, bt it docs seem 1o mis that if we were to attempt to
do that in the Bl wloch s now boefore the eammitttes, without s
reeonsiderntion of its applicability to the provisions el the Excluinge
Act of the Jecurities Act of 1%53 and the Holldine Company Aet of
1934, and for et nedler, o every ofher stotute o the books which
hns o comparnhle provision, I think, would lie a mistake: I rhink it
cortainly would confuse the adinmisteation of the law. 1 thiok the
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prahlem should be eonsidered as o whole and the correciion, i any,
not tuken by picecricsl.

Mr. Borex, Do you think it would I n practieal thing to emend
the Securities Act with this niecndiment, by adopting some provision

‘that in reviews af iy ol the prmmuns of Hllb ant, Qr in oy mmn'r any

of the Commission's Uecisions, the court of resort would be the Jistrict
court: that is, would such on amendient reacly the sityation?
Mr. Karz. If suzh o provision were 30 framed, I suppose it would;

‘what [ had in mind was that the languago in this net would not

have that efect.  What I meunt when 1 rode the supeestion beflore

-was that we should consider Wie cunscquences of sucl o chianze made

metely in the bill that is now belore the conupittee in consideding the

administration of 4l the law, what effeer such a change would hava

on the administration of the Juw ss leund in other acts.

Mr. Boney, The Commission s adroinlseretion of what other
laws, aside [rom the Sscuritics Aok?

Mr. Kazz, The Securities et ol 1033 is ono low, the Securities
Act of 1924 15 another law, ul‘ld tlie Publie Uit HﬂIdinw Act ol 1035

1s anotber law, and 2 provision for that kind of review tlppl:le's to sl

of those three laws.

Mr. Borex. Now, supposa we should report this bil! put with the
provision that so for as the provisions of the Socurities Actof 1933 and
1934 is concerned, it is amended to rend that in all cazes wiere the
lerm “Clrcult Court of Appeals of the United States™ is found, the
words “District Court” should be substituted therefor. Thut would
mean that about lalf of the proceedings would, temporarily, at leaat,
po to the District Court, and ubout half to the Cireuit Courts of
Appenls, ns far us the problens could be separated.

Mr. Karz, 1 do not know. I should like to say—I think there
would be only one way to noswer that, and that would be 1o cousider
tha amendment in connection with the complaints, and bhow the
gmendment would work out in each situation with respect ta every
gection of each luw.

Mr, Borex. It would not be germune to the Flolding hill. but I
thin, it would be germane to the 1933 and the 1934 Securicies Act;
the 1034 is an amenduient of the 1933, is it. not?

Alr. Karz, Quite Jifferent subject matlers.

Alr Borex, T ber vour pandon.

Mr. Katz, The 933 aet covers registration, and the 1934 act regu-
lalien of securities exch: ATIZESE,

Mr. Bowex. [see. I understand the l]11f{:re11re now. It would not
be germnne to chanse the court of resort, if put 1o this Will, 1t would
nat be rermene to the 14934 act?

Al loaTe. Yos

Mr. Borex. But the 1933 and the Holding Company Act is outside
that problem?

3r. Jate. That is cosrect, although they are difficrent acts.

Mr. Bonex, ‘Uhen of course the provision wenbl be sinaplified, by
saving that wherever the tenn “Clreuit Court of Appeals™ appoars
within thie 19034 wet, 1E Lo v.tlu}-.nu, anel theve be substinuted thepefor
the words “ Dstrict Court,”

Mro Kazz, Just ws anallistratien—T o not want to sugzest that
the pravisiom might not b perfectly sonmd, but pust as mnellestration
of the kil of dullicultics that might oceur should =ucli 1 changs bo

e o .
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‘made in the act, I would like to cite the expeticiice which led to the

provigion for the threg-judue eourt for reviews of onders af the Inter-
stnte Comneree Cotuinission.

Originnlly, you will rememnber, onders of the Intemstate Commeres
Comunission coulil be reviewnd in the distrwet eourt of the United
Statea in the ondinety wuy., Thuat led te a greak deal of complaints,
theeuehout the eountry, that lirsy the district judze who wuas not

-particularly expert on the probleme of reilrowding should not e em-

powered with the authority to upset the action of 11 Conunissioners,
especinlly olter that Commizsion had deliberated ouw the prablem,
netibera of the Commission who were expert in o hirhly (eehnical
calroadd prablem, nnd the sulesne of that was the low was ninended
to provide—and I say I aum simply effering this ns o suggzestion—that
reviews could be had to district courts of the United Stutes in the dis-
trict in question, but thut in any such case, three judges should sit,
or perhaps the panel would be cormposed of the members of the cirenit
court, and there might ba one member of the district court and two
members of the circwic court, but the experience under the Interstute
Conunerce Act of permitting reviews te be mude by the district court,

led to the change in the act beenusa of that fnct, and it waes found

desirable to incluwle an amendment for o three-judpe court, perhapa
including a member of the cirenit court, in reviewing orders of the
Commission.

