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¥r. Anderson: I think that would be an evil that would
result from competitive bidding, don't you?

Mp, Spencer: I don't think so.

My, Anderson: If you are going to put me in competition
with these big buyers and underwriters on the small issues of
securities and have them come into my market and take them
away from me, that is going to be the result, ien’t 147

Mr. Spehcer: Aren't you now? |

Mr. Anderson: I cannot say about pub,ic utilities-—-

Ohairman Frank (interposing): That 1s all we are talking
about is public utilities, you understand; We are not talking
about anyﬁhing but public utilities, and the cquestion Mr. Spencer
is asgking you is whetherifthat bompetition exiétsp it has
nothing to do with competitive bidding. If it exists, it
exists.

Mr. Andersoné I don't know that % quite understand the
point that he is making. As I understood him, he wanted to
know whether we would feel able to bid umder competitive bifling
on srmall issues of public utilities offered in our state. I
would say that we would not be. At the present time we have
no oppo$£unitiea to buy thosé issues because none of them have
come up. ¥ will say with respect to the Virginia Public
Utilitiee Company, that we were interested in that and we ﬁere
merbers of a group that were considering making a propozal,

But it never got down to the point where we were able $o do
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that.

Mr, Welner: Where the company was proposing to purchase
gsome properiy? |

Mr. Anderson: Yes.

Mro Weiner: You never got a chance at those bonds com-
petitively or otherwise?

. Mr. Mderson; That is right.,
Chairman Frank: Thank youe
My, Stewart: Next is ¥r. Estes, of Topeka, Kansas.
STATEMENT OF WAYNE J. ESTES
Estes, Snyder & Co.
Topeka, Kansas

Mr. Egtes: I want to say in advance that my only intexr-
est 1s that &¢f the small dealer. We are a very emall deaiega
The evidence introduced.here yesterday pro%ed to me only one
thing, and that is that the small dealer will be the one to
suffer. ‘he large underwriters, whether they be for or against
competitive biddinga do not care much what happens %o us. Ihe
ones that are for it hope to get more business; the ones that
are against 1% think that they can do better under the present
system.

We know that it has been your Coumiseion that has helped
the 1ittle fellow by their policy of broadening distribution
on all securities and don't think that the small dealer does

not appreciate it.



s3
299

Chairman Frank: Then you might suspect that we would
not be likely to embark ona course unless there were some
othe® compelling reasons that would do what we thought was an
injury to the small dealer.

Mr. Estess Yes, but I disagree with you as I will show
you later, But I think.it is your motive to help fhe small
dealex,

Mr. Stanley has never had anybody out in Kansas nor has
Mr. Stmart nor Mr. ®aton, but your Commission has. Mr. Eicher
hés'been out and taiked over our problems with us.

Our firm has besn able to participate in both under-
writings and the selling of securities since this Commission
was created. I donit'be@m@ve we would ever have done it other-
wise. What we are afraid of now is if you put this rule into .
effect is that it will undo all the good that your Gormission
has already accomplished. The testimony here yesterday
indicates that what the big insurance companies do not buy
will go to the large underwriters who will attempt to do their
own retailing, and it will be just like it used to be when the
large houses had retall organizations traveling all over the
country right into our own commnity.

Chairman Frank: Is it true--Mr. Stanley is here--was
it true that Morghn, Stanley & Company and its predecessox,
.Jo P, Morgan & Company, had salesmen throughout the country? -

Mr, Hall: J. P, Morgan & Company did not have, but I
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presume he refers to the organigations like the National
Uity and Ralsey Stuart.

Chairman Franks Fortunately or unfortunately, the market
conditions are very different. We heve a very different kind
of a buying situation.

Mr. Estes: But their spreads will probably be closer
and they will be sble or they won't use the émallér dealéfe

Chairman Frank: That goes on a great many assumptions—-
first, that there will be overpricing and their own margin of
profit will be so srell that they cabmnot éfford to give any of
it to you. I would like to ask you a question, the question
that I asked yesterday. Would you think--assuming the
Commission had the statutory power to inquire into the proportion
of the spread alotted to the dealers by the originating undex-
writer ang 1% found that the origina¥ing underwriter was getting
a very handsome profit but giving a niggardly amount to the
small dealexr, that the Commission ought to do something about
139 |

_ think

Mr ., Estess I oertainly/they should.

Chairman Frank: ¥ think I mey say that we asked the
FNatiogal Association of Security Dmlers las§ May, I believe,
to advise us, (a) whether we had that power in their opininn,
and (b) whether we shoubd do anything about ito and we have not
heard tp date from them.

& v 1
Mr. %stes; I do think that that rule would react more
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ﬁnfavorably on the small dealer than any one elsé.

Commissioner Eicher: What proportion of your income
over the last five years has been derived from commissionsg
or from the sale of puﬁlic utility gecurities?

Mr. Egtes: This last year it meant the difference between
a profit and a loss. |

Gommisslioner Eicher: ©So that apparsntly you have médé a
profity

Mr. Estes: That is right. That is what we are thexe fbr.

Mr. Weiner: Considering the overall effect upon ydu, have
you taken into account what possibilities of business you may
heve lost through the private placemsnt? Yur figures show that
approximately 40 per cent of public utility issues in the past
have gone by that routs.

Mr. £stess I think that should be done away with.

Mr, Weiner: On balance, assuming that the result of such
a Tule as proposed here would curtail very sharply the amount
of private placements, do you think it 1ikely that the small
dealer can perhaps come out even? .

¥r, Egtest No, I don't think so. I think what you ought
to do is to eliminate private placements and leave the sydem
ag 1t is. |

Mr, Weiner: That 1s quite an ordex.

Mr, Egtes: That s my opinion.

¥r. Nevil Ford: You made a remark just a moment ago that



86

302
thé Association had not replied to an inquiry of the
éomn:ission° I should like to state fbr the record that wexare
prepared to make a reply and will ask our counsel to speak on
that subject.

Chalrman Frank: Very well.

STATEMENT OF PAUL W. LOUDON
Piper~Jaffray & Hopwood
Minneapolis, Minn,

Mro Loudon: I am another small dealer from the sticks,
and I am not representing the I.B.A. or the N.A.S.D., although
I am o member of both. I do not think that you have gotten a
‘10t of letters from dealers in Hinneapolis and St. Paul, al-
though you may have because I am frank to state that they all
felt it was Just love'’s labor lost, that the die was cast, and
yet we thought that some ons ought to come down here and be
the goat and register, and I am the goat. (Laughter)

L ap perfectly serious about this~-I mean }%--they thought
it was jyst a waste of time.

Commissioner Healy: There are peonle¢ that do not go to
the polls on election day for the}same'reasono |

Mr. Loudon: Yes, I know that, but I had a father and
mothexr that did until they were over 90, if that is any 1$terest
0 you.

Oormissioner Healy: You are living up %o the family

tradition.
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Mr, Loudon: I sort of"féséﬁ% thééfémafks you made about
the blandishments of the bond salesmen in the 1920's. I re-
'member when the Government was pretty dmn glad to have us go
out and sell bonds, if that is of any interest. (Laughter)

But to get back to this—

Commissioner ﬁealy (interposing): I was selling war
stamps, war saving stamps, so we are on a par in that,.

Mr. Loudon: I was glad %o hear lUr. Fréﬁkiin say yesterday
that he was open minded on this question, and i hope that he
meanﬁ ity I take his word for_ity.

| I think there is & lot to be said for us little fellows
because that is what we are. I don't want to repeat, and I
will just simply say that ®r. Whipple and somé other small
dealers, but bigger than usg, have stated it here before, and
it 1s repetition and I don't want to go into it.

There are one or two that have not been brought out that
I might enlarge on from oﬁr angle, and it may help the cause.
Our interest is definitely selfish; there is no use.fob&ing
ourselves or anybody else, sd I won't try to.

Ohairman Frank: It should be selfish.

Mr. Loudon: We have been in business out there for 20
years. I have been in the investment business singe 192;o and
I studied 1t before I went into it. I did not fall into 1%

out of ?gle or arywhere else just as a white shirt and collay

buginess. I thought 1%t was a good one and I studied it and
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I went into #%. I thought I had a business; and I raise d a
family and fi#e children and I still would like to have pride
in my business, but it has come ti/pass through ciraumatanées
in the last few years that whereas we for about 30 or 31 years
havo had small local underwritinge in not only munioipals but
small corporation deals such as might come along, we have only
got one thet we are a little bit ashamed of. The rest of them
weaﬁh@r@d the gale‘pretty welle

I think that is pretty well borne out by the fact that
we have stlll got friends and clients that are s$till willing
%0 do business with us, and we try to dp business with them
on a list of which a good part are in the public utility bonds
4f we can get them. We do not always get what we want, and
I hold no brief for the sastern uéderwriterso but they have
treated us pretty well and we have helped to make our bread
and butser out of it and we would like %o see the thing con-
tinue, becauss we canno% see how what is suggested here ig
going to help us.

I disagree pointedlj With the fact that ocompetlition and
suction block sale. of public utilfties is going to halp
eliminate private sales. I think Mr, Ecker said yesterday that
they were going %o go-in énd.pide and certainly if the ineur~
ance companies will do that, they can bid on a much smaller
margin of profit than we can.

Cheirman Frank: But you understand Shat today there is a
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very large volume of utility bonds at which the investment
banker never gets a crack.

Mr. Loudon: That is true. I understand over a billion
in the last three or four years,

Cheirman Frank: The pretty obvious reason is, as Mr. Rogers
kss @mid, and heAboastfully says, that the insurance cpmyaniesa
including the one that he represents, are in a position ¥o put
the money on the table and make a firm commitment, &s the in-
vestment bankers are not. Now, one of the effeots of the pro-
poses rule, if it did not contain the exception that ®r. Ecker
and ¥r. Rogers suggest, one of the effects of the proposed
rule would be that that advantage of the insurance companies
would disappear. They would no longer be able to gfab that
issue at an early date as they can today. Most of us have
observed this trend, and if i were in your business, I would
want %0 see anything that would stop that trend be tried,

The trend ié such that if it goes on at the present rate, there
are going to be fewer and fewer and fewer issues tha. are
ofiered publioly. This will put the in surance company and

the investment banker on the line together. ‘he insurance
company will lose any advantage excepf ong, the fact of having
more money to bid.

Mr., Laudon: Apnd they can bid on a lesser spread,

Chairmen Frank: Yes, and they can today privately, that

i1s what they are doing.
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Yr. Ldudon: 411 right, but they are also getting bonds
privately.

Chairman Frank: Yes.

¥r. Loudon: #nd they are getting enough bonds from the
upderwriters where they do not feel it is worth their while to
go in there.

Cheirman Frank: But Mr, Rogers® appétiﬁe does not seem
to be at all sa tiated, and if I recall Yr. Ecker's testimony
vyesterday, he stated that through the combination of theix
ability to bid competitively and with private placements, they
would acquire a laiger number of bonds.

Mr. Loudoh: Then they are getting i%.

Chairman Frank: And he also‘said something that was
strangsly inconsistent. It was brought out by Mr. Fournier
that the effect of competitive bidding would be overpricing.

H then éaid that the effect of overpricing would be~~he was
agked if he would not buy them in and he said he would, and
then the obvious question was put to him, which I do not think
he answered, which was, ﬁhy should he buy them if he thought
they were overpriced, when all he had to do was not to enter
and wait until they got to a pribe which he thought was the
right pries. He did notanswer that question.

Mr., Rogers; I doh't know that the question was answerable

when put in that form, but I think what ¥r. Eckert meant wes

that the non-necessity of considering any necessary spread or
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any immeciateé profit such as the bankers would have to consider,
that because of that we wouldbe in a very;good position to bid
slightly above what they were able to bid.

Chairman Frank: But if they were bidding a price that you'
thought was too high, why would you bid?

Mr. Dean: How would you know it was too high with Sémied
‘bids?

