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TUE DELICARTE SALAMCE OF REGULATION AND COMPETITION

hddress by

M. M. Sogmer, Jr.o*

For the first time in a quarter of a century, or perhaps a
generation, thc attitude of the American people towards their
government is uJundergoing a profcund, farreaching change. Prior
te 1333, the predominant attitude was that government should
interfere with business relationships and activities in a minimal
way - as Henry Fonda put it in his commentary on the times of
Franklin D. Roosevelt, “the government didn't do much for you, but
it didn't do much to you, cither." Only when conduct rose to the
level of an antitrust viclation would the government step in, and
then not through a plethora of regulatory demands, but by court
acticon directed against the identified abuses. Beginning with 1933,
the people began to expect of the government a much more actlve role
and a greater involvement In the regulation of economic activitv.
The agency of which I am & Commissioner is one of the fruits of
that chanygye in public expectaticons and public attitudes, as werc a

number of other government agencies that exist to thisg dav. The

*The Securities and Exchange Commission, as a matter of policy,
disclaims responsibility for any private publication or speech hy
any of its momboers or emitlovees.  The views expressed horo are my
own and do not necessarily reflact the vicws of the Commlssion or
of my fellow Commissioners. '



government was expected to amelioratc the hardships inflicted by
markect force:z and econemic misconduct with programs, and thus
roegulation, often of a2 picayune nature, became the order of the
day.

Gradually it became taken for granted that the best wav to
deal with societal and econcomic oroblems was through new lavers
of regulation: this was the new concept of how govermment should
adjust or alter relationships among citizens and their economic
institutions. This relationship between government and citizens
was, ©of course, hardened during the Second World War when everyone
accepted the premise that in order te properly muster and use
the resources of the nation, the government had to assert a virtual
dictatorial power over the lives of ¢itizens and the utilization
of our rescurces. With the conclusion of the war, much of the
attitude continued, notwithstanding intentions during the 50's,
which were little realized in practice, to decentralize govern-
mental functions and restore to the states many of the activities
which had been preempted by the federal government.

This particular pattern of relationship between the ocople
and the federal gowvernment probably reached its high point during
the late 60's as programs proliferated in an effort to confront
with all the financial and other resources of the federal govern-
ment, the problems of poverty, 1ll health, erime and the ather

afflictions of modorn industrial socicty. In assessing this



history let us not demean or denigrate the idealism out of

witich these programs were born., hey had thelr origins in

the concerns of ocverwhelming numbers of Americans who were

moved by the irony of the richest maticon in the history of

the world having within its borders large pockets of abiect

poverty, avoidable disease, inferier housing, educational

deprivations, class and racial strife, and unequal opportunitics.

In large measure these efforts to ameliorate these conditions

had their origins in the noblest of american sentiments and

traditions - concern with the downtrodden, adherence to the

notions of eguality exoressed in the Declaration of Tndependence,

the Constitution, and the Emancipation Proclamaticn.
tlotwithstanding the nobility of the origins of this

aovernmental concern, 1t 1% avwarent to host commentators

these daws that this relationshin, this mode of activity,

tiris degree of inveolvement by the federal governmeni with

the economy and the people is ac longer conceived as an

ungquesticned blessing., There are increasing evidences that the

pecple are impaticnt with governmental controls over their lives,

their activities, and the way they g0 about their busingss. We

now realize anew that governmant programs Ccost money, that

.gcvernmEnt expenditures may fuel inflatien, and that inflation

is a tax on everyone, but one which impacts most severely those



least able to afford it., We are in the painful process of
relearning old truths. Economice has always been characterized
as the "scicnee of scarcity" - that is, the subject matter of
economics 1s the manner in which society allocates goods and
services not sufficient in supplv to satisfy all the needs of
the people. In recent years, we Seem to have believed that,
in John Kenneth Galbraith's words, we had achicved "the affluent
society” and that scarcity was no longer the problem that once
it had been. lowever, even he, as well as other distinguished
econgmists like Albert T. Sommers of The Conference Board, has
recognized that one of the principal fuels of inflation has heen
the riszing expectations of people which, when unfulfilled by the
private scctor, the government 1= expected to satisfy. The costs
uf satisfying theose expoctations we now know arc not nogligible,
There iz how akroad in the land, and I might add from my
obgervation, increasinglw sa, a belief that government should
retrench and retrcat, roeduce the guantity of regulation, demand
%DFE achievement for expenditures -~ in the military wernacular
éf a few years ago, "more bang for the bueck" - and generally find
wavs of letting competitive forces substitute for regulatory ones.
There is increasing recognition of the fact that regulation has
#any costs, including significant costs of compliance which arc

}évidcntlv borne by the consumcr.