Now, whether that waould be vpplicuble hera T do not know; I just
merely sugzest the importance of examining into that with refcrence
to this particulnr probiem.

Mr. Boren, You undersiand. of course, the point I am getting at.

Mr. Karz. [ understand your potut, ves; and in making this supges-
tion I do not niean toincheate that | think your propesition is not
sound. [ merely make this sugzestion to show the unportance of
thoroughly considering it.

Mr. Bomex. The application of the present philosophy, if you
leave out the question of the expense, and perhaps mony other ele-
mocnts, is Lo take awny from the Federal disteet courts much of their
[emer jurisdiction in the trial of matiers of this kind. .

On the other haml, I recosnize it has been the zeneral practice of
the Government to immediately sue for o hewring in the hizher court,
and thera may be instances whero thut i3 preferable, but [ am very
wmuch interested in the point.

And in theso thres acts yon havo to administer, I felt that pechaps
a recommendation to winend the net

Mr. Karez (nterposing). Just et me give you another illustration,
Mr, Beren.  The Commiizsion lins been inguirine into tha violation of
laws involving persons ppecaling on the Les Anreles Stock Exclinnpe.
Now it develaps, it involyes also peoplawha aro locaued in Los Aneeles,
and & great many who are lecated in Xew Yorlk, amd tha people who
lost monay ara located i various paets of Ui Unided Saes,

So wo houd te take testimony in New York, m Washington, and in
Loz Angeles.  Now, whern you have mich o siination, the probilen: of
meeling the eondition you referrod e, would boe nll the wote confusinge
to ocverybody tnvelved, U the coses were 1o be breughe by the peaple
who hnd Jost i the Qizteiet inowhiel they resaded,

Mr, Bouex, Yes. But there o other clewwnts invabved, nod i
seemns to Do the cenernd view thot i they een go inte e district
coutt ns the coarl of lirst resork, Lhey are botter olf,
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Naw, il the Congress is going to g0 on and on witly this sert of-

legislation, it will not be very lune unltil there wall be no plece for the
distist court.

Mow, 1 did want to ask some of the witnesses later just one or two
maore questlun‘; concerning their general regetion to that sort of plan,

Mr. Katz. Yaou nmlcmmmj lr. Boren, 1 mm not supgesting that
tho thoweht is not perfectly snund I o st know,

Mr. Bores. [ was asking you becuuse T wanted yo know what you
thouzhl of sauch wn amendment.

Mr, ]-E,-urz. Yeg,

Mr. Dorex. Beceuse frankly, I would put in sueh s procision as I
have outlined here——

Mr. Katz., Yes,
Mr. Dores. I meun, of course, il the other two gentlemen would

'agrr.-,a_ I mean, I would offer that as a suggested amendment.

Here js the second point I wanted to ask about: De you find in
gmeral there is fear exvressed on the part of individual deslers aa a
result of this law recoonizing the corporate entity es heing a more or
less povileged entity?

You set up an association te which you srant cortuin pewers, which
you de not grant to wdividuals, snd it 15 iotimated that thore i3 s
possibility that certain economic advantages might atise as between
the individunls snd the corporate entity.  Ilus there been apy par
ticular protest received from the individuals?

Ar. Katz, As Commissioner dlatlews sawd, we have had o few
izolnted cases, nnd in all those coses wlhich have come to T attention,
when the purpese of the Inw was explained, and rhe safeguards w liich
weTo given to the individuals, the mdividuuls have expressed them-
gelves ns sobisfied; there were a few al frst

Mr. Borex {interpnsing}. One of the purposes of this bifl is based,
in your opinion, on a more or less fundamentul recognition of the
economic sveteny of the corporate entity,

I menn that is one of the objects; that is, you set up a field in which
the individual st is more or [ess left out, provided the program works
out.

Mr Kavz As L am advised, I have never heard of it, and [ do not
know of onvone in the Commission wha bLas timuaht of it in just
those terms.  Our kler was that we had a substantive probiein,
which is thie problem ef correcting certuin abuses n the over-the-
eounter maorkels,

M. Bones. Yes.

Mr. atz I faoine the problem of administering the interests
of the Dusioness under o L kils of eomditions, tlu? way it eouid be set
up ta adaunisterit on o Nautdon-wile scale, by sctting up an a=zociation
of Lusinessiien within the busthess toodnniater its own matters

Mr, Bonux, o yowr judsment thut i3 the hetter plan?