Ohairmen Frank: Why would the Metrovolitan Life Insurance
bid a price that it thought was too high? The assumption that
has been reiterated here, I think, until--I will no% say until
1 am persuaded, but I am certainly familiar with the argument——
is that comﬁeti%ive bidding must lead to bverpricingD and by
dint of repetition if that were proved, we would now have i% as
an axiom.

Mr. Rogers: Not in every case.

Chgirman Frank: If it were sog then the Metropolitan, if
well advised, would only bid a price which 1% fhought was the
right price, and if it did so, and if the effect of competitive
bidding were to lead to a higher priceD then the Hetropolitan
gould not get a bid, and thén the corpetition between the
Matropolitan and the invesiment banker would all go in favo: of
the investment bankex, ’

Mr. Loudon: Mr. Frank, I would like to say a word thare.

Chairman Frank: It is your floor.

Mr. Loudon: Assuming that a sigzeable underwriter goes‘in
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there and bide agaiﬁsf the Metropolitan or anybody elsgv isntt
it going to tend to make them bid closer, and that would
eliminate us 1ittle fellows?

Chairman Frank: I am assuming that Yr. Ecker meant what
he said, and I am sure that he did, and that ¥r. Rogers meant
what he szid, and I am sure that he does, that they would not
bid a price--

‘Mr, Rogersfinterrupting)s I would like to state what we

mean.

Chairman Frank: If you will let me fiﬁish, you may
correct me, where I have misstated your postulates--that thsy
would no%t bid a price that they thought was too high and, %o
be sure, because of the amount of money they have and what they
can save, they are able to shave, but they woukd not bid a
prios, and as Mr. Dean sald, sinoce theg are field bids, they
would not know what the price was going to be. But they
would bid a price that they thought was right and not too high.
We start with that assumption, and if it is %rue, that in-
evitable effect of competitive bidding would be that persons
bidding other than well-advise@ persons who were going to be
long~range investors like the insurance companies—=the 1n¥
vestment bankers eager to get the business and get rid of it in
a hurry--if the tendency of competitive bidding would be to
make them bid it high, then their bid would be higher than the

bid of the Metropolitan or any other insurance companym and the
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Matropolitan would not get the business, and therefore it
would eliminate private placement. That would gpean what?
According to this argument--I am not saying I am convinced
by it or that it is accurate—private placement woﬁld go out
and the ihvestors might pay more because they would get ogex-
priced bonds=-that would be one of the arguments to be sure--
but certainly im the competitive race between the underwriters
and the 1nsu£ance companies, the insurance companies would
bid their price and the investment bankers would bid a higher
price aml the 1hvestment bankérs thought they should to take
the bonds out.

Mr. Loudon: But the underwriters would be in there and
they are these big underwriters,

Chairman Frank: Aren’t they now?

Mr. Loudon: Yes, but they have got a reasona&ble spread.

Chairman Frank: Have the big underwriters! ever dis-
cliteed thelr profits to you?

4.Mr° Loudon: - No.

Chairman Frank: Your assumption is that today they are
making a certain profi¥, and that the resulting underwriting
spread will be so markedly to reduce their pfofit that they
will have to reduce the amount thaf thej allot to you. That
is the question of fact, isn't 1t7

Mr. Loudon: Yes.

Chairman Frank: I am going to follow your assumption
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for e momen$ that this spread will be less. But hgﬁ do you
know that iv still won't be large, and so large that they
still ought to give you as much as or perhaps more than they
are giving to you today? You don't know anything about that
today, do you?

Mr., Loudon: No.

Chairman Frank: They give you exactly what they want to?

Mp, Loudon: That is right.

Chalrman Frank: They--you are completely at their
sufferance? |

Mr. Loudon: Yes,

Cheirman Frank: You are working for them?

Mr. Loudon: No, I am working for myself.

Chairman Frank: But you teke whatever they want to give
you?

Mr. Loudon: That is true; anything they hand out.

Chairman Franks You don't know whether what they are
gilving to you is a fair proportion?

Mr. Loudon: No, but I have heard them state that if that
comes to a pass, it will make the margin less and they will go
into retailing themselves. We have seen six of those big
underwriters go out of Minneapolis in the last seven or eight
years, and I don't want to see them come back, and I believe
that it is just as true as I stand here thet if that thing

goes on, we will have them all back on & retail basis.
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Chairmen Frank: But aii of your afgﬁments are predicated
on statements made to you without any detailed statements of
their profits. You don't know aﬁd I don't know what their
profits are.

Mr. Loudon: I will take their word for it, or yours,
when I think you are giving your word as a gentleman.

Cheirman Franks You wén't teke m& word for something
that 1 don't know?

Mr., Loudon:; No. I donit believe they are going to come
uo here and tell a different story that is not a true one,

Mr. Whipple: 1Isn't it falr to point out that the insur-
ance company will have an important advantage over the undex-
writer or dsaler in purcaasing securlties by the fact that he
requires no spread or no profis?

Chzirman Frank: He has that advantage today. Unquestion-
ably, that is why they are having private placeme ms.

Mr. Whiopple} Isn't it going to continue the same way?

Chairman Frank: The cdvantage that he has, he has. That
acvantage will be eliminated to the extent that you take
avay the advantage of his being able to make a firm commitment
weeks in advance., All I am addressing myself to is the re-
mark that there is going to be overpricing by competing undefé
writing who are going to come in, and I say that the insurance

comrany in those circumstances would be very foolish to go in

and bid a high price if they saw it was going to bve overpriecing
i~
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because from Mr. Ecker's statement I understood that the con-
sequence of overpricing is that the securities come back on
the market, and they can buy them up at a lover price.

Mr., Rogers: Mr. Ecker mentioned the possibility of
bidding a quarter of a point lower than the banker did. A
quarter of a vnoint on a Soéyear bond would amount to very little
over the term. The security may very well be worth that to us,
and it wouid be a falr price to us to bid a quarter or a half
a point lower than the bankers. <hat is what he meant.

Chairman Frapk: That is a factor in the market today,
and that is why you are going in on private placements.

Mr. Rogers: Wo private placements would split the economies
or attempt to between the issuer and the investors and those
economies are very substantial. As to the possibility of oux
just walting around and buying later, as you well know, we
do very little of that, and this'is one of the reasons--this
is one of the answers t23;rivate placement point when it is
gtated by the small investor.

Chzirman Frank: If that were true—~it seems to me the
logic is inescapableéeif it is true that competition.and com=
petitive bidding is going to lead to overpricing9 and if by
overpricing you mean a price of such a character that the
persons who purchase wiii néf hoXd for bscauss

there will be within 2 short perav. atabilizing

starts & drop in the price and the bonds will come back in
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the market at a lower price, there 1s no reason why the in-
surance companies should tother to go into private placement.

MrolDeanz In the spring of 1935, the first time that

the public utility companies were issuing securities below
4 per cent, the large insurance companies at that time quite
properly decided that they were not interested in the securities
that were being offered. They had, however, in their portfolios
falrly substantial blocks of the securities which were being
refunded. They did not buy any of the issues which were being
offered. That meant that they had a sutstantial number of
bonds in their portfolios that were refundednhand those funds
were idle and seeking investment, Those utilities at the time
had their large refunding programs. ?hey went to the market
again, and again the insurance cbmpanies thouéht the prices
were too high and again some of the securities that they had
were refunded., That happened the third time. Again, some of
the insurance companies did.not invest until some of the in-
surance companies became very much worried about the very large
percentage of the securities of those companies which were being
refunded but for which they had no investment outlet, and they
then went to those companfes and offered th&m.a higher price
than the investment bankers could meet. 1I think you will #£ind
%hat 1f the insurance companies should decide to bid on a

particular issue, and taat the price was too.highu although

in a sealed bid, I don't see how they wmuld know what the price
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would be=-

Chairman Frank (interrupting): Everybody in this room
has predicted that theprices are going to be high. Everybody
has said so. If it has become a dogma that requirses no proof,
a self-evident truth so that no one needs to inquire into it--

Mr. Rogers (interrupting): Mr. ®aton also pointed out
that in = rising bond market, they bid 101} for a certain
issue, and the issue could not be sold at that price, and that

they held the sgourity for about nine months and then sold it

- at 105,

Ohairman “rank: Therefore, one of thetwo arguments is
gsound and the other ies not. If ogerpricing has been pictured
ag an evil to the investor and if it is going %o be, and if that
evil is going to lead to the investor quickly xreturning the
bonds to the market, and you know, as you seem to. know without
any demonstration, because it has not'been operated, but if
you know that it must happen that way, then I say I canno%
understand why the 1hsurance companies need to have the
anxiety that they had in the instances that you cited, because
in those instances, the bonds apparently were not overpriced
and didnot get back, and they were not able‘to pick them up,
but 4f it be a dogme as it seems to have become judging by the
utterances of many persons in the room, and apparently is
taken for granted tﬁat competitive bidding is.bound to 1éad o

overpricing, and not in the sense which Mr. Eaton was talking
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about, where the investment banker holds them and later selis
them at a higher price, but where he disposes of them at an
excessive price and they come back on the market,whieh is the
sequencé of events which has been predioted-heré==that is what
we have heard again and again and again, :nd then I say that I
‘do not see why the‘insurance companies should bother %o go in
and bid'privatelyp‘becaﬁse all they would have to do would be
to sit down, and five or six weeks the bonds would be back and
thoy coukd get them at what they thought would be the right
price.

My, Dean: There have been a great many statements made
here. You may have a rising or a falling bond market. Obviously
i f you had bid too high in a rising market, you would be able to
gell them even if you did hodd them.

Cheirman Frank: Then the evils of overpricing are absent,
because the evil was supposed to be an investor getting the
bonds at an excessive price.

Mr. Dean; The investment banker at the particuiar momen$
paid a higher price than the investment market at that particular
time would stand, but due to a rising bond market he was able
to sell them in & period of four or five or six weeks later.
1f there were a falling bond market, on the other hand, and you
had a complete 100 per cent competitive bidding, I should think

that the naturalttend@ncy would be that if you had one or two

l1ssues that were overpriced, that you would then have g tendency
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to have those issues greatly underpriced.

Chairman Frank: UNow, it is the issuer that is going %6
be hurs.

Mp. Dean: Then I think in a falling price, you would
have an overstocked inventory, your investment banker would be
overstocked and thé market cloggeds=-

Chairman Frank (interrupting): Just what Commissioner
Pike said yesterday.

Mr. Stanley: I do not pretend to speak for the insurance
companies, but I would my that today the insurance companies
ocan pay a point more for a large issue and would, than he
would for a smaller amount, because of the volums.

Mr. Bollars: I should like to say—

Mr. Loudon (interrupting): How about me?

Ghéirnﬁn Frank: I was thinking of you. Hy allementary
canal ig beginning to assert itself, and I think thet we had

better recess.
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Mr. Loudon: I will finish in two minutes here, I want to -

say one other thing from the small dealers? standpoint, and I
gay it in all good spirit. I don't wal any personalities here,
but I have listened to Mr. Eaton, and from our standpoint, and
again I want_to say that I am fighting nobody?s battles dbut my
own, but when we offer securities, we have a great me jority of
our people who are smart enough or think they are wise eﬁough
%0 agk who. is underwriting them. It 1s just like thae example
of the name "sterling® on silver -~ 1%t may not mean anything on
the silver, but just the same peéple look for i%, and I think
that hag a big bearing as to whether these underwriters earn

their money. énd 0%tis & Company in our country is not as well

known as somebody else. It may ke too well known on other
accounts. We have a lot of Continental fhares up there, and
people might think regardless of what is the situation if they
would follow it throughb‘and ﬁe might not be able ¢o sell a .
gecurity that was underwritten by Otis & Company although we
might by Halsey, Stuart 6r gomeone 6l8e.