President Ford stated thiz wvery suceginctly at a conference
with requlatory agencies which he convoked at I'he White Housce
opn Julw 1}, 1975. He said,

"I think it is guite obhwvious that I feel wvery
deeply that we must scriously consider the costs
to the American consumcrs of all government
activities, and this, of course, includes
ragulatory agencies. Regulatory reform iz a thenme
that arose repeatedly in the course of last fall's
Economic Summit Meeting. 1t is a theme that is
finding, as I trawvel around the country, growing
public attention and subpport, both in popular and
economic literature, in the Executive Branch, and
in the Congress, and, T am npleasecd o notc among
the government regulators themselwves,"

Indicative of the extent to which this attitude has spread
among the Amcrican pecple is the fact that, in a time of other-
wise fierce partisanship, thcore is no partisan bickering or
disagreement with these goals. The Democratic leadership of
the Congress con the occasion of a meeting with the President

on June 2% of this year said,

"...free competition is the most cfficient
economic disciplinarian of the marketplace,

and those ecconomic regulatory mechanisms which
were the product of the needs and abuses of

the late ninetcenth and carlv twentieth centuries
are in need of fundamental reevaluation and ovexr-
haul, and perhaps discarding...We are perhaps
closest Lo common ground with the President in
the shared judgment that much economic regulation
has proved a poor substituke for competition....”



While the principal spokesmen for this new American
attitude have been aszsociated with the federal government,
and while most of the attention has becn focusced on federal
regulation, nonetheloss, 1t seems to me BEhat thezse demands
of the American people must touch you as they touch me and
my colleagues in the federal government. We are indeed a
government - more accurately, governments - of the people
and onc of our geniuses 1s that all these governments are
responsive to what the people want. As Mr., Dogley said,
"No matter whether th' constitution follows th' flag or nokt,
th' Supreme Court follows th' iliction returns.” We respond
not only to explicit expressions spoken through the ballot
box, but we alse respond to the desires of the people as we
sense them in many, Mmany ways. Lt seems to Me as clear as
if there had been a referendom on the subject that the American
people wanht those of us who exercise avthority in our society
at every level to recxamine how we are exercising that authority,
whether we need to exercise all that authority, what we can do
to reduce the complexity and cumhersomencss of the regulatory
schemes that we administer, how we can make our programs more
cost—-effective, the extent to which we can remove barriers to
market competition and let competitive forces perform much of

tine role that in the past may have been supplied by regulation.



I sav thisg applies to all of us. The Scruritics and
Exchange Commission is an lndependent regulatory agency,
meaning that its members are appointed for fixed terms, it
is not a part of the exccutive, legislative or judicial branches
of government, it is reguired to exercise its authority free af
partisgan conszideration. While we are khus structurally
independent, it seems to be that we can in no wav regard
gurselves as independent of the American people and we must
reflect in cur judaments what the American people are zaving
clearly they want their government to do.

The Commission on the occasien of the President's conference
at The White House was singdled cut a= an agency which had taken
a significant step to replace regulation with competition -
namely, we had eliminated fixed commissions on the nation's
securities exchanges aftecr almost two centuries of existence.

I would like to ¢laim this was a response to this newly-felt
mood and desire of the American people, but the truth i1z the
roots of this decision reach back to the mid- and latc-1960's
when the first sericus questions concerning the fixed commission
way of doing business were raised at the Commission and by other
obserwvers as well. Nonetheless, there is no gquestion that this

decision is in harmony with the mood of the times.



In other wavs we are alsc trying to lighten the load of
regulation oen the activities of those whom wo regulate. The
content of advertising by investment companies has singe 19250
been closely, even meticulewsly, regulated by the Sccurities
and Exchange Commission through rules administered by the
Wational Association ¢f Securities Dealers. Many in that
industry have complained that this modc of regulation has placed
them at a compotitive disadvantage with respect to other sceking
the dollars of investors - sawvings and loans, banks, securities
dealers, insurance companies, and the like. During the last 4
vears, we have relaxed the rules with respect to advertising
and have now permitted a number of practices which were previously
forbidden. While I think thig movement has becn wholesome, I
must say that I share with many members of that industry the
convigtion that perhaps this reform has not gone far enough and
they still are unduly disadvantaged by the strictures on their
advertising. I would not advocate a complete abrogation by any
means of these restrictions, but it does seem to me that perhaps
there is additional room within which we may let the forces of
gcompetition rather than those of regulation determine what meets
the eyes of would-be investors and rely more on the common sense
of the American people to keep them from frittering away thelr

savings because of a opretty picturc or a catchy phraso.