Mr. Karz, Yes,

Alr. Bonrex, In other wornds, this het is entirely o marter of the
Government catehing wp with the sxisting problsms rather than the
Governeent setting up a soct of plunoes] eomgany,

Mr Koz, Oy, veas L oommetter of Taet, the wav T foel abont tlot
is this, e Government is Just Lesinnine T enreh up with sonpe of
those prohlems e e cuactioent of the dischaioes Aot wineh was
otizivally wdoplel i 108, seetion 145 of which was pised by the
Congress luler so ns w provide regulation of over-the-counter matkets.
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Wow, at that tune the Congress sald in clfegh that there wero
certnin abjectives which we wanbl Like to achicve. which wo bl not
o2 vob acbieved in regulation of the seeurities exehanges.

Now, when the lesislotion wis passed by Congress, originally
section 15 of the 1934 act, I ¢an say without much Iiustitntiun, wus
na Lroad in seope, aakd even bronder in seops an seetion 2 of this
bill. The language of tlint set snil—would you like for nie to get
it for you, Mlr Boren? I think it would be of interest to fquote it in
this cummclmn

Mr. Ercuen, Go aliead.

- Mr. Ktz In consiclering seetion 2 of thia bill.

Mr. Borex, [ am not attemptine to po inte the toxt of that, buk
I think

Mr. arz {interposing). T think it would be interestine to have ik
It is no trouble at all.  { am very zind you raized the pownt, because
i this Bill sets up anviling like the provision in the lanwuage of
section 15 of the 1934 act—well, I will just rend it: Here is the langu-
age:

Tt shall e unlasful, in contravention of ench ndes and regnlationg na the
Commizeion may preseribe as aeeessaty of approptials in the public interest—

Rod this will give you the set-up—
and to ingure to investors protection earmparable to Lhit provided by and under
suthority of thia Title in the cese of national seeurities exehanges.

Apparently the purpese of Coneress in dealing with that was thit

ONETeSS WOAS 38Y ing in eilect thu.t. we wint o f:}]nprchcnﬁue Atatuke;
it is necessary to have trade, wnd we also recosnize and know the
importance of the over-the-counter markets, but we would like to
bave the individual set-up with a coritrol over the over-the-counter
market, which should be compreliensive in its effect. recopnizing the
difference boetween the twa markets, and its control over “those who
are subject to the Stock Exchange operctions, and Congress went on
to say further the kind of rules “and regulations whick may govern,
in this langunga: .

Buch rules and populations iy peeseribo for the reealation of all tranzactiona
by brokers amel dealers and on any such markets, For the reaisvration. with the
Comrmizsion, of dealers and'se wokers inaking or ereating sieely a inarker, arek for
the temistration of the sccusitices for wineh they make ar create o mwarcker, and
may make apecial provisiong with respoct t0 securilics o sycueifed elasses Eheceol
listed, arc entitled ta wnlisted tradivg privileges, npon any excbcige,

Now that is an interesting view in the light of what we say ia set
out as the ohjective of the Seeuritins Act. by bring wirhin the scope of
the act by the amendoent of 3ay 1936, and the amendiments which
Tolbow.

The Commission feoks that these executive funetions nd always has
felt that they ave erented to imploment the means of careving ullt, the
original intention ns provided in that langioze as expressing (he
intent of Clangiess,

M. Boney, Uhere are one ot tweo ot her questions, dr. Kate, which -
1 would iike to =k you,

Mro WKare Yes.

M. Bowes, Fiest, whether the individuals will hove their rights
properly protecteld in the assevintion? :

Alr. Kamre. Yus,
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Mr. Borex. Becondly, whether or ant the bill in ivs entirely will be
grentiy alleceed by striking aut the portions that have bean objested

to by the municipanl dewlers nnd a9 to whit extent a coinbinution of the.

siluation is justitied, _
Mr. Karz To answering the first paint, I would like to reed from
tha frst part of the bill.

First, paragraph (3} on papge 5 In.i,'s down the conditions which must.

govern snd rule the sssaociption, It rends:

the rules of the sxzprintion sssure & fait répréseatation of ita inembers in the adope
tian of any rule of the associntion or amendments therelo, the seleclion of e
ofieers and directors, &nd in gl otfer phsses of the administration of [ts alfaics.

Mr. Boren. That makes reference to the condition. under which
the applicant association moay be registersd.

Mr, Katz. Yes. -

Mr. Boren. Under the proposed bifll. But I went to find oot
what treatment they will be secorded,

Mr. Karz. That would ba in section 15 A, snd that would be
under paregraph (4) that the rufes of the sssoclation shall provide—
no, parngraph {3} which providea that “any broker or dealer who
tnokes use of the mails," ond so lorth, “nay beeome o memter of such
mszpcintion,’” and provided "that the reles of the pssaciation may
restrict memberslip in such association

Mr. Bonex. Where is thut?