Now, that is a matter of fact. Whéthef it is falr or not,
it 1s %rue. And I think that that should have some bearing
cn this question. |

My only other point is that I read one 1little plsce at least
out of Mr.Weiner's brief -- I tried to digest all of.it end I did

not even get started -~- but there was one point that the issuer

should receive the most favorable terms obtainable rather than
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the maintenance of a living wage for investment bankers, and I
would just like to ask lir. Weiner if us forgotten men should come
into the discard of big business ~- if they can not look out
Por themselves better than the smaller people out in the sticks,
then I don't understand the game of living. I don't believe

1% is the will andthe desire of the industry or of Congress in
establishing the S.E.C. to just simply put the emphasis on the
big shots and leave us wherever we may fall in the general run
of the thing.

Chairman Frank: I don't think that you have found the
3.E.C, doing that by their attitude generally.

Mpr. Loudon: X don’t think so, and I don't believe 1%,

Mr. Frank, and I can not believe it. If you ob%tain wﬁa% you are
after, which is the elimination of private placements, I wish
to God you would, but I tﬁink that you should drop competitive
bidding and go %o some other attack.

Mr. Daley: May I4rise on a point of pr;vilege? I think
good taste will stop us from talking about the ilssues of other
iser ors which heve been any more fortunate than some that wé
have put out. X do mot think that is an issue here, but if it
is an issus, we are always glad of course to sit down and go
over fhe ﬁhol@ slfuation.

Chairman Frank: We will recess now until 2.30 p.m.

(Whaveupon, ab 1015 Pelle, & TECEss was Taken until 2,30

p.m., of the same day.)
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AFTEBJ\(OON SESSION

(Whereupon, the conference was resumed at 2:30 p.m.)

Chairman Frangs Let us proeceed, gentlemen.

Colonsl Scott, would you oaré to be heard?

Colonel Scott: Yes, sir.

STATEMENT OF COLONEL FRANK A. SCOTT
Chairman, Finance Committee, Western Roserve Univers;ty
and
University Hospital;‘éleveland, Ohioc

Colonel Scotté: Well, I am interested in your hearing and
your desire for opinions and information on this general subject.
I have no personal interest in it, in the profit sense. I hapoea
to be the Chairman of two rather important invesiment commitﬁeés in
our community, one, of our Uulversity, and the other of a great.
group of hospitals which we have in Cleveland, that are united,
and together have about $20,000,000 of securities.

I~--when ﬁha Securities and Exchange Act was passed, and I
presume I have this in common‘witﬁ-many citizens--approached it
with the thought that their chief interest was the interest of the
investor, and therefore X havé tried to apply this 1déa in that
direcrtion-~to what extent, if at all, would this éompetitive
bidding on this type of security aid the investor asagainst the
system which we haye beé pursuing?

I have bem unable to see that it would be of advantage to the

invegtor. It seems to me, from such experience as I have had,that

it would rather work to the éisadvantage of the investor.
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I think the existing system has certainly built up in
the mind of the investor a relianee upon the issuing house,
growing out of that relationship which has often existed be-
tween the 1ssuing house, or rather the purchasing house, and
the i1ssuing corporation, efbanker and eusfomer, so that the
investor hasg come to rely upon the judgment of the banking
firm, and has asgsumed that if the banking firm was willing
to lend it8 facilities to the distribution of the security,
it had first satisfied itself with the probability that the
sgcurity was sound, and that its ultimate history would no¢
be a reflection upon the banking firr involved.

This may be naive, and it may mersly be old«-fashionéd0
Mr. Chairman, but my observation of that kind of thing has
been that there has existed in the norml operations the re-
lationghip between the investing banking firm agnd theAeorporac
¢ion issuing securitisg, that normally exist between a banking
houge and its sustomer, a mutual knbwledg@ of the character
and ability of the ofhe? party, and a mitual confidence arising
from that knowledge.

It seem™ Yo me that what is under consideration now lessens,
t0 a very great degree, the building up of that kind of knowledge
and confidence, and legsens it to a degree that in the ultimat@
would be hérﬁful to the investing publie.

I don't know but what I have said right there sbout a1l I

can say. That is my lmpression of it from vears of contact
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with 1it.

I ghould be glad, Mro\chairman, if you wish to question
me, to make such comments as I am able.

Chairman Frank: Thank you very much.

Mr. Stewart: May I promesd, then?

Chairman Frank: Yes.

Mr. Ford: May I interrupt a moment, Mr. Chairman, befJ;e
w2 leave the subjecf of the small dealer?

I should just like to state, as a representative of the
National Association of Securities bealers9 that our Board con-
cays most heartily in the statements such as have been made by
the small dealers appearing here this morning. From inquiries
which we made among ouyr. own membsréhipg which you know consiste
of some 2,900 houses in this coﬁnfry, the expressions given
here reflect very strongly the feeiings of the majority go far
ag we can Gdetermine, of the small éealersg that the institution
of 8 competitive bidding rule will be followed by far-reashing
effects uoon the gmall dealer, and we bslieve in manv instances
will lead %o his elimination, and further, that it will 1sad
to thé concentration of the security business in the hands of
a few.

Thank you.

A Voice: Before we leave the subject of the small dealer,

I would like not over three or four minutes.

Mr. Stewart: Might I say that we haven’'t left that subjent
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yet. There are still small dealers who haven't put in an
appearance, and we think they will testify further if that is
" agreeable.

May I proceed, Mr. Chalirman?

Chairman Frank: Y.s.

STATEMENT OF ROBERT McLEAN STEWART
Chairman, Securities Acts Committee, I. B. A.

Mr. Stewart: As Mr. Chamberlain said yesterday in his
testimony, the most ifportant conéideration out forward. by
the staff relates to the question 6f whether there i8 or is
not competition, and we would like to turn our attention for
¢the time being to the exploration of that question, the
question of competi‘cion°

The s%aff says in its report, at page 11, that once of
the eriteria of competition is whether or not a new &eaiar can
enter the business and meke his 1livelihood in that business.

As we have said in our brief filed with you, the hisgtory
of the last 25 years showe that great numbers, a very large
number of new firms, have be= formed throughout the countiry
ag well as in the large cities.

Chairman Frank: That originates underwriting of utility
{ssues?

My, Stewart; No, they do not neopssariiy originate under-
writing of utility issues.

If I may be permitte d, Mr. Chairman, to address myself %o
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the general subject, in view o the fact that the staff
report apparently is concerned with the broad question and
has been based, to a considerable extent, upon the testimony
given before the Temporary National Economic Commigtee. COur
sooe reasons for referring to the general subject is that the
staff report itself seems to be generals

As we proceed, there are here a number of representatives
who will give evidence showing that they have been able to
‘enter the investment banking business and to achieve a moderate
guccessp as great a success as econoﬁic conditions prevailing
in the field have permitted.

Chairman Frank: Mr, Stewart, I would assume that what
would be germane—if we are to go outside of the utility field--~
would be issues of a comparable size. Nowp do I take it that
you are going to endeavor to demonstrate that there have been
& oonsiderable number of new investment banking house that have
originated issues of considerable slze?

¥r. Stewart: I wouldn't suggest that we could prove that.

Chairmen Frank: It would scarcely be germane to our
subjeet, I would think, to go intc & discussion of emall issues,
partioulagly of a local ocharacter, which wouldn®t furnish us
with any yardstick for our discussion of the underwriting of
utility issues, which is the only subject with which we are

dlrectly concerned here.

e, Stewarts 4t would, ofcourse, be our view that no
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underwriter originates issues, the issues originate with the
issuer.

Chairman Frank: I won't quarrel with you abéut the
terminology. You know what, in my stupid way, I am feferring
to.

My, Stewart: I think that before we talk about whether
there is or is not competition in investment banking, we might
explore to some extent what is the nature of the competition,

Ag we -said in our brief, we think it umnecessary that com-
petition should be an affair of noise and clamor in the streeis;
that competition can exist, and exist effectively, without that
develdpment.

This morning several of the wiitnesses here were talking
about the status of professional people, as to whether or no%t
there is competition among them. I suppose that the competition
which has develbped there is the kind that experience through-
out the centiiries has shown to be the wise kind of competition.
I would doubt that there is an absence of competition.

I have in my own family many professional people and I
know that they have always been keen for success and have not
neglected the proper means of assuring that success.

Some time ago Professor Frank A. Fetter, of Princeton, said,
in a book which he Wr§t38

"The broad definition of competition is wide snough %o

anoiude a physical fight %o the death, and theuse of any and
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every form of weepon of fraud, deceit and destruction. We
must recognize the distinctions between fair and unfair,
legal and illegal, social and anti-social competition—*

Chairman Frank: I don't happen to know, but do you
happen to know whether Professor Fetter thinks that the kind
of competition between investment bankers that now exists is
adequate?

Mr., Stewart; I am sorry that I don‘t know what his views
are, |

Chairman Frank: I would be surprised if he did, knowing
his general attitude. He happens to be far more zealous about
the stimulation of competition than I am, I know, and I would
be surprised if he would agree with the views that your report
eXpresses .

¥r. Stewart:s Yur view, of course, Mr. Chairman, is ade-
quate. 45 a matter of fact, we think thsre is %oo much compe-
tition for the sooial good.

Chairman Frank: Is there the same kind of competition
between underwriters for large 1ssues, that there is bestween
shos manufacturers for the shoe business?

Mr. Stewart: I would say no%, and I should think it im-
proper that there would be. It seems to me that one of the
fundamental errors made here in our consideration of this
problem is that we liken seouritigs to shoes or bread and

butter, or other consumers® goods.  There I think ths probleam
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is very different. Certainly, the consumer is not dnjured
by the subsequent variation in the price of a local bread
' which he buys. The local bread is bought for immediate con-
sumption. If it is not dmmediately consumed, the laws of
several dynamics get to work, and it decays very rapidly in-
deed. Bu. that is not true of the security. The security is
something which must exist throughout its whole life, and i¢
is greatly affected by its price throughout its whole existence.

Chairman Frank: It is true of real estate, isn'd 1%9% I
mea, real estate doesn't decay, and I gather that people who
deal in real estate compete pretty actively, don't they?

Ur, Stewart: I wouldn't regard acreage of land as consumers®
g0048, |

Chairman Frank:s Not exactly. I was trying to take an analogy
of the purchase by people of things which they have scme notion
of possibly disposing of thereafter, and where the price has
some effect, ¥ mean taking that aspect of your argument, there
séems to be pretty lively competition betwee men engaged in
gelling real estateo. They do not adbere to the rule that was
indicated as existing among investment bankers this morning, |
of not going after sach others' customers.

| Mr. Stewart: I didn't interpret the testimony given this

morning as indicating that investment bankers were not prepared
%o go after eaeg others' customers. On the contrary, I thought

they iadicated that they wers ready o employ every ¢ffscilvs
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weans of competition.

Chairman Frank: I undersyood Yr. Stanlsvy to make ths
following statement~-he will correet me if I am incorrect--that
a8 long as he thought a rivel was doing the business wsll and
oraditably, he would no% seek %o get his business away from
him.

Mr. Stanley: That is true, Mr. Chairman, but ¥ said that
1f I thought he was not doing well, I would tzy,

Chairman Frank: Yes. But is that true in the real sstats

" business?

Mr. Stewaxt: I am not an‘aﬁthority cn tha real estate
business.

Chairman Frank: You know in general. Do you think Brokewr
Jdones says, "Well, now, Smith sesms to be hardiing that estate
account, and it is a eredit to the busginess, s¢ I am not going
to try to take it away from hi#"?

My. Stewsrt: I really can't speak for ths real estate
brokora.

Hy, Dean: Y think they did have such a provision in ths
Realtors’ Code, adopted in 19239,

Chairman Frank: Thatvis my understanding, but that is mo
longer in existence. That was in the NRA Gode, and that is
interesting becausé-ﬁhey were seversely oriticized because they
had so much compeitition.