Habits are not egasily broken. hfter a geonecration - and more
for that matter - of expecting regulation to provide solutlons
to virtually every problem, it is difficuit for us to fathom,
and adapt to, the new expoctations of the American vecple. I
would like to discuss some of the courscs which might be taken
by vou and by us, and some measures which already have beecn
taken, which I think serve the end of =simplifying government

and reducing its burden.

First, I think it is imperative that every =ffort be made
to eliminate duplication. A&n example of what already had been
dong through the fruitful cooperation of you and the Commission
has been the development of the POCUS Report which has cased
the problem of broker-dealers reporting their financial conditions
te multiple awthorities immeasurably. ©On the same order has been
the development of the uniferm application form for broker-
dealers, agents and others in Lthe securities industry. Thus
broker-dealers and others have been relieved of the necezsity
of mastering the intricacies and subtleties of innumerable forms.
It is probkably impossible to eskimate the total savings in man-
hours accomplished by this, but needless to sav, it has been
substantial. The extent to which we have reduced the incidence
of profanity in the back-offices of broker-dealers is probably

gubstantial, too.
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1t scems to me that the present ALI codification proposal

for meshing state and fedoeral regulation of securities offorings
1e another step In that direction. Tt marks out clearly the
respective concerns of the stabes and the Federal government

and provides a means of avoiding owverlapping and duplication of
effort. It does not represent an effort to denigrate or diminish
the importance of the respective states and their policies, but
rather moves in the directicon of simplifving government and

avoiding needless duplication of effort and expense.

Second, we must be increasingly alert to the costs as well
as the benefits of regulation. At The White House conferonce
of which I spoke, the President singled out the need for
heightened cost-benefit analysis by regulators as a part of
any program to make regulation less costly and hurdensome and
more effective. This need has been echoed by others. Professor
Murray L. Weidenbaum has said,

" _.consideration of proposals - and they are
numerous -~ to extend the scope of federal

regulation should not ke limited, as 15 usuwally

the case, to a recital of the advantages of
regulation. Rather the costs need to be

considered also, both those which are tangible,

and those which may be intangible...In earlier
pericds, when productiwvity and living standards

were rising rapidly, the nation could mere casily
afford to applaud the bencfits and ignore the

costs of regulation. But now the acceleration

of frderal controls cocincides with, and accentuates,
a slowdown in productivity growth and in the ilmprove-
ment in real standards of living. Thus, the earlier
attitude of tolorance toward controls is no longer
economically defensible.”
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In much the same wein, Professecr Paul MoCrackcon, former
Chairman of the Council of Beonomic Advisors, has said,
"The single most important source of economic

waste comes from failure to identify and cvwaluate

what is being given up when we go for somethting
that itself is 'good'."

I think we all reccognize that in many instances a cost-
benefit egquation 1s extracrdinarily difficult to develeop in a
regqulatory context. Sometimes we ¢an get an ilmprecise handle
on the cost ¢f a regulatory proposal,. although even that is
slippery. Defining the benefit, however, i=s even more
difficult.

How do you measure, for instance, the <osts of a net
capital rule rigidly enforced against the benefits to the
public? How can you measure the values of the protection
afforded the public by the registration and disclosure process
against the wvery significant costs which fgllow from those rules,
both the costs of complying with them and the costs of enforcing
compliance? Crude estimates of costs can 1n many instances
be made; the bhenefits are more elusive, coven though many, like
Professor George Stigler, have concluded they have been nil -

& conclusion I hasten +o0 add I do not by any means share. Hot-
withstanding these difficulties it does =eem to me that 1f at
least we try to think habitually in these terms, while an exact

equation may oscape us, nonctheless, we will add a dimension
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to our thinking with respect to reculatory probleoms,  On
coccasions at the Commission we have rejected vnroposals by
the staff bocause of an apparcnt imbalance in this eouation.
We were in thesce cascs not able to develop precise cstimates
ol what the cost would be of the proposal 1f adopted or of the
benefits which would follow. But nonetheless, taking into
aocount all the informaticon available to us, we felt that the
expense would be zignificant, the bonefit small.