Mr. Kate. That isin paragraph (3} on page 3.  And parapraph (5)
soye that o fair representation of all of the members of the ussociktion
gholl ba hnd in selecting the oflicers and directors nod in the adminis-
tration of its nifuirs.

Mz, Borex. How much leoway sre ther going to zive Liiin in the
wa.{;' of setting dues. Do you have that taken enre of?

Mr. Katz. That iz provided lor in section (8], which states that the
rules of the associatinn shall provide for the equitable allocation of
dues among its members 4t o0 amount not to axcecd what will be
necessary to defray the reasonable expenses of administratien, and
it is proposed that the dues simll be squilubly allocated smong the
menthers.

Furthermore, there 1s sck up o standard of fees for the membership
in the nssociation; Mrtheriwore, any oetion aken by the p=zo0ation
in the way of discipling azainst any member of the gssociation must
ba condirmed, wndd there must be rn orderdy henring, as descvibed n
pacazraph (0}, Fer example, the wembers shall be netiticd of any
charmes, and given un opportunity ta defend, und o record be kept of
the procecdings.

Alr. Bouex. 1 think in general that sntisfies me an thiose two poinks.

Mr, Karz. Yos

Mr. Deres. It s generlly sssumed that there will be many nzzo-
cintiona of this character, and there will he severnl inembers.

Mr Katz, Tleve iiiny be several,

Mr, Bonrex. It woull I possible for the bir doelees to form one
nssocintion and the soell dealers 1o focm woother, 1 take ? .

Mre Kotz Yes, possible, |ehoold thinls in covtein prens where the
business justilbod the little coneerns doing so.

Mo Bones, T tliok Tane sutisiied on those goestions, Mo Clinir-
man,

ﬂlr. Eicuen. Is there anything ¢lse in thoet line you would like to
add?

e
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Afr, Kotz I oiticht just maske o ceneral obsetvetion with ceference
to the question adoal shout the ovgunization nf these assoriakins,
Mr, Ficven, Yes; and the micimbersbip of the proposed assocta-

tions.
I‘ AMr, Iiatz, T we judee ftom pust experience, amud that is the ooly
basis on whicly you have to jwlee this, or [ imasine anvtling clse—
our idea is that there mey be assoeintions [ormed which wolld be
regionnl gesociations, reginnal rroups, like New Engleml, the sputh-
exslern zroup, ar the Pacifie const group,

In the Sennte committee hearing reflerenre wos made to distriets,
l compnrnble to the districts of the Federa] Beserve System. That waos

nat intenced ta Bl anyone, but was intcmded merely to indicale to
the Senute what was in mind, and to show that in the organizalivns of
the pesocigtionz they woukl be of o national sort; tle sssoctntion
would be such ns to cover o reasonubly lerge nrer; that they would be
! rexsonably economicnl in their operation; perhaps as lurge ws the
Federsl Keserve distriets.

Mr. Borex. And would it he pessible to develop some of these
nzaociniions neconling ta the type of business.

Mr. Katz. There might be assuriations of particalar Kinds, honedling
particular kinels of scrcrittes, such as il rﬂ_\'ﬂltP' associntions, atud so
pn. ‘Those ore pll within tke contemplotion of the streute.

Mr. Ercwer, Mr Katz, acme of those nppenting hnve joined in n
feeling of alarm, porticularly with regard to e question involved in
l transposing the ward "{rouculent” in the phrase “leaudulent, recep-
f tive, or manipulative aets or practices.”

. Will you give us the pesition of the Seeynties Exchanpe Commission
| regarding the necessity for that change? o

&lr. Karze. The position of the Commizsion, sz I understond it 13
thiz: That aoy manipulative et or practice, at lenst any manipulative
act or practice which the Commission woulld be colled wupon to deal
with, would nelede that—that i3, any meanipulative act woull be
fravdulent in the sense that fravd is understond by the praoetieal man of
affnirs. However, tliere 1s a cistinction, possibly o distinetion be-
tween practicrs which are frawdulent and which are reenenized o5 such
only in the courts.

MNaow, we believe, nnd it hos heen the consistent interpretation of
tho Comtnission of this aet during its administration of the net for the

nst 231 or 3 vears, that any form of manipulation is frawd, and we
elieve that if vou transpose that statement. you can show tat any
forin of tnanipulation could be set up as froed,
\ Mr. Ficaen, Yes.

Mr. Kare, And it would be almest impossible to do =0 otherwize,

Mr. Etcnee. Mro Iendall, i you have an observation you want
to mnake?