M., Dean: I Gontd believe compesiiive bidding is used
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in the sale of redl estaté except seaside lots, or lots—

Chairman Frank (interposing): I am not talking about
competitive bidding, I am talking about the real estate
business as distinguished from the investment banking busi-
ness. YNr. Stewart was addressing himself to the question of
whether there was competition, as we know 1%, in ordinary
walks of lifes

My, Dean: I would doubt very much that William A, White
% Company would go out and try to take, actively, Browm,
Wheelock!s business away from them, as far as the managsment
of buildings is coricerneds %g handle & good many bulldinga
in our own office; and those real estate brokers come in to
see ug all the time, but if Williem 4. White & Company were
to come in and actively pester us, we would regaxd them as
a nulsance. |

Chairman Frank: There ig always & polnt beyond whigh
salesmanship becomes self-defeat.

I heppened to have lived for many ysars in Chicago.
Mr. Harry Stuart and I come from a woolier part of the country,
and we‘may not always agree on oeftain‘things; but my ex-
perience in the real estate business was that b was peatered
to death whemever I had any real estate business to handls,
by competing real estate brokers, and they didn’t say, "Jones

is handling this well and I wouldn't think of interfering

because i% would hurp ouxr i
profession by hi;
3 @ having me bapee
erge
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I never heard that in the real estate business; whether
it was small business or lérge, the competition was very
keen.

Br, Dean: If you are the executor of an estate, and
you have & large block of senurities to sell, I cen asgure
you that every single investment banker in the country,
practically, will call you up about ite.

Chairman Frank: By the way, befors we bhave finished
with this seseion, we would 1iks to have you address yoursélf
to the sale of portfodio securities, becausge that does nod
invelve questions of fixing uwp trust indentures and the like,

¥r, Stewart: And I can say this about the invesiment
banking business, that 1 had e good meany years in the
welling end of the iavestment banking business. I Found
it one of the moet highly competitive of all businescas.

Chairman Frank: But surely that has nothing to do with
our subject today.

Mr. Stewart: I think it has.

Chairman Frank: Let me understand this. What we are
talking about is whether there is competition between lp-
vestment bankers trying e procure issues which they can
sell. Now, that oncs they have prooured the issue, and then
go out to sell if, they find themselves in competition,

they or theiy retailers find thumselves in competiiion with
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others who are also endeavoring to go to the ultimate con-
sumer, is of course an intefesting subject, but I don't think
1t will be very fruitful for purposes of our imquiry. The
question ig whether at this particular point at which this
proposed rule is directed, which has nothing to do with the
gale to the ultimate consumer, but whether there should bo
competition and whether there is competition %oday, ad
whether there should be and whether the competitive biddimg
rule is the way to procure i%; and whether there should be
and is competition in the procurement of the business of the
issuer. »

Now, the fact that there is competition at a later point
has no bearing on that subject, and while I always like-ta
hear whatever you have to say on anything, bocause i% is in-
foxmative, maybe my colleaguee care to hear fxom yowr on that
subject, but I personally don't think 1% is germane, and we
have so much to deo i would rather not hear about it.

Mr. Stewart: I had only a very brief statement to make,
and 1t was that a man who is accustomsed to bs actively inm
competition is not likely to changs hig spots ox té change
his characteé merely because he moves his deak.

Chairmen Frank: We needn't discuss 1% a prioxaq, about
what heig likely to do. The question is-—-ie there %oday
competition between investment bankers for issues or is there

not? Now that there is likely to be, it might be interesting
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if we oouldn't get at the facts, but there is such compe-
tition.

Mr, Stewart: Well, there are men who are competitive
in nature, and employ all the devices of competition to the
best of tﬁeir ability. It happens to be my job-=

Whairman Frank (interposing): I will ask you the direct
question. 1g Morgan, Stanley & Gompany have an account that
they have done business with in a certain enterprise, or if
Dillon Read hes, if they have a company whose bonds they
have disposed»ofg do you call upon that issuer and endeavorx,
without first consulting Dillon Read, %o get that business?

Mr. Stewart: I have never consulted any one ag o whab
I ghould do in endeavoring to gét business.

Chairman Frank: Do you do that?

Mr. Stewnrt: I do my best to get business.

Chairman Frank: You go %o the issusr and. say, Ve
think we can do the job better than Dillon Read®?

Mr. Stewart: I don't think that would be an effective
techniqus. |

Chairman Frank: Have you tried 187

My, Stewart: Y have tried it in other activities. Im
selling bonds, for example, I never found that it helped me
at all to.say, to go to any one and say, e can do =& bettex

job¥®,
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Chairman Frank: Have you ever approached the issuer,
where Dillon Read has theretofore handled the account of an
issueyr, and tried to get the businest away by any gentlemanly
means or any other appropriate means?

Mr. Stewart: It has been my business to do that.

Chairman Frank: And you do that regularly?

Mr. S8tewart: To the best of my ability, when I am not
down here before the Commiseion on the securities law, As a
matber of fact, that is true.

Chairman Frank: Then your process is different Ifrom
Mr, Stanley’so As T understand it, he wouidnﬂt do i%, he
wourld not try to get an issue away from you 17 he thought
you were doing the business satisfactorily,

Mr. 8tewart: That is what he sald this morning, yes.

Chairman Prank:; Do you doubt it?

Mr. Stewart: If you will forgive me, I would 1ike to
say that he reserved to himself the right to judge whether or
not we were doing the business satisfactorily.

Cheirman Frank: Oh, yes,

_ Mr. Stewart: I don’t wish %o push that point too much,
sir,
. There is one other aspect of competition im inves<tment
banking we referred yesterday. I haven’t finished reading
Profeqsor Fetter's statement, but I think you understand whag
it is. |
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I might say that I have some gpecific examples of
changes in business whlch I will introduce in a few minutes
1f I may.

I would 1like to refer again %o the compe%ition in privats
placements because I think that 1s an lmportant matisr %o
consider here because it does directly relate %o the con-
tention of the staff that there is banker domination of utility
issues, We say that it is established beyond any queetion
that no such domination exists.

I assure you that any of us who could get &an issue away
on reasonable terms from an insurance company or a group of
ineurance companies which was attempting %o make a direct
purchase would mos¢ certainly do so.

The private placement trouble has bsen ons of the troubles
of which we have been most acutely conscious for these last
several years. Mr. Ecker, in his testimony yssterday, said
that there was no banker domination of the issuers who
securities they had purchased, and the record of the stafs
shows, I thiﬁkg that more than a billion dollars of public
utility securitiee were so purchased in the last perieod of
four or five years, - I forget the precise lsngth of time,

We have ourselves compiled a record of 502 issuers,

I% ie true they are ndt all utilities, although the bulk of
them are, utility issuwers. They account for something in

excess of $4,000,000,000 of securities.
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8o that in the utility field, and outside the utility
field, issuers apparently are wholly free to choose whatever
means they wish to select for the placement of their securi-
ties. Our records show 502 lssuers.

Ybsterdayg Mr. Howard Sache spoke about the competition
of the market., We wish particularly to emphasize the reality
of that competition., It may well be, and it perhaps is true,
that prior to 1933 there were evils in the business which
required the attention of Congress, and which needed %o be
remediedo

We contend that they have been remedied.

Chairmen Frank: When was the Trust Indenfure Act?

Mr. 8%ewart: According %o my memory, 1939, but the
Public Utility Holding Company Act in 1835, and the administra-
tion of the Public Utility Holding Company Act has been under
your control since then., We think tﬂat with the great mags
of information which is available to the public now, with the
great contrel which this Commission exercises ﬁmder the Act
of 1935, and the disclosure requirement both in the 18335 Act
and in the Trust Indenturs Act, that there is no possibility
for evils which could be injurious to the puwblic to exis%.

That being so, we think that the conditions which may
have existed prior to passage of these Acta have no bearing

upon the situation as 1% exists today.

The competition of the markets by the way, %o quote
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Professor PFetter, again, he says:

“Market-competltion is a peaceful and constructive pro-
cess of rivalry in sfficient production and service; and 1%
is neither an immense legalized gamble for capitai prizes for
the strong and successful few, nor a duel to the death for
the unsuccessful many."

The record which we have, of compe$itive bidding to date;
show that it operates in securities %o bring the bulk of fthe
busingss o the_highly successful'fewa

8o, Gentlemen of the Commission, in the paper of the
staff reference islméda to what 1s called *propriesty righﬁsﬁp
and that is quoted on several occasions in the staff report.

I think it only proper to say that the use of that term
apparently originated in Boston. I% is reported at 11865 of
the testimony by Mr, Chapin of Kidder, Peabody & Company. But
the staff did not eay in their report that Mr. Gordon of
Kidder, Peabody & Company, also in the report at page 11943,
denied any knowledge whatever of the use of that term, or
of the existence of the paper therein referred to.

I can, at page 11875 of the proceedings of the Temporary
National Economic Committee, Mr., Whitney, who was then appear-
ing, saia:

¥If 1 may be permitted, I should ilke to say a word on

that 'proprietary interests’, That memorandum dees not speak
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of proprietary interests, it speaks of original terns. I
was very glad to learn a few minutes ago where the word
started because I had never heard of it used before until
the other day."

To the best of my knowledge, no one in the invesimens
banking business had ever heard of 1t until it sppeared
before the Temporary National Economic Committes, and I wish
%0 say very clearly that I have been unable to find, anywvhere
in my experience, any use of the term or any belief on the
part of those concerned that such things as "proprietary
rights® existed. I think i1t is a term that we could drop
becauss it does not relate to reality, in our judgment.

It appears so many times in the starf report that we thought
it nscessary %0 make mention of it.

Incidentally, the staff report rsfers to 29 contracis,
and agein I would like to point out that those 29 contracts --
all have somewhat ancilent history, but no one of them relagss |
to any of the leading underwriters whose leadsrship or busi-
ness was under consideration in the starf report..

As a matter of fact, I have an abs{ract of the 29
documents here, and as we say, eight of them were, I think,
Halsey Stuart contracts which had been canczlled before the
dage of the staff report, and others were contracts with the

Federal Securities Corporation which was not in existence and

hadn't been for a good many years.
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I{ does seem to us that to turn back to that history
to prove a case against investment banking isn't really vary
sound proceeding,

Mr. Weiner: May I interrupt to ask Mr. Stewar{ one
ques tion?

Chairman Frank: Yes.

Mr. Weiner: In referring to the TNEC testimony and
the use of the term of "proprietary interest"; I want to
ask you whether you noted this passage. .Mrb Henderson was
examining or asking some questions of Mr. Chapin, who was a
partner of the old firm of Kidder, Peabody & Company, and
at page 11865 thers is this inquiry:

?Mro Hepderson: Was it customary to refer to thsse
percentage participations as 'proprietary interests’?

Mr. Chapin: Yes."

Mr. Sgewar®t: I noticed that you quoted that, referred %o
1% directly in the report, yes. I think that 1% ie perhaps
a £80% === | a

Mr. Dean: (Interposiné) May I say something there as
cowngel for Kidder, Peabody & Company. I have been counsel
for that firm simrce 1931, and the first time I heard the word
used was the time that & man from_the'TNEG got those papers
out 6? Mr. Robert Windsor'!s files, I never had heaxrd the

torm used in the firm of Kidder, Peabody until the TNEC

Sestimony,
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Mr. Weiner: Of course no member of the staff, Mr.
Dean, ever heard those terms used directly by partieipating
investment banking houses, but so far as I understood Mr.
Stewart's statement, the impression was that this was a term
which was created by somebody outsidse of the busineesD and
then sort of folsted upon the people in the bﬁsinesgo And
apparently; from Mr., Chapin's testimony, he recognized 1t
as & teri ihat the people in the business had used during
that time. I don't know %o what extent 1% was used, but
1% pretty evidently was current in the business.

Ghairman Frank: Le% the record note that Mr, Dean
never heard anybody in that firm use the term, and that
therefore he apparentiy thinks that Mr. Chapfm, who was his
client og%%is client, is in error.