Third, I think all of us must review gur past patterns
of regulaticon and determine the extent to which theoy have been
obsoleted or perhaps have lost the reason for their being. An
nld friend and client of minc when I was in practice suggestoed
to me when I came to the Commission that one of my objectives
should be to cstablish a procedure at the Commission under which
for every new rule adopted by the Commission, two would be taken
off the books. While that may be a somewhat simplistic approach
to the problem, nonetheless I think it is an expression of the
spirit that should animate us in reviewing the cfficacy and the
utility of our efforts at regulation.

Fourth, we must recounize that accompanying impatience
with overregulation has been a renewed faith imn the forces of

competition and a renewed conviction that a maximization of



competition in the markctrlace whenever possible, without undus
detriment or harm to the nublic, is the best assurance of a
healthw, thriving economy. Central to the idealogy of this
country has bcen the conviction that markets in which the free
forces of competition operate to the maximum extent possible

will vield the greatest benefit to the people. By this means,

the tnefficient producers fall by the wavside, theo most officient
produece at the lowest cost, thus making goods available to the
public akt the lowest price. We all know that, while a complotelw
efficient marxetplace iz a commendable goal, there are inevitabkly
imperfections and shortecomings in any market. For instance, one
of the characteristics of a completely free market is ease of
access and vet in mahy industries today, certainly industries such
as stecl, aluminum, and avtomobiles, entry reauires a forbidding
caplital investment, with the result that necessarily the full
flexibility ©f the marketplace is i1mpeded, The danger that thesc
imperfections of the marketplace might result in secially undesir-
cable aggregatlions of economic power, and that some of the plavers
in the marketplace might mizuse their freedom to compete unfairly
gavec rise to our antitrust laws which have been an effort to put
restraints upon such abuses and the conseguenccs of such imperfec-
tions. In the eyves of many, the effort to remedy these imperfections

and these abuses by regulation has swung the cendulum excossively
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away f[rom competition and they are urcging that once again we
recogntize the strengths and wvalidities of an economic system

in which competition is sought to be maximized consistently
with the protection of the people against abuses in the market-
place.

Congress, when it enacted the Securitlies Acts Amendments
of 1975, made clear its conviction that whenever possible
competition in the securities industry should be maximized.

I doubt if any piece of legislation ever adopted by Congress

contained the word !

'competition" as often as this one did.
Whkile recognizing the desirability of appropriate regulation,
Congress nonetheless made it clear that such should ba the
course pursued only when it was apparent that competition
could not adequately accomplish the goals socught in the legisla-
tion. Thus the Commisslion was mandated to use its powers Lo
remove in evervy area of the securities industry impediments to
competition, and in the exercise of its regulatory powers it
was the command of the Congress they be used in the manner that
would afford competition the maximum opportunity.

It seems to me that one of the greatest impediments to

reliance on competitive foreces in the marketplace is impaticncc

and unwillingness to let competition take its course and a



hesitancy to accept the consequences of it. Inevitably there
will be times when it appears that the fmarket is misallocating
resources. At those times the near-irresistible temntation

of those with authority will bhe to intrude into the marketplace
and seek a guick remedy of the distortion or misallocation.

It is then that I think patience is demanded and a careful
consideration of whether the harm that would follow from a

regulatory intervention might be greater than the distortion

itself. We are often reluctant to accept tha fact that one
essential aspect of competition is that the less efficient
producers in a competitive market lose ocut. We are a compas-
sionate nation; we sympathize deeply with those wha are the
victims of misfortune and seek to alleviate their plight.

Oout of this compassion has arisen in many instances a reluctance
to acecept the fact that failure is the correlative of success

in a competitive economy and that the inevitable consequence

of a free competitive market will be the glimination of those
who cannot cut it in the marketplace, Sometimes it would appear
that regqgulation is intended to protect the inefficient producers
from the conseguences of their own incapacity. When this happens,
they may be the happy beneficiaries of the regulatory course,
their more successful competitors will perhaps be even happier
because their margins of profits will be swollen, but the
ultimate losers will be the people who buy the products because

prices inewvitably will bo higher.
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somewhat surprising is the sad fact that fregquently those
who proclaim most consistently their dedication to competition
and free markets are the very ones who, witen that freedom inflicts
injury on them, suddenly turn strongly protectionist and seek
the intervention of the government. Not infreguently it is
suguested that in some fashion the government shouwld intervvene
to hinder the growing sucecess of one part of an induestry or one
entity in an industry or some activiky in an industry. I spoke
of helng surprised by this and wveb, I supnosc one should not be:
self-interest usually predominates over ideology in the long=-rcun.
It seems to me that a mach more appropriate response of American
business when a competitor achieves an lnnovative bhreakthrough
is to develop the means aof effectively compoeting, rather than
seeking means of frustrating success in a negative and destructive
wWay .