Mr. Wesparn, e, Chairmuan, with respect to manipolations:
Certainly 1= lecizlation conrerns itsell with acts and ot with the
intent, ol I do not hnew how von are moine to meet the dibemnun,

Mr. Bouex, What iz the objeet, M Koty of transposing the

terins?
Afr. Warz, The only oliject is this—perbaps there are otlers
i Mr. Borex (interpasing). | mean, what is e object of trans-

posine the teein “lraodolent”?
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Mr. Katz. That ia what I was coming to.  The only object—well,
there are possibly two objects, and pechups there mav he r_-tl:u_-n--;r
but there are two peints that couhl be mutde, and perhups one of theso
i3 of a technicul pature, but it was one of t.hl'.‘ araumments i the Cam-
mission that in that narrow technical sense you could have fraud,
in the srpse that it was teclodesl sense, wnd yet it would not eoma
uner the provisions of the {ormer act.

And the second difference is renlly one of administration, in that 1t
wouldl probably avoid some veoulations. You miclt find 4 man,
possibly, wha is lezalisveaily inelined, technical, raises everr r}h;ef:t.mn
when he comes into counrt, und this lingunge would, 1 tlank, give n
more practical answer when You coie (o consider the npphcat-on of
the rules of the Commission under 15 (c) as they now atoncd. aod since
the rules under 13 (¢} bave beets in effect, they buve been enforeed with
regsonable success, with reasonable npproval oo the port of the
membera of all gronps of denlers.

Mr. Borex. This does change the present wording of the law?

hIr. Katz. It dors; yes.

Mr. Borex. And vou have some good backrround {or the ehange,
have you? I mean at the piesent tune do you hnve evidence of
manipulative practices nnd deceplive acts that are oot frauduolent?

Mr. Karz. Yes, )

Mr. Borex. Is there any particular experience that vou have had
that maokes you feel you have to reach it i this way?

Mr. Eicher. Is it o wnntter of burcden of proof?

Mr. Karz. No. No; I do not think so. 1 mean “no” to your
question, Mr. Eicher, and not “no” to Mr. Boren. %o fur as the
question of the Cumnlts&:lﬁﬂ having Liad thot experience, I think the
osnswer wonld be “ves’. T understand that inasmuch a5 a revizion of
the aece hias come up, the Commissien thought iL was dezcabla to
amend section 13 {¢). It is possible that if thaot seetion lrad not been
reopened, along with the proposed smendment to the whoie net, tha
matter would not buve been presented, but ns long as the act was
up for amendment, that suggestion was made to elurdy it.

Mr. Borex. I would like w get the octtitude of the dealers in
muticipal securities on tlat.

Mr. Ercnew. Mr. Kedoll, you had something vou wanted to say?

Mr. Kespawn, Tsiply want to say, Mr. Cluirman, chat the ques-
tion of u}mt i# the m[ulpwntmn. not according to rthe hdeas of the
Connnission; there 15 pot rrowt diigrer thoere, bevieusze the Conunission
would know whut |t1:*|n]:u] apion wis, bt 1 thitk i wortld e NECESINTY
to clarify whab Is meant by fraud “and radulent manipulation, i
order that the entwe imbistiv mivht uanderstand ic. Thers s a
dilemma there: vou huve the two horns.

Mr. Kavz, Well, T think ehe practical iht(‘l'prc-ll'ttiuu. w= mlopted by
the rules of the Conission, iy 0 zood many instanees; thut hus been
sdopted in its vse in coniection with the cor porate zrottp, amd what-
ever cluuenes have leen made I thiok could Le lnewrpocated in the
delinition, ;

A Boses. Comnadsaioner Mathews, do you feel that the laniguage
hore B3 1t vow reads 15 o real belp?

Commissioner Abvrnews, The Coonmisalon feels that, beeasse of
e sitoegion that Se. Wtz luss podabed ook, ns $o Be merrow cousirae-
tion ek ponn U word “fracdulent” by Stare laws piod certain courts,
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wa foel that the majority of the courts would interprer the soction ns
we have interpretod i, ond B ere were a0 uniforim interpretation, wa
would not fieel the need of wakinz the clunee,  But we may run inte
cnzes where the interpertation oy be so naorow, that we will fecl that
it is desirable to chunge it, and we have felt that it was desirable to
put Uhat change i thes ack, und T think that is the laterpetation
which will be followed by most of the conrts,

AMr. Ercrer, Are there any further oquestions you wish to ask?

Alr. Bonex. What pacticular danogsa would be dohe to the bill if
wa struck out the languare which I refecred to on puge 16, lines 12
ke 132 That takes out the ceneral reculatory power of the Commis-
sion over the municipnl dealers, althougl possibly you would Lave as
much s you huve el in the present Lew.

Mr KaTz. You mewn, as I understand you, to insert the lanszuaze
0a 1t i3 now written in that place?

Mr. Borey. 1 would strike that languape.

Mr Kavz. And re-write the present law?

AMr. Borey., Yes.

Me. Katz. Strike out the languapge in line 12, beginning with the
words “in controvention of such rules,” through the figura (1) in
liwe 157 : '

Mr. Barey. Yes.