Mr. Dean: No, Mr. Chairmen. Those agrsemsnts were very

pesculiar agreements. They related to the financimg of the

American Telephone & Telegraph, and they were two separate

syndicaﬁe agreements. In those old agreemsnis, the firm of
Kidder, Peabody Z Company syndicated approximately 30 percent
of each iesmsg separate and apart from the syndication of

J. P. Morgan & Gompany. A% tha$ time —- I thimk it is unique
8o Yar a8 I Know = Kidder, Peabody & Cdmpany had a separate
syndiéé%e and marketed their sesocurities completely separats
and apar$ from J. P. Morgan & Gompanyo J. P. Morgan &

Company took down their securities and marketed their securi-
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ties separate and apart from Kidder Pesbody.

In order to distinguish the interests of Kidder Peabody
and of J. P. Morgan & Company from the other members in the
group, Boston counsel called the peopls who had 30 percent
participation and the 70 percent participation the "proprietors®,
and therefore they referred to it as a "proprietary interest®.

But I think it was a purely technical drafting %erm,

I don'% think 1t was ever actually used in the business,

Mr, 8¢ewart; It¥ seems t0 have been a strange misuse
of Englisgh,

Chairman Frank: I have been accustomed %o think of
New Bngland as a well of pure English wndefiled, but being
a mere westefnerp I probably make undue obelseance as %o
New England.,

I do want to say that I think Mr. Weiﬁer has cerrec%ly
quoted from the %estimony; that Mr. Chapin was asked if i%
was customary to refer %o these percentage participatlons
a8 "proprietary interests®, and Mr. Chapin said yes. And
the photostat of the agreement called to the attention of
the witmess expressly uses the %erm “American Telephone
proprietary interests®.

B_ﬂro Smwaf'%.x I don't wish to say that the staff.invent@d

the ¥erm, and 1f I oreated that impression I am sorry. I wished

.to say that they made a discovery and treated it as & very

happy discovery, and employed the term very frequently <thers-
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after, although Mr. Gordon denied any knowledge of it.

Chapin at the time was a pariner in Kidder Peabody..

340
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Ohairman Frank: The dooument itself uses that term.

My, Stewart: It wee a private document, and it became
a part of the file. I merely wieh to say that it is not 4
term in use in the business, not a term that any one uses,:
it is not a claim that any one in underwriting makesa and I
think therefore that perhaps it should not be Used in
rofor to the exlisting transactions in business.

Chairman PFrank: Well, it is obvious that you don?%
like the term?

Mr, Stewart: That is'right, glr,

Now, without belaboring the polnt of the Zé contracts, I
should particularly like %o call attention to the fact that
most of them, or many of them, let me say, the majority, had
no relation whatever to utility financing. MNany of them weore
corporate ones. There are some which relate to ubility
finanocing, but they are certainly not the majority.

Now, as to instances ¢f coxporations changing over, X
call your attention to our report, our brisf, at pages 9 and
10, where we cite certain examples. We say that the records
of recent pewviods pro&ide important illustrations of issuers
who, for one reason or another, have terminated their under—
wrlting agreements and taken their businsss %o other under-~
writers. Among these corporations, as mentione by us, are
Bethlehem Steel Borporation, Shell Union 0il Gorporation,

and the Republic Steel Corporation.
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Among the public utilities, there is the Pacific Gas
& Electrid:Gbﬁpgnﬁa’Gehmo%ﬁeal%h'Edison Company, the Public
Service Company of Northern Illinois, and various subsidiaries
of the Middlewest Corporatione.

I might add ogje small example from our own experience,
the Lockhart Power Company. I believe that the finaming of
the Lockhart Poﬁer Company at one time was done by the Chass,
Harrig, Forbes, or by Harris Forbes, ! am not sure which.

None the less, we in my own firm did handle an issue of their
bonds not very long ago, in 1935 or 1936;’bu% quite recently,
muach against our will, the business was taken away from us
by another house which acted as agent for an insurance company,
and placed the issue privately. We regretted losing the
business, but I mention it as an additional illustratfon of
the fact that competition is always ai work in the business,

~ The statistios placed in the record of the T.W.E.0. by
Professor Altman, which appear in the staff report at page
10, are vefy interesting and I wouldn't for a moment dispute
their mathematieal accuracy. Tﬁey point out that six of tho
leading firms managed, I think the figure ig 63 per cent, of
all registered managed bond issues.

In compiling those statistics Dr. Altmam, of course, used
his own formla. He dscided that if there was & joint manager-

ship, half the issue was managed by one house, and the other

half was managed by another house, as if two people wer
. BT
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attempting to drive a car at the same tite or a team of
horses—-an imoossibility in real 1ife, but it may serve for
statistical purposes.

The point is, however, that if one applies Dr. Altman’s
statistics to the few public utility issues which have been
sold by compulsory competitive bidding, one finds that 94
per cent of them are managed by a few large underwriters.

Now, if we turn from that field to the field of squip-
ment trust financing, or municipal financing, we find an even
greater degree of concentration existing.

I would 1like to point out that while 62 per cent of these
issues may have been managed by the large firms named, the
fact is that hundreds of underwriters participated in that
businesgs, and that faot is, I think, not being sufficiently
brought to your attention by the staff, ﬁor has the staff
report brought out the more important fact that.in current
practrce some 40 to 50 per cent at least in prinoipal amount
of all these securities, so managed, are distributed among
e6lling groups th:oughout the country.

Chairman Frank: - What is the bearing of that on the
question of competition for the issues themselves? In nther
words, if a house gets an issué9 it then uses a large number
of persons for public distribution, but that has'nothing to
do with whether there 1s competition between the underwriters

for the business of the issuer, has 1%?
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My, Stewart: This section of the staff report seems
to have been very largely concerned with the whole general
practice of underwriting. That being so, it scemed necessary
to address attention to it in that reSpecfc

Mfa Weiner: I just waén"t aware that 1t was so concerned
with the general question.

Chairman Frank: Nor was I, and if 1% was, I should say
that as far as I am concerned, if it comes to action on the
question of whether or not to adopt the rule, I would ignore
that part of it because 1t would seem‘to me to be totally
irrelevant. _

Mr. Stewart: Well, I think I share that view, Mr. Chair-
man, and I think it is unfortunate that the staff introduced
the subject in the report. |

Ohairman Frank: The subgect that you were going %o
address yourself to was whether there was competition betwéen
underwriters for the business of issuers. Now, what happens
after an underwriter obtains the issue, and wants to distribute
1%, doesn't seem t0 me to be relevant as bearing on that
question,

Mr. Weiner: Might I say, Mr. Chairman, that we have had
numeroﬁé intimations about what was introduced in this report,
and in the subject matter. I would appreciate it if.M?o Stewart
would polnt out just what portibn of the report he is referring

to.
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Mz, St@warté Well, I am referring at the moment %o the’
figures given by Dr. Altman which appear in your report at
.pages 9 and 10, |

Mfo Weinér: I thought you were criticizing those figures
for ﬁot having brought in the question of how many underwriters
“and dealers participated in the actual distribution, rather
than for any failure to limit the discussion of thelorﬂgidae
tion or management of issues? |

Mr, Stewarts Are you limiting your attention sodely %o
the management bf issues?

¥r. "einer: On the quésfion of whether there is compe-
tition; very definitely.

ME. Stewart: I would say that there is probably nothing
in the Ac%, and there is certainly nothing iin the maintenance
of competitive conditions—I have said before that there is
competition between underwriters--but aside frxom that, I would
gay the maintenance of competitive condiﬁioﬁs does not mean'in

the Act that tharé must be warlike competition beiween under=
writers themselves.

Chairman Frank: Unques$ionably it might be a matter of
concern to us if theres wers lack.of compe®ition in the dis~ ;
tribution end of the business., Obviously, that could not be.
affected by a competitive bidding rule. Therefo;Z:7if there
werd such a lack of cbmpetition¢=and I don't think there is—-

it wouldn't be germane to our discussion today.



86 |
348

Let’s'confine ourselves t6 thé question of whether
there is or 1s not competition ®=tween ﬁnderwriters for issues,
and not as %o the distribution, because that seems to me to be
irrelevant, and I didn't think the staff discussed 1t, and
if they did, as I say, as far as I am concermed, it seems to
me 1% oughtn't to be in the report.

Mr. Stewart: I amglad you mentioned that, Mr. Chairman,
because i% brings to mind a subject I meant to spesk of. The
title of the report says thét it relates to the problem of
arm’s=length bargaining and maintenance of competitive con-
ditions’in the sale and distribution of securities. I was
wondering what the word "distribution® in the title meant.

Mr, Yeiner: You have several situatione here. We have both
the sale of the portfollo securities by the soke jobber, as
distribﬁtdré we have the-originaliissues which wa, for con-
venience, call gale®,

Now, the whole function is selling and distr@bution,
but no one could ieaé the report without seeing that the
points that were here made with respect %o the bigger prob-
lem that wag posedy namely, Rule U-12F-2, and possible
substitutes for 1%, had to deal with the people who did the
bargaining.

Now, so far as the p&rgaining is concerned, that is
done, as we'understahd i%aewe haven't heard éhything yet

to the contrary-=directly with the_originaﬁing underwriter,
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and perhaps a few of his associated underwriters, and it is

at that end of the business, that is, the quesfion of who can
go ahd deal with the issuer for'an original i{ssu€, t6 which |
this report is solely directed, as to that phase of the trans-
action.

Chairman Frank: I think, Mr. Stewart, you will acknowledge
that we have been pretty patient with you.

Mr. Stewart: Very.

Chairman Frank: And we went to get through with.all the
persons present here today if we can, and I wish; thei'eforés
as a favor to us, you Would confine your discﬁssion to0 what
seems to us té be germane.

Mr. Stéwart; I have been attempting'to do %that, and I
am sorry if I wahdered afield. I think perhaps if I paused at
thie point and allowed some of those in the room who themselves
have made effdrts to get other busginess, to say so, it might
help factlitese matters.

"X£ 1% pleasse you, I will do that,

I thara anf one here who wishes to take the floox on
thig matter? Would &ou9 Mr. Stanley?

,Mr.{ Sté.nley: I iviu ve glad t0, tut I would rather
oonéinue until I finish, when I start. Is this on just one
point?

Mr. Stewart: I will have finished what I have here im

a very few minutes, if you wish me to go ahead, and I think
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that point cah thén Be taken up,

Ohaiyman Frank: Very well.

Mr., Stewart: I have certain figures here on municipal
issues which I think have a bearing from the standpoint of
what ocompetitive bidding doéso and I think for that reason they
are definitely germene to the poin%, to the subject,

We rather hurriedly compiled certain statistics here
which show that over 40 per cent of all municipal financing
in the lagt six years has been handled by ten of the leading
underwriters of municipal securitiss. Thaﬁ includes, of course,
banks as well as dealer houses.

I call your attention also to the figures which we included
in the Harriman Ripley booklet on this subject, which show the
high degree of concentration which takes place in municipal
issues.

Mro.Fourniera Are you now referring to the mansgement of
the issues? |

Mr. Stewart: Yes, definitely to the management of the
issues,

We show in this booklet at page 21 of the booklet, that
gbout 35 per cent of the total vprincipal amount bf new muniocipal
issues represented business transacted by only lglof the largest
dealers in the country. That is a high degree of concenéra-
tion, and that is the way in which competitive bidding works

in that field. That is at page 21 of the printed book
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I will also call your attention to the faot which was
brought out at page 9 of the booklet, that of 6,374 issues
of long-term serial state or municipal bonds offered in 1938,
only 176 issues, or 3 per cent of the total number, had a
prinocipal amount of $1,000,000 or more. Now, these small issues
were, of course, taken up by dealers in the local community,
and when consideration is given to that fact, it seems to me
the degree of concentration in the municipal businesd, whioch
Operates under competitive bidding, is much greater than'the
bare statistics which I have just given you, show.

In the railroad equipment trust field, we find an even
greater degree of concentration. I have gone through oux
records which we compiled with great effor%t, covering the last

period of years., They are incomplete for 1934, but are complete
from 1935 up to the end of 1940.