Tinally, certainly one of the objectlives which must be
sought whei we rogulate is eguivalence of roegulation - simnly
rput, those comoetitors similarly situated should bhe regulated
in az nearly an eguivalent a fazhion as poszsible. IE has besn a
frequent complaint in the securities industry that many of their
activities are regulated more closely rthan the activities of
competitors in other industries which are not subject to the

securitics industry regulators. 2s I mentioned earlier, investment
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companies have often complained that they are subject to

much greater stricbures with regard to their advertising and
promoticnal activitics than olther competitors who are sceking

the same saver's dollars. Similarly, the New York Stock Exchandge
haes often contendsd that its mombers are subiject o a more
restrictive system of regulation than competing dealers and
brokers wha are not members of the Exdchangoe. To the axtent

that these c¢harges are brye 1t seems tgo me that there is a

vialid case for remedy. 1In some instances the problem is
complicated by the fact that there is morce than ong regulating
agency involved. For instance, the banks, which appear increasingly
in roles and activities that are competitive with the secdrities
industry, are regulated by various agencies, notably the Federal
Reserve LBoard, the FOIC, the Comptroller of the Currency and
state banking authorities. HNot surprisingly the regulatory
philosophies of these agoencics may in many instances differ some-
what from that which characterizes the SEC in its regulation of
the securities industry. The roconciliation of these conflicting
rhilosophies, or perhaps more acgurately, moderately inconsistent
philosophies, and the achicvement of an eguality or at least
eqquivalence of regulation are not easily deone. There is much

history in every agency and cach derives its own particular
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approach to problems from its considerablo experience and a
deep-seated belief in the effectiveness of its particular scheme.
However, I think mechanizsms can e developed to smoothe out
whatever lumps there might be. An example of the manner in
which this ¢an be done is displaved by the porticns of the
Securities Acts Amendments of 19275 which established a sysatem of
regulation for brokers and dealers in municipal bhonds. A single
hoard was established consisting of representatives of the
banking side of the municipal industry, the securities industry
side, and the public to prescribe rules that would be equally
applicable to all those engaged in the business. Investigatory
and enforcement powers were given in the case of banks to

bank regulatory autherities and in the case of the zecurities

industry participants to the SEC. However, as a means of

assuring some evenness of enforcement, the Commission was

given, subject to an okligation to consult with the banking
authorities, the power to proceed against not only securities
industry participants, but banking industry membhers as well.

The effectiveness of this particular structure is yet to be
proven, of course, since we are only now in the process cof
cstablishing the municipal rulemaking koard. However, I think

it 15 a good example of the manner in which multiple reoulatory
agencies which have iegitimate claims to primacy in the regulation

of wvarious competitors can be reconciled and accommodated.



Reducing the level of regulation does not in my egstimation
mean that we turn the ruthless, the unprincipled, the overreaching,
the wvultures loose on the people without restraint. It does not
mean that we dismantle cur enforcement machineries, or reduce
the rigor of our efforts to see to it that ocur laws are observed,
or lie supine in the face of an identfied evil - and I certainly
do not think this 1s what President Ford or others who have
advocated a deemphasis of regulation have meant. As a matter of
fact, the agency headed by the maost enthusiastic advocate of
decreased regulation, the Federal Trade Commission, only week
before last, proposed extensive rules to ocutlaw a number of
vicicus practices in the undertaking business. The laws which
yvour legislators and the Congress have adopted for the protection
of investors are important statutes. They are important not only
because they protect investors, but beocause, by protecting
investors, they safeguard the capital formation process of this
country, which, as we know, is in a state of crisis with doubts
expressed as to whether we will be able to muster the capital
which we need to =atisfy the needs of the rest of this country.
These are important laws, expressing the desires and neceds of the
people, which have been entrusted to us to enforce vigorously,

forcefully, aggressively - and fairly.
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What 1s needed is not less wvigilance in protecting investors,
but less haste in adophbing the rogulabtory remedy, greater caution
in assuming regulation's benefits, more sympathetic consideration
of the fruits which may accrue from competition, an increascd
alertness to ovportunities to let competition perform in place
of regulatieon. If all of us in this regulation business pursues
these paths, I am confident we will be responding to the deeply
felt convictions of those all of us serve -- and those who in
the final analysis employ us - and if we balance prudently the
roles of competition and regulation, the public will continue to

enjoy the protection we have all sought ko give 1t.