Mre. Kate. Then vou would net have anything in ths Inw

Mr. Borex. I menn to re-stats the present law end inelude in tha
present law the words “hctitions quotations.'”

Mr. Katz. Well, that guestion, I take it, refers particularly to
municipal dealers.

Mr. Borex. Yes

Mr. Kavz, I should imagine I would answer that question in this
way, but I do not know of aby resson wly, in respect to freuedulent
manipulations and deceptive practices or fictitious quolations, lor
that matter, that dealers thet deal exclnsively in municipal securitics
should ke placed iu one situation and denders who desl in both cor-
porate and municipals should be in anether, I do not see where there
1 any more or less hkelilwod of fraadulent, deceptive, ar muanipulativa

ractices in the one o iu the other. What would seem to ba good
or securities us a whole would not seem to be linrmidul to municipala.

Mr. Borex. I think vou recagpize thint throughout the bill there
is & recoguition of dillerence in =ecuritics, o .

Mr, Kavz. That s vight: (hat s, some of the provisions it cegard
to changes el mndificntions it was felt formed o reasonable bosis
for the delinition of municipols whete they bnve aleeady beew exempt,
where dealers in municipal securtivs ditfeted from other dealers.

Mr Bouwex. And wwder the present luw, the question would be
with respeet to extending the luw by ncluding rules and regula-
tions

Alr. Katz (nterprsime). You see, wnler the preegent law, wo already
have the power to bupleowent the swtute, wder the present law,
which provides the Connnission shall liave the power to mnke rules
and regulictions, and the Comnissing by reeulnliog bl detine what
ia muuipuiniive or decepive penctice, sl the teasenn ©oreferred to
that & whole weo was thet the Commission's Jdelivition of Traudulent
practice, it 1s {clt, 15 o wore wiuform defimtion.

T .
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But white the Commi=sion ¢nn deftne whak 1= & manipulative or o
deceptive practice, that is just really another way of saying the snme
tiving, that unless voy aecept the conditions lowl dewe in the present
act, you cunnob operute.

Alr. Boungx, Well, I e wot think it i= the purpose of the act to
provide replutions simply for the sake of haviop rewulations.  [s not
that chonge coutemplated here merely {or that perpose?

Mr. Katz, Oh, no; I think that it was necessary in onder to prevent
what wauld arise,

Mr. Bonex. How swch difference do you think it would make in
the genersl sitnalion if you snnplv struek out thot [nozusze and
reatated tho low with the words “heritious quotations” sdded o it?

Mr. Eatz. The only dilference it would make, ussaming that that
change were made uniform io hotlh measures, and I think that thot
would have to be dong——

Mr. Bongx (interposing). Weil. you have not had any experience
upon which to base this, beve you?  You Liave not had the experience
to mdicate ooy partieular need for this change, have vou? :

Mr. KTz, Well, aa I suid, the Comuinission has been working under
tha ald law. The answer is 7o, as far ns that goes.
© My BoxEx. On whab basis do you fTesl the words -fictitious
quotationa' are necessary addition to the present law?

Mr. Karz, Well, there again, spesifically with reference to the
words “fictitious quotations,’ ns I uiderstond the thought expressed
by the Commission, it is not specific. .

I suppose that tie kind of “hetitious gquotation' that the Commis-
sign bud in mind were the quotatinns rhat were fraudulent or deenp-
tive, and rather they were relving on the [rmglulent quotstious {or
the definition of that.

Mr. Bonex. IT these words were added to the present law. do vou
not think it woull ba possible for the Commission to Jefine fictitigus
quotitions in an scceptable mannec?

Mr. Rarz. Yes; that is the reason why it Is changed so that a
definition of “fictitions quatations’” coold be mada.

Alr. Ercuer. Have vou tinished?

Mr. Borgex. Yes.

_ Mr. Ererier. Have you snybody clse who wishes to be Leard?

Alr. Woob. No.

Mr. Etenen. 130 vou knoew of any horrible examvles of losses in
mundcipal secaritics asnle from the bankruept munieipalitkes 1o Flovida?

Mr. Ksqzo Tao net inow of any that has coms 1o the attention of
the Comunissioay i its administration of the law.  The only ones
I would know of would be as o matter of general information or
knowledwe.

I wont ke Lring one a point which Conunizsioner dathews toucled
on, bt whicl wias nak developed very fer, e that is this; Tlw vast
einonnt of ivferatinr we juwve ol coneernes over-tlw-counter
transaetions, have conwe toogs i the form of weneeal sigtements; we
Lave e sewerad infoa mation come to us, bot as vou know. nesnicipal
denfers nree oxempt (oo tlee eeguitenuenk b vestater,

Mr. Boues, But they wie reculuted in the States.