We find that of the totak $629,838,000 prinoipal amount
of railroad equipment trust certificates, 74 per cemt, or
$46695139000 was handled by six firms. That is 74 per cent of
the totals. |

Tt more alarming still, from the standpoint of what i%

may mean 1if competitive‘bidding is required for public utility
~issues, is the fact that 42 per cent of that total was handled
by one firm. 8o that we think we are right in saying that if
there is, under existing rractice, an undue amount of concentra—

tion in the handling of public utility Becurities, there 1ig
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likely to be a vastly greater degrée of concentration in the
handling of that businesé if you léave it %0 the devices of
competitive bidding.
. I am very grateful to you for your patience, Mr. Chalr-

man,
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Chalrman Frank: I was wondering whether we could get a
1ittle relief from the tedious monotony of agreément, by
having Mr. Harry Stuart - since this might be “Stuart Hour"-
now give us his views on the subjeot.

STATEMENT OF HARRY L. STUART
Halgey, St;:;t & Company

Mr, Stuart: Mr, Chairman, I came down here really as an
obeervér, to see if I could learn anything new on the subaeot,
and thus far it has been a total lo8s. | |

I am very pleaaed to see that the Chairman of the Com-
mission has a very keen sense of an organization that apparent-
1y has been built up to keep things as they are and make no
change.

I have been in the business a great many years, and I
have learned something new today, which was the great love of
the big issuing house for the small dealer. I never knew
that existed before, and it doesn’t really exist im any event.

The small dealer is useful to the big house only as a
means of asgsisting it to distribute sesurities. .Tha% is in-
herent ih the business, it is bound to remain 8o.

I am & believer in competitive bidding. I thimk the
only way %o break up the so-called proprietary interest in
securities is in competitive bidding. I think that 1% will

work oxactly as the equipment trust competitive bidding worke

ed; when that started in 1925 or 1926, there were very few
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bidders for equipment trmist ocertificates. For one reason or
another, they 4i4An’t want to bid. Now they aré very freely
sold and there are ver& many people who participate in équipa
ment truét isgues, |

Ag to the small dealerg I thoroughly sympathize with the
snall dealer's poaitioﬁe My own firm’s desire and intent has
alwaye boen %o play with the small dealer, but in recent years,
in trying %o organize syndicates to bid, where we have had an
opportunity or where we have sought to have an opportunity to
bid, we have had great troubls in getting <the small daalera
%o participate. For one reason or another they have declined,
They give various réasons, but they do not participate, and
we have had, even a year ago, for instance, in connection
with the $16,000,000 Chieégo Union Depot bonds that were
brought out - we had very great difficulty in organizing a
syndicate of small dealers %o bid. Some of them gave the
reasgon that they would be shut ous of New York syndicates
Af they eattempted %o put im & bid. So we diA bid and had
Yo take about half of them for oﬁrselves in oxdsr to maks
1% poesible. I think the thing will werk.

Now thor, there is another angle to 1% that also con-
corng the small dealer, and that is that the issues that
have beon brought out mostly %o date are large issues simply
because They are & consolidation of many isgsues that were put

out before, and all refunded at one Timo.
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Now one day that will be over, all those big 1ssues will
have been refundged or re-refunded, and new capital will be,
as it has been in the past, of relatively small amounts.

Under those conditiong, I think you will find a great
many bids for the small igsues that ocome out.

- Ag to the compstition with insurance companies, I am
pleaged that the form of the staff's suggestion of an order
is that there won't be any private sales, that private sales
will be etopped and dealers will have a chance to compste
for it all, I think that gives all of us a chance at the
bonds that are now going at private sale, and which we couldnft
hope to have a chance at.

Now as %o real competition between the uliimate consumer,
the insurance company or other big aggregate of funds, and the
dealer who has Yo work on a profit im order %o live, we are
absolutely on our own then., If the insurance companies and
other bilg aggregates of funds are.aggressive, and decide they
want to dbuy, and they have the money %o do it, that is juet.
too bad for the rest of us who are in businese and have %o
make & profit,

Now in that connection, I have heard a good deal of
%alk today about the fact that you 4idn't have private sales
before the passage of the Securities Act, and the intimation

seemed %o me Tto be that it was & result of something im the

Ac%, that that was the reason why private sales %took place,
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Nothing could be further from the truth. It is simply an
eoconomic matter. The truth is that the insurance companies
who used to buy large moprtgages and rallroad bonds quit buy-
ing mortgagee, partly because the Government went into the
mortgage business. They quit buying rai;road bonds because
they had such & large number of defaults,

There were two Tfields open, - one was industrial geoufia"
%ieg, and the other was public utilities.

The pressure of money foreced them to get that money work-
ing., So 1% is entirely an eéonomio natter, and not at all
a legal matter, and has nothing to Ao with the passage of
the Act, and if thore had been no such thing as the Securities
Commisgion, and economic conditions had been as they ars, the
same thing, in my opinion, would have resulted.

X think those are all the observations that I would like

%o make, Mpr. Chalsman,
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Mr. Dean: Could I ask Mr. Stuart one or two questions?

Chairman Franks Yes,

Mr. Dean: Mr. Stuart, on the average how many people
participate in bidding for equipment trust issues?

Mr. 8tuart: I can't answer that; I am sorry.

Mr. Dean: In your opinion, have the protective provisilons
of the agresments under which equipment trust certificates
are issued déteriorapsd under competitive bidding?

Mr. Stuart: No.

Mr. Dean: Are you awars that in recent issues the cove-
nants requiring lessees to acquirs additional equipment or to
make other adjustments to maintaln the agreed ratlo between
ths cost and the equipment certificates, 1f the original ssti-
mate of cos®s proves too high, have been omitted?

Mr, S%uart: Yes, that is trus, but that has nothing té
do with your question. Your question is - Have they deterlorat-
ed? The %est is - Are they paying, not what was in the agree-
ment, but are they paying?

lir. Deans Well, the ones that have recently bsen issued
serially are paying, but we domn’% know about the ones out-
standing.

Are you aware that the covenant requiring that lost,
worn out or destroyed eqﬁipment ghould be replaced by new
equipment has been omitted in several issues recently?

Mr. Stuart: The answer to me would be - Are they any good?
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Mr. Dean; Are you aware that in cases where the value
of the equipment is concentrated in a few items of speclallzed
equipment, such as Diesel streamlined tralns, 1nsnfance
covenants have been omitted, with one or two exceptions?

Mr. Stuart: No, I am not.

Mr. Dean: Arve vou aware that the release provisions
which might diéqualify certificates as legal investments
for trusts and savings banks under such statutes as those in
Massachusetis have been become very common?

Mr. Stuartz' Well, there 18 a good, big market for them.

Mr. Dean: Ape you awapre that covenantes permitting the
investment in securities df the cash deposited in lieu of -
lost, destroyed-or released equipment, have appeared in ée%eral
reocent equipment certificates?

- Mr. Stuart: I am afrald you are asking me a lot of ques=
tions that I might be able fo answer as a lawysr, that I do
not know as a layman. I do know that they have been succesful,
and so far they have been paid,

Mr. Dean: There was one recent issue, was there not,
where there was a defect in the security, and afisr the issue
was offered it had to be withdramn? _

Mr. Stuarts I.am not familiar with that.

Chairman Frank: MNMr. Dean, has that never occurred with

respect to securities of industrials, where thers was no

compe $itlve bildding?
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Mr. Dean: I am not aware; I am may. be wrong, but I am
not aware of any situation where there has been such a defect
in the issue that 1t had %o be withdrawn, e

Chairman Frank: I think we had a case here - I don’t
know whefher your firm was in.or not - where an issue was
completely divergent from the selling literature that the
company -- this was a utility issue -- felt 1% incumben$
upon itself to, as & moral abligation, take overvtheioffering
that had been advertised, and that prior %o the Securities
Act, I may say. That came before us., I remember now that it
was & Columbia Gas subsidlary. I am not sure whethsr Columbia -
Gas owned it at the time the issue was put out.

I can name one = but I won't = of a consplicuously large
issue put out around 1929 or 1930 by one of our major under-
writing houses, in which the indenture was at variance with
the selling literature. A law suit ensued, and thereuéon the
indenture was amended.

I mean I don’t think that is idlosyncratic with respect
to equipment trust certificates.

Mr, Dean: I was simply trying %o point out, Mr. Chairman,
that 1% would seem to us that this is oocurring'with_marked
frequency in these equipment trus¥® oerﬁifiéataso

Chairman Frank: Are you prebared %o say it is more fre-
quent? I am speaking of the last point you made.

Mr. Dean: I know of two instances where there are bsen
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very marked effects. In the Pennsylvania Railroad equipment
issue, thelr attention was called about fifteen minutes
before it was let to a vary serious defect.

In the recent Chicago, Burlington and Quincy finéncing9
the railroad was supposed to turn in certain axlss, and they
had completely forgotteh about the "after acquired property"®
¢lauvse in their general mortgage.

Mr., Weiners Mr. Chairmen, might I make an observation
at this point? We have heard, although we have not been
directly concerned with it, this comment about the deteriora-
tion of squioment ¥trusts. From time to time we have asked
various psrsons who have made that satatement if they would be
good enough to furnish an analysié of that fact. We have
never received one. We have had the same point brought up,
as I precall it, at a conference we had last May with the

NASD, but no one ==
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Chairman Frank: (Interpoelng) As I recall that con-
ference lagt May, we were t61d that we would be given, in a
short time, a study on the subject, and that has never been
received.

Mr. Weiner: I hight also aéd that since these are, as
we understand them to be, regulated securities, we are a
11%tle astonished that they are becoming notoriously had,
as this dsseription of them would seem to indlcate.

Chairman Frank: Does the Interstate Commerce Commiassion
have powser To determine the characterigtics of the instruments
seowring, or pursuvant %o which the equipment trusts ars issued?

Mr, Deani That is my understanding. X wouldn’t wansg
to make that statcment specifie, because I haven't looked at
that,

Mr., Howard: I am from the Interstate Commerce Commission,
I am Assistant Chief of the Bureau of Securities. I don’¢
want %o testify except to straighten this resord out, and
state that the Commission passes on nothing, and the law

gives them no authority except over the igsuvance of securi-

ties,

Chairman Frank: You have no =-

Mx, Howard : (Inﬁerposing) Authority on mortgages wﬁatm
soever,

Chairmen Framk: It is scarcely a comparable sitvation,

then, Mr. Dean, since so far as utility issues are songernsd
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this Commission would have jurisdiofion as to all cognate
qusstions, would i% not?

Me, Deans Yes, sir; you have a right to pass upon the
entire terme and provisions of all indentures.

Chairman Frank: And isg i% not trus fyrom Jour own KRow-
ledge and QXperlenéeo My. Dean, that the Commission on fre-
quent ocoasions has insisted upon provisions, both with re-
gpeot to the $rustee and the charagter and ghe percenvage and
the. ratio of bonds to stocks, and the 1like, has insisted upon
conddtions protecting the investor that were far stricter
than the investment banker had requirea?

M», Deans Yes, sir; but may I say this on that point.

X believe that the work of the Commission in that field is
very helpful and very desirable, When the situation is put
up %o the Commisgsion, however, I think that this nuch wusy

be said, that the issus® and his counsel have very oftven
spent a great many months with underwriters anf Their sounsel
in working out €¢he %efms and provisionsg of th® iseue.

Now 4% 48 quite pogsible that the provision with respest
to maintenance, and the provision with respect to depresiation,
or the covenant with respect to the amoun$s 6f dividends which
can be palid, is noy in the opinion of the Commission, suffia
oi@mtly strict,

Commigsioner Healy: Iné@r% the bondability of additions

from depreclation.



33

361

Mr, Dean: Yes, sir.

i;bgllqve that the work of the:Commission along those
lines. 1s. excellent. On the.other hand; I think the Chairman-
will agree with me that within certain areas, that falls with-
in the realm of Jjudgment,

Chalirmen Frank: Yes, but if anything comparable to what
you pointefl out concerning equipment trusts were to appear
in an issue of utilities coming before this Commission, I
can assure you that the approoriate provisions would be con-
tained th@réin, and my point is that we have exacted higher
standards than the invesiment bankers have thought necessary
in meny instances, and to thelr great annbyanceo

The criticism of this Commission has not been that‘tt
hes been too lax. We have been ehafged wish usurﬁiﬁg'muéhority)
because we have asserted that the conditions wersn't adequate.
And here the suggestion is made that a deterioration - that
must be the import of your remarks - wWill ake place 1f there
is competitive bidding.

I can’s follow 1%, because the same standards will be
roquired by this Commission that have been required in ne-
gotiated igsues, and if we have found 1% necesgsary to Jask
up the cpnditions that bankers have required in the cage of
negcﬁiatéﬂ igsues, why should we suddenly blind curselves %o
&efeééégkas you aesumé we would, if the issues were sold

through competitive bidding?
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Mp. Dean: If the investment bahkers were to accept the
report of the staff in toto, = let's assume for argument that
they would, - then 1f I understand the report of the staff,
the investment banker would be under no Aduty whatsoever, in
settihg up the covenants, and as a matter of faot the invest-
ment banker would be insulated from the issuer, and all of the
professional work in conneotion with the'settiﬂg-up of in-
dentures and security terms should be Aone by an independent
professional group retained by the issuer for that purpose.

The investment bankers then would be solely in the posi-
tion of bidding for the securities competitively, and selllng.
them after the Commission had set up the %terms and conditions |
of the issuer. The invesiment banker then would have absolute-
| "1y nothing %o do, under those circumstances, or rather, it
would seem that he would have absolutely no responsibility
with'respeot %o what happened o those securities subsequently.

Mr. Weinexr: Mr, Chairman, might I say that I ¢think ¢hat
is & mi@eonstrmetion of the report. There ig nothing in the
répor® vo prevent - in fasct, I don't know why'it shouldn’s
be encouraged - %hat.persons who asgist in setiting up the
securities might well be investment bankers who themselves
anticipate that they will bid and hope to get and sell %o
thelir own clients the securities that are 8o se%t up.

The di¢ference botween that sitvation and the ohe tasg

largely prevails today s that ne one else gets an oppoOrt ity
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to approach thoss securities. It is the same Aistinction that
I bellieve was made in connection with the engineer who might
well degign the plant, and then be one-of’'a number of people:
who were given an opportunity to bid upon the construction.

Mr, Dean: Suppose you hadl to have 25 or 36 engineering
firms coming in and going over your Aata in order to help

them design the plant?
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Chéirman Frank: Where 1s the suggestion made that'zs or »
persons should come in and look at the spscifications?

Mr. Dean: How are you going to come in and familfarize .
yourself with all of the past capital structure of the 1lssuer,
read all of the past indentures of the issuer, read all the
material contracts of the 1ssuer, read all of the franchilses,
familiarize yourself with its territory, its working capital
position, make the investigation required by both the common
iaw and Section 11, unless you ars prepared to bid? AYou are
either going to make no investigation at all, and have a
very emall amount of capital, I should think, so that you hopse
to be able %o stay in business and hope that the work of the
Commission and the registration division under the 1933 Act
was such that you wouldn't get caught, or'otherwise, you would
haﬁe to make the investigation yourself; or, as an alternative,

you would have to give up your buying staff entirely, in order

- %0 be able to sell the issues on & much narrower sprsad, nosg

have any overhead, and transfer all of the pbéfessional work
now dome by the buying depaftmants of the underwritere to theee
new professional firms who would be retained by the issuers.

Chairman Franks Well, everything that vou say isn't
germahe to the remark I am about to make. I am amazed that
securities sold throush competitive bidding in New England
have found a marke%, because vou made it appear as if it

were virtually impossible to do that business.
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Mir, Dean: In every ons of those cases, lir. Chairman, .
the issuer has asked som2 one investment banker %o work with
him at great length.

Chairman Frank: That is exactly what the 'sﬁatﬁte contem-
plates may happen here.

Mr, Dean: Yes, but bear in mind that the entirs work
6f the buying departments of these investment bankers today
is pald for in very lazge part out of their negotlated issues.

Chairman Frank: IXI'wasn'tg referfing %o that pary of your
rémarks, I was referring to the part 6f your remarks that
indicaged that it would be almost an impossible task for an
issuer to get an issue set up for competitive bidding purposes
and sell it. I am not now %talking of the difficulties that
you anficipa%e would ensue to the investment banker, I am talking
from the issueris point of view,

Now, if it is going to be so difficult, then I just don't
understand how the numerous lssues listed in the staff repors,
s0ld through leading investment bankers, many of whom are here
today, couwld have been s0ld, because according to you if the
8tate of Masséchusetts were today proposing competitive bidding
you would be appearing before 1ts appropriate legislative
committee and saying, "You just can’t do this, bscause if you
do it is going %o be impossible to sell these issues®., Well,

they have been sold, gentlemen in thls room have sold them, and

some of them have amounted to millions of dollars -~ and that,
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since the snactment of the Securities Act of 1933. 8o it
can’t be just such an impossible undertaking as your remarks
would indicate.

Mr. Dean: In those cases, and I have worked on a number.
of those issuss, one house has dbeen célled in and has done a
major portion of the work. In some of the ocases I am informed,
== I don't know this on my personal knowledge -- psople have
bid upon those issues who have not spent a half an hogr con- .
ferring with the officers and directors of the lssuer. How
they can sustain the rsasonableness of their ipvestigatiéh
under the Securities Act of 1933, I don't know,

Chairman Frank: Well, the staff report indicades that
they are rather PQSponsive hougeg e=-

lr. Deans (Interposing) A jocose remark was made %o me
by one underwriter that inasmuch as he knew the extent %o
which another underwriter ha@ been in there, and the g?eét
lengths %o which he had gone; and inasmuch as hse knew that a
very responsible law firm in Boston had been over the‘registrau
tion statement, that they really didn’t think that they were
frking any risk. _

Bu% supposing that that didn't happen. An underwriter
can afford to risk the time of several people in his buying
department for a period of five or six wseks if they have had

such a past connsction with that particular issuer that they

réasonably sure, because of their market and their connections
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with 1§9 that they probably can bld the highest prlice and
get 1t. But that 1s not necessarily trus if you had universal
competitive bidding, and it would seem %o me that lnsvitably
your particular investigations would have to decline, or you
would have to give your s%affs completely in order to take up
thede narrower spreads. . |

In the Otls & Company bookled, the statement is made
that First Boston in the Boston-Edison issue accepted the
papers of the combany without ehaﬁgeo Permit ms to say that
in 1934 the First Boston Corporation and their counsel --of
which a% that time I happened to one-- spent a beriod of three
or four months complétely revising trus{ agresments and
indentures of the Edison Blectric Illuminaiing Cémpanyg and
spent several months on the registration statement. Since
thet time, unfortunately for me, the matter has been entirely
carried on by Boston counsei°

But in the last issue, several people from the First
Boston Corporation spent a peridd of four or five waeks workiﬁg

with the Edison Illuminating Company on that statement,
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aj=1 Mr. Ford: To Aivert attention from Mro‘neanVs logs 6f
ovi 12 employment, might it be pertinent if I place in the record
here portions of a letter from counsel of the Boston Edison
Company, written on this subject. This 1s a letter written
by counsel for the Boston Edison Company undsr date gf January
3, 1941,
(At this poiht Mr. Ford read excerpis from the letter
above refexred ©o.)
Mr, Weiner: May we have that letter in the record?
Mr, Ford: Yes.
(The letSer referrel to will be found at the éOnclusion
df the %estimony on Weﬂhesﬂay, Jénuary 29, 1941.)
Chairman Frank: N, Ford, I think the Boston Edison
issue was not an iséue.that came wnder the 1535 Aot? |
Mr., Ford: Correct..
Chairman Frank: Consequently, there is a very substan-
tial Alrference, isn’t there? In other words, where an
issuo -~ and That is the only issue we are talking about today -
comes unaer-the 1935 Ag%, then the Commigsion has given per-
migslion to issus the securities, and that means, in fact,
leaving out the law, in fact it means, and you well know that
%o be true, that the Commiselon has gone over the doouments
oﬁ hands and feet, it has orawled all over those instruments,

and it has looked at them through a magnifying glass,

I know that you must have & congiderable gense of
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agsurance, when our staff has gone over an 1Ssue;that:1t is
likely %o be & pretty good issue, if it is a utility issue.
Whereas, the Boston Edison issue was something we had ndihing
%o do with, and we simply looked at 1% under the Securities
Agt to see that the truth had bsen told; but whether the
4886 is one %ha% MEeRsUres up, from the ooin% of view of
seourity values mn& the likeD we had nothing to do with that:
ien't that eorr@et?

.Mfo Ford: That is quite true., My firm hag the greétést
prespect for §oﬁ ané ydur sﬁaffo ﬁevarth@iessn the £aét re-
madne that there is a connection betveen the two, because
undexwriters are subjest to Seeﬁi@hs 11 and 12, and it i@
against those liabilities that my firm, at least, fééis it
nust proteet 1tself,

Chairman Frank: But your firm has Aealt in New England ‘
igsues since 1933, and so have most of the regponsible houses,
They ruR up %0 @ good many millions of dollars, amrd it i@
strange the trepidation about the effest of the 1933 Act on
competitive bidding should suddenly arise at this momens
when, for six years, nothing has been sald about 1%.

Me, Ford: I think you will find, Mr. Chairman, that
the igsues which were mentioned are 1asués of companisg with
which we have been coﬁnecteﬂ for a great meny years, and in

most cases - and I think in all, as Mr., Dean has already

sald - we set those issues up ourselves in the same way we
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would have done if they had been negot;ated issues; the only
difference being, from the proocedure proposed here, that we
were not pald for them.

Chairman Frank: I don's Suppose you would objesct %o
that.,

My, Ford: We are always glad to work in the publis in-
terest,

Chairman Frank: I meant, I 4iAn’t suppose you would ob-
Ject to getting paild.

M. Ford: No, not at all,

My, Bollard: May X speak %o this point, for a moment?

Chairman Frank: Yes,

STATEMENT OF R, H. BOLLARD
Dillon Reagf & Company .

Mx., Bollard: We bhappen %o have been the invesitmens
banking Cirm which bought one of the 16 issuves to which refer=‘
ence has been made, a $15,000,000 issue of the Potomac Electric
Power Company.

Now that 1s the only issue of thege 18 for which we made
& bid, and the only reason we made it there was that we were
thoroughly familiar with the Potomac BElectric vroperiy. We
had, previous %o making that bid, sent a staff down to the
Washingion offices of the company, we had employel sngineers .

who had gone over that property and made a report %o us, and

we felt thoroughly competent to bid for that issue in the same
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vay as if 1% had been a negotiated issue from the standpoint
of ow complete investigation and familiarity with it,

Chairmen Frank: Wae there anybody else that bid for that
igsgue? |

Mr, Bollards I Aon't recall whether there was,

Chairman Frank: Mr. Fournier, Ao you know who else bid
for that issue?

My, Fournier: Yes, sir, On the PEPCO issue that came
out in June of 1938, if I remember right, on vage C-32 of the
report, 1t shows that the bidders were headed by the follawing
firmgs: Dillon Read & Company were the succegeful bidders;
Blythe & Company, Inc,.; Kidder, Peabody & Go.; and Browm,
Harriman & Co.

Mr, Bollard: I would like to make this peint, Mr, Frank,
that the staff has compiled Ligurses herse on 18 competitive
issues which i suppose comprise the entire amount for the
8-yoar period, The aggregate to whiech you referred as
running into many millione of Aollars, is $133,000,000, and
five of those issues congtitute $103,000,000. In other words,
there were five issues for $103,000,000, and there were 11
Assues for an aggregate of $28,000,000,

Chairman Frank: The only purpose in making the reference
was o indicate, not that there had been & large volume as
compared with what there would be if this rule were g@ing

into effect, but to show that a #ery pondérable amount of
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bonde had been issued through competitive bidding that have
qualified under the Securities Act, and that it has been
possible to 4o the job.