Mr. Kavzo Yes; they comply with State vequirements, AL any
rate, they would wot Do subject Lo erindnnl prozecution in ease ol
violution, so [ am not sure that hod they bege required 1o registar,

.ho‘-—-—
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we wollil hinve hud oreasion to do anvthing other than what we did,
it we had hied that informuation available in mora definite foerm.  We
mit*ht have hinedl no Jiferent sibunsion,

AMr. Woon, Moy [ ke o stutement?

Ar. Ewciren. Yes, Mr. Wool,

Mr. Woon, The vast majority of the municipnl transactinns in this
country are handled by dealers who ure resistered with the Secunties
nngd Exclinnge Comnussion; muany of those dealers are people who
handle municipal hends, some corporate bunda, and the prent volume
of munhicipal secutitics business done 1= doisa by registered Jealers,
who are registored with the Securities and Exchonge Commission, so
that Commizzion has lond plenty of opportunity to contact thoss
dealers in a perticular woy y cese of raudulent transaetions.

And I have not beard of any frundulent tronsactions o the part
of municipul denlems coming to the attention of the Commission.

Mr. Bonexn. 3r. Katz, do you care to refute the stateinent of Mer.
¥ood?

AMr. Katz. No.

Mr. Borex. That i3 an ndmissionn of the correctoess of the
stalement®?

Mr. Katz. Well, so far as that particular problem of violations
are cotcerned and the violation of the lew in respect to municipal
securities, I suppose thot is true, ad thot the lerge part of municipal

- seeurity transaciions afe handled by dealers who are regustercd with

the Securities Exchange Commission.

Mr. Borex. I want to ask Mr. Wood o question, if T mny.

Mr. Woaop. Yes.

Mr. Borex. A while agzo it wna stated that in order to asesitain
the {zets, it would be necessary to moke ay investigaiion to detenmine
whether or not Lhe situation 13 sech as to need reculatien in the
munieipal liled. Iz there any disposition on the part of the municipal
deaiers to fool thae they o nat want such an investigation, or would
you welcome such an investizalion?

Ar. Woop. Yes

Mr. Boren. You would welcome that?

AMr. Woeon., Yes; we woulil welcome sueh an investigation.

Mr. Borex. I think that iz afl, 3r. Chaitimon.

Mr. Ercgenr. That s all; thanle you,

Mr. Kexpavt. There is one mntter which Xr. Kotz zelerred to,
and which I rised, with referonee to introstate hosiness

Mr. Borex. Purdon me for intorenpting you, but 1 would like to
ask you noquestion—if ¥ are tuterested, 1 would like to know the
answer (o my question of a few monments ago,

Alr. Kewpaor, Aoy I ozl you s gquestion, Mr Kntz,  What 19
the answer 1o the dealer who Jdoea not remster, but who coniduets o
business sodely inteasmte withont the vse of the mails?

Alr. Karz, What s the question?

AMr. Kesvpars, The dealer wlhio daes not register witl:s the Commisa
sion?  There secnis to be n "o man’s land” there,

Me. Karz, He iz eezuluted lav States.

Mr. Kexpany. Well, suppose e does nol join the assoeiation?

AMre Karvz, Yos

Mr. Kexpan, Possibly the aszociation which provides its tnembera
shall do Lusiness with the excliveege o the sane ploce wlock he 3 Joing
businesa with the elewens of prodic invelved.




B8 REGULATION OF OVER-THE-COUNTER MARKETS

Mr. Watz, You refer to the man that does vot nse the modls?

Mo Respant, Yes; or perhops e does zometimes.  Bat suppoze
m iheivicliel trinsactions or a seties of transnctions, if he is & wilea-
wake denler, and he las un otler to buy, nnd he fets an aeeeptance to
deliver the serurities, aml if that dealer s not registersd, he misht
Ligve bonslit the securities in a straight transaction, or he might have
bowrrht sowe secorities, wnd oll he had to o was to ro peross ihe sreet
and register them.

Now, suppose he i3 not rogisterad, il the sale 1s made, he doea not
got umtlung on it. Now, whot is the answer to that dilemma?

Alr. KaTz., Well, I think there might be two answers, The first, [
should think, is that the denber were cliaracterized ns exclusively an
intrastate, it mielt be possible that be would thind that if there wera
four or fve thouzand meinbers of the essociation, e nught continue
to do business on the outside.

On the other hond, another answer nught ba thot if ha wonted to
bo on the berter sule, he could join the asseciation and perhaps do
a Nilida bit better,

Mr, Hewparr, Excepr he would have the added expense.

Mr, Karz, That iz tree,  Of course all this matter—— )

Mr Kexpacl {interposingd. Yhat I hnve back in my ndnd iz this-
It i= not that I do nob think it is alf nght, but [ thoughr it worth
while to bring it oul so0 we could have the entire situation before us.

Commissioner Martpews. You ara referring now to the dealer who
does business wivhout using the mails?

Mr. Kexparn. Yes, -

Commissioner M atrEws. [ ses.

Ar. Kexpawe, [ have in mind, Commissioper Mathews, the ques-
tion of contrel over the individual transaction.

Comnussigner MatueEws. You have (o meet that problem o
that extent with evervbody in the business.

Mr. KexpalL. Yes; az n praetienl magter——

Comniszignper Matnews. That 19 one of the problems that yon
have in the conduct of the husiness os o zeneral dealer?

Mr. Borex. I wonder, Mr. IKenedall, if rou do not hava in mind
that the individual dealer will not want ta be competted to join the
local as=aciation”

AMr. Kespars. And prebably wonkd have to become 2 inember?

Mr. Boren. You do not believe there would he a very serzous
objection en the part of the individual dealer to that probabiliey?

iw {r. Kexpatr. No: but there is the aspeet of it, a3 to whether this
implements the Siate statutes oF whether it 8 an inlringement of
State riglts,  That, I thiak, is really where he might object.

Corvnissioner Matnews, I cunnot see how the settine up of the
ssanciution would impose any infringcment of State's rights.

Mr. Kexvpate, Why?

Commissianer Maenews, Well, it wonld be n matter of futraztate
transaction, nnd there wanbd haadiy be an infringement of State'a
ehts invoived, It woukl be g goml deal as if ¥ou shouid say that the
Comnuission elwold mor dl-ﬂ"li!lllt{* such members of tha stock cxehange
who cogage in eertein Gopes of trensacuons.  They discipline the
meinbers ol thetr nsaocinbion.

Mr KENDALL Yos.

Contmissioner Marnews. And if it eame to & question of criminal
cuses, he would he in no dilferont position than be 13 new in.

" bk oam m o s —
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Mr. KrypaLL. Yo

Commissioner Aavtonews, There would be really no  difference
there.

Ar WENDALL, No.

Commissioner Matnews. 30 I do not think you have really rot as
gerigus o rquestion conecrining the infringement of State’s rights ws it
might at first seem,

MMr. KEKDaALL, Well, aa I EAF, I raiged the point more becouse I
thought it might come up for chscussion at some other time.

Mr. Ercuer. Mr. Boren, do vou have any lurther questions?

Mr. Borey. I just want to tenssert the zeoeral queston to And if
there is nny interest on the purt of the dewlers ga to what the court
of resort should probably be, in the event of the necessity for appenling
from the orders of the Comimission,

Is there any dispute in your own minds in regard to whether it
ghould go to the district or to the eircuit courts?

Mr. Wrrnimngroxn. [ think probobly the matter has already been
eovered pretty well, My, Clairminn, but it would not come up 3o much
in the States where the eircuit courts sit in the cities, sueh as we Lave
in Bostan.

- In meany States, however, whars the circuit courl does not come
‘sround inore than onee & year, perheps twice a vear, it might be
difficult for that reason to have it go to the circuit court of eppeals.

From our standpoint, in the city of Boston, we Liave u cireuit court
pitting there throuzhout the year, and where one is sitting, I thiok thot
somehow the United States citizens would perhaps prefer to appear
before o ciccuit eourt of appeals before o 3-judge eourt, for somehow
three judges seem less inclined to be overowed by the Securities aod
Exchange Commission than ene judge.

Mr. Ercger. And it would save him the expenss of one jump in
tha liligation, wouidn't it? .

Commissioner Mataews, [hat 15, if the Government were to have
to taka the cise before the lower court. I it were to siart them in
the district courts, [ suppose the argument of the Government would
ba that it would have to fle its cases in a numbor of ndditional courts.

Mr. Boaren. It is a problein that interests me: the only question I
have in mind, 15 the furdanmental one, and 1 was just wondering
whetlier or aot the deslers had any particubar prelecence one way or

the piher.

e, Eicuer. Is there anything else vou wish to contribute?

Mr. Wooon. In avswer to that, T think [ have nothing to say, Mr.
Cheirman.
. Mz Ercaen. Is there atyone else who wishes to inake o statement?
I not we will consider the record closed with one meservation, that
ong wikness who intended to be heve but conbd not come hins asked
perinission ta lle a statement, mal thet permission will le granted,
nnd it will be weude & poart of e reeord when 1t comess that i3 Trom
Calliring — , Mutioonl Director of YWornen Investers i Anerico,
Ine., New Yok City

Alse, nuy Member of Congress who wishies to oxtend & statement
in the revord oy liwve the privilose of deing so.

If there b nothing Torther, the vommittes will stand audjourned.

CAL G280 pow, Al hearing was wdjouttal.)
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