Now up to the time that competitive bidding under the
Utilities Act was montioned, the Commigsion had heard of no
gfeat difficulty in the sale of these New England issuss
because of the 1933 Aet. Suddéenly we hear about it. I Aidn't
say it wasg comparable in volume to the amount of utility
gecurities sold otherwise. The only point is that rsépénsible
ﬁanking houses have been willing to bid on these issues.

Mr. Bollard: And as far as Dillon Read & Company are
concerned, the only reason we were willing to bid on one of
tho ge was that there was one with which we were thoroughly
familiar, and we felt that we could satisfy the requirements
of the Becurities Act as to "investigation and.ﬂiselosmraﬁ

becauss of that familiarity,
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The othars we did not have such an investigation made
on, nor such familiarity with, and we declined to make a bid
because we felt that we could not satisfy the requlrements
of the Act as to investigation and dlsclosure.

Chairman Frank:. There were other réaponaible under-
writers however that were ready to bid?

Mr. Bollard: In five years, a total of sleven issues
for $28,000,000 and five more for $103,000,000.

Chairman Frank: But whatever issues thers have been,
thers have been biddgrs, have there not, bids by responsible
houses?

My, Bollard: There have, Mr. Chairman, and I should
like %o .make this one point, that that is a gituation
superimposed upon a vastly greater base of negotiated lesues.

Now if we havs competitive bidding, there is not going to
be that base upon which you can impose this small amount of
competitive bidding issues which is thg basis of the reference
throughout a laxrge part of this report,

Chairman Franks My only point was at this juncture that
refsrence was made apparently to the tremendous difficulties
which arise under the Securities Act with respect to competi-
tive bidding, aad I say that that apparently has not deterred

responsible banking houses from bidding on these issues?

r/

Mr. Bollard: There is one point that was made this O Y=

ing, %o which I should like to address myself, and thet is the
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matter of the effsct which competitive bidding is aps 0" have

on the small dealer, and the extent to which. his businsssa

may - quite possibly and I belleig probably - be damaged
if eompetifive bidding is to prevail on public utility issues.

I think perhaps we may best underatand the situation Af
I take the concrete 31llustration, say, of a comparatively
small issue.

Mr. Stewart, I believe, referred to the fact that if an
igsue were of & small amount, the small dealer migh$t be expectéd
to have a participation in that. Now in my huﬁﬁle Judgment,
1f this rule is put into effect, I don't belileve 1t 1s going
to work out that way, and I should like to assume, if I may,
that the Oleveland Electric Illuminating Company proposes to
put out an issﬁe for, say, $1ODOOODOOQP Juét a modest aﬁﬁo I%
is not a big refunding Jjob, but for i%s requirements for
expansion of business.

And I should like to comtemplate what conceivably may
occur under those conditions. That is.a choice issue, I think
it is not inconceﬂvéble that 1f the Commission pu%s‘this rule
into effect, and makes no exception in favor @f'the 1ife insur-
ance companies, such as was advocated by Mr. Ecker, ﬁha% what
is likely %o happen will be that various of the large inséitue
tions will bid for that issue, various firme of banking houses

may bid for it. I think very probably my firm would bid for i%,

because we have a thorough familiarity with thag property, having
erty, A
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handled & number of issues on behalf of the company.

Now if there is cémpetitive bldding I belleve the insur-
ance companies are 1ikely to make such a price as they think
will meke that an attractive investment for their account.

The investment banking houses, knowing that those companles

are bidding for that issusg, will realize that they have got to
pay a very high price 1f they hope %o be a successful bidder
for it. If.the insurance companies are successful in buying

the issue, of course the smaller dealer is eliminated. If the
banker is successful, one of the banking groups is successful,
it is géing to follow, I think without much question, that
their price will be high, and in order to dispose of that issue
successfully they will be forced to make a very narrow mark¢up
on the price at which they can offer 1t publicly. Letis say
they might put the retall price a half a point or three quarters
of a point above the price which they had paid for the issue.
They will endeavor %o dispose of that issue in places where

they can handle it a% the least cost to themselwes, and if that
18 a small amount above what they have paid for i%, conceivably
they can hand i% along %o a few inspitutioné And of necessity
the small dgaler will be esliminated.

Now on the Gleveland Electric Illuminating bond issuss,
which our firm has handled on a negotiated basis, one point which

the North American has always made, and which we have always

been glad to comply with, is to give the dealers in the Yerritory
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4 the maximum amount which we can pass along tocthem,:whiéh
they can.sell in.that territory. There has beenfeﬁongh of
& spread in a negotiated 1ssue to do that. Under this kind
of a situation9 I think that will not be the case, and it
seems to me that the thing is aept to work out in much the
game way as some of the evils of this private placement
procsedurs,

Now my firm made an analysis of private placemsnts for
the five years ended 1939, and we made rather a detagled
analysis of the private placementé for the year 193é°_

There were $30290009000 of private placements —- I am
speaking now not bnly of public utilities but of all classes
of issuss in sxcess of 31,0003000,.which were finmanced by
private placement in the year 1938,

Thirty gix_investors acquired 98 percent of that
$802,000,000.

Now by contrast, there were public issues registered

‘ with the Commission in the year 1938 aggregating @1954é¢ooogooop
and we were aﬁle to ascertain the holders of those securities
only to an aggregabe extent of $560,000,000 out of the

IND $1,300,000,000.
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But that $860,000;000 was aoquired by 700 institutional
purchasers. There is no record of who acquired thg additional
$783,000,000, but an analysis of those institutions shows
that they were purchasged, these public issues, by 534 different
insurance companies, one foundation, 37 colleges and universi-
ties, 7 pension funds, 121 savings banks --

Chairman Frank: (Interposing) That is very interesting,
and what you are sajing i8 ==

Mr, Bollard: (Interposing) I think it is fair to say
that competitive bidding is 1likely %o work the same way in
concentration with the large institutional purchagers as the
private placement has woﬁk@a in the past.

Chairmen Frank: Of course, private placement meansg,

a8 Wwe have. seen 1%, that the large companies are going - the

large insurance companises are going to get moet of the issues,
and the small ones aren’t. But you say that that competition
tha$ is going %o ooccur in competitive bidAing is going %o
inoreage that private placement. Aren’t you now in competi-
tion with the insurance companies, and if the issuer knows
that it can get a better price of the kind you indieated,
and you have got that keen e@mp@tition9 doesn’t the é?@n&
ghow that you are facing that today?

Mr, Bollagd: Yes, sir; 1% does.

Chairman Frank: So that is hapnenihg right now, Now

you say it is likely to happen under competitive bidding,
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Perhaps it Will, but wé d6 know this much, at least, that it
.13 going to make it poseible for you to avold one advantage
that the insurance company has today, namely, that they can
make a firm commitment weeks in advance which they won’t be
able to do under competitive bidding arrangements.

Mr., Bollard: I would like to have you oure private place-
mentes without giving us a worse evil,

Chairmen Frank: I think we ave going %o have great
difficulty in doing 1% any other way. Here we are with a
Utilities Act that requires our approval, ani takes & certain
period of time, Forget the Securities Act completely., IP
there weren't any Securities Act, or if the Seeurﬂ%ies Ag%
required that issues purchased by an insurance Company
should be registered, so that %hat'ﬂise?epancy between the
insuwrance company and the investment banker dis&ppeareﬁ9
you would a¢ill have the time lag necessary to put & utility
igsue through the Utilities Act, and if the ingurance company
can say o the company on January Sth, “We will take this
igsue whenever 1% comes out within a reasonable period after
i%s approval by the Utilities Division of the Commission, we
will teke 1% at & fixed price" - you can't compete with them.

Now the only way you can get rid of that %remén&ous
advantage that the insﬁranee company has is to put up the
game b&rrier; namely, that none of you can take it exespt on

competitive bidding. Them their advance commitment will be -
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eliminated.,

Mr. Rodgers thinks we oughtn’t to do that, that we onghtn“t
to take away that advantage. He thinks that is unfortunate,
but it is the only way that it can be taken away. They have
got the money, the ability to make the commitment; they don't
have to'regard the fluctuations in the market price as you
must, and they have that advantage. Now this is goihg to
obriate or teke away from them thaf treméndous advantage they
have over you,

My, Bollard: I think there was one significant figure
brought out thisg morning, Mr. Frank, that whereas there have
been an aggregate of $3,600,000,000 of private placements
purchaged, in this compilation which Myr. Rofdgers made only
$480,000,000 out of that $3,500,000,000 were registered, I
believe that is very significant.

Chalirman Frank: It is, indeed.

My, Weiner: May I ask My, Bollard @& question?

Chalrman Frank: Yes,

Mr, Weiner: If I recall properly, in the las® two
pleces of financing by the Potomac Eiec%ric Powsr Company
those were private placements, were they not?

My, Bollard: They may hﬂvé been, Mr, Weiner, Y pevrsonally
have not handled the Potomac Electric financing subseguens

to the time I was one of the group which came down here on

behalf of my .group to make the investigation. I know there
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hasé been the one issue, and there may have béen thé second,
I wouldn’t be sure.

My, Weiner: In those twoe instances, or pérhaps only
one that you may recall, there was palid to your firm &
so-called finders' fee, was there not?

My, Bollard: There again, I am gorry %o say that my
. faﬁlliarity with the transaction ie such that I can no%
testify on that9 I do not know,

Mr., Weiner: Do you recall some of the other private
placements with North American subsidiaries in which your
company acted as an agent or finder? |

Mr. Bollard: I do not, Mr. Weiner, I don’'t know that
there have been other private placements on behalf of Nexth
Americar, IAﬂo'not handle the North American account per-
sonally. |

Me, Weiner: Do you handle any of the accounts of
publié mtilitiés which are subsidiaries of registered hold-
ing companies?

Mz, Bollar&é ‘Personally, now, 1% ﬂoeén“t-hmpp@n %0 b8
in my field. |

Mr. Weiner: TheR you are not very familiar with this
particular subject on which we are talking Soday?

Mr. Bollard: Not on the private placement of utility
igsues, no, sir.

Mr. Weiner: Well, are you familigp --
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Mr, Béilard: (Interposing) Not on the details of the
transaotions.
Mr., Weiner: Are you familiar with the public finanoing

of those utility companies?
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GROVER 15 Mr. Bollard: Well, such familiarity as being a member of
wle the firm which has handled them would give me,
1 Chairman Frank: You weren®’{¢ the person in the firm that

handled them?

Mr. Bollard: No, sir.

Mr. Weinep: Is there any representative of your firm
hers who is familiar with the public utility issues?

Mr. Bollard: I happen to be the only representatlve of
our firm hers. | |

Mr. Weiner: I do want to call your attention $o the fact
that in the private placements of the Potomac Elsctric Power
Company there were findere' fees pald to your firm., This same
was true in the Wisconsin Electric Power case. In other words,
so far as this private placement thing is comcerned, it bears
far more heavily upon the small dealers than upon most of your
originating underwriters who get the equivalent through a
finders®' feas, |

Mr. Bollaxd: I quite agrees, and yetli'am axnious that the
private placement evil should be sliminaged. I think any
system which concentrates 1%s higheet issuwee in the hands of
those of great financial strength is contrary to soeial
entity.

Mr. Weilner: Butfit might also eventually resul$t in'the
elimination of finders' feas?

Mr. Bollard: Conceivably.
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Chairman Frank: !lay I say that the Commission wants to

get through with all ths psrsons here today, and to that

.end I think we will gird up our lolns and stay here as late

this evening as is necessary. 1I1f necessary, we will come

back aftsr dinner.

We will next hear from Mr. Stanley.





