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Chairian Frank: Mr. Hamilton would like to enter an

appearance.

Mr. Fowler Hamiltons  Mr. Chairmen, and may it please the

" Commission, I am a special assistant to the Attorney General in

the antiTPrust Division of the Department of Justioe, and I
would merely 1ike to nbte an appeer ancée in this proceeding if the
Commission has no objestion.

Chairmen Frank: There is no objection.

Mr. Weiner: Mr. Chalrman, might I suggest that there are
represatatives here of other governmental bodies and they are not
ligted in the appearances. I think it would be well if they
care to, to glve éheir names Yo the stenographer_so that we can
have & record of it. |

Chairman Frank: There was a representative of the Interstate
Commerce Commission here a short time age. Is he sﬁill here?

(No responsa.)

Ghairman Frank: Is there any other governmental agenoy
represented here?

(No response.) . ‘

Chaifman Franks Mrf Stanley, will you pxoceed?

STATEMENT OF HAROLD STANLEY

of Morgan Stanley & Co. Incorporated.
Mz, Stanley: Mr. Chairman and gentlemen of the Commission:

I esxpoect ©0 be quite brief in my comments amd will ondeavor

%o %ry not to repeat all the things that have been said here,
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ssme of whioch I had in mind going into. We had prepared a
memorandum aupplementing the letter we sent to you the othér day,
which we would like to file for the record.

As you‘knowD I have at various times made comments on this
question of ampetitive bidding, and filed a memorandum with the
T.N.E.C, over a yesr ago, and wrote a letter to your Director
of the Public Utilities Dlvieion last spring and answered their
questionnaires on arm’s length bargaining. You have all of
that information and I will tr& not to repeat a lot of the things
that are sald there.

I won't attempt to answer all of the comments in your
staff's report in detall for various reasons, including lack of
time, I do not think it is necessary to answer some of them.

I do not agrese wiﬁh the report. I have sald repeatedly
that competitive bidding under certain conditions could be done. .
In my opinion, the business of issuing can not be as well ﬁdne
that way as by private negotiation. To go beyond that, I doi
not believe that this ruie will wark, but I will come %o that
later. |

I would 1like %o saj a few and rather emphatie comments .

about certain references to our £irm in the repoxt. As someons
else sald, a good deal of the so-called evidence in the report

is taken from the T.N.E.C. hearings. You know what kind of
hearings those were; I mean the wilnesses were not allowed to

present thelr views except in answer to questions, largely.
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Chairman Frank: You won't be so confined here.

Mr. Stanley: I so understand and I appreclate it.

Yesterday I put in some figures on prices. I won’t go into
that mattér, I am skipping through this memorandum and I am not
trying to cover it all, as I hope you 2ll will find time to read
it. |

I referred briefly to the matter of prices yesterday at your
request. I won't go into that further unless you want,

There has been a lot of talk of the effect of competitive
bidding on prices and the effest on pfﬁvaﬁﬁ placing of competitive
bidding, or rather whether sompetitive bidding won't really .
result in private placing by a different method. I will be glad
- to go into that if you want, but I think enough has been said.

I think it is obvioﬁs that the insursnce companies can bid
a proper price, and I think the underwriter can bid a proper
prié@ -~ whother i% islfoo high or too low, but obviougly they
have an advantage there. Ana they can buy & whole quantity of
geourities direet. It 1s anotlx method of dir;e% purchases,. of
paying 1/8 or 1/4 oy 1/16 or whatever it is.

Geming to the things that I would like to talk about ohiefiy
and whﬂ.eh I think are th@ most importent im the repoxrt a® what
the staff’ go states to be, there hmza three reasonsg, and one
taem 18 5Competi%1ve-b1dding may be'exp@ctea to remove th® threat
{amd actuality) of bankef domination of utility Limsneial

policies?®,
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At the risk of repeating what I have said before -- buﬁ this
1s very short and I would like to read this. In our memdrandnm
of November 29, 1939 referred to previously which was £iled with
T.N.E.Co, I saldy

"Whaﬁever may have been said pro and con about the ekieteﬁce
of so-called ‘banker domination® in the past, the truth is that
it simply does not exist today, and any contention to the con-
trary must be based only on ignorance or wilful mis-interpretation
of the facts. Allegations of-dbanker domination®, like those of
the !spider web! theory of control have been repéated go often
and arbitrarily, and so.fancifully, that théy shape the
thinking on economic questions of many well-meaning and
intelligent citizens who have ﬂever stopped %0 analyze the
matter, of who have had 1ittle opportunity to form the$r own
views about industry 'at first hando For the most part, éuoh
talk has been advanced by pérsons who have had no practical:
experience in banking 6r'in industry and in persons intent on
creating sentiment for the aboiition of private enterprise®,

I repeat this stétement now despite th@Afact that your staff
on pagse 24 of theiyr report makes a statement to the effect that
denial of banker dominafion-without furﬁher.suppor?ing data

ignores the realities of the opposing cass. This just is not so.
Anyone looking at the names of $he companies which we have

assisted in financing, and who bears in mind the character and the

personnel of their managemenf, must know that this could not be so.
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The next main point the staff makes is - "competitive
bildding should result in genulne arm's length bargaining
for the ssourities thus sold".,

This asgertion lmplies that arm's-l2ngth bargaining
does not exist% today. In all the numerous transactions
with which we are familiar genuine arm's-length bargaihlpg‘
did occur. If there are isolated instances where your staff
has produced evidence establishing that grm“aélength bargain-
ing 4id not exist we do not know of themo‘

The third main poin%t is that "competitive bidding may be
expected to reduce the concentra%ion.now found in the under-
writing mansgement of new utility security issues®, That
is their wording.

In the first place, there 18 no concentration in any one
investment banking house in the underwriting of managemenf‘and'
new utility issues, We have a large volume of business éur&
gelves, as 1t has happened in certaln years, and the staﬁements
they make are true as to the aggregate of certain houses and
certain kinds of business dohe9 but no one house any monopoly
on the business.

In %alking ebout competition earlier today or yesterday
afternoon, perhaps, I said that compgtition did exist and
X will come to instances of it later. And that competitive
conditions do exist and they can exist without competitive

bidding.
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o I also sald that I bslieved in the continuing relations
as being of advantage to the borrower. I grant right off the
bat that there 1s not ths same kind of competition 1in the
financing of securities as there 1s in the bricks and mortars
and shoes, and whatever else. And I don't believe thers should
be, I don’t think it is appropriats.

I ¢think 1t 3¢ of advantage to the borrower to have con-
tinuing relations if the services are well done. You may d;ss
agree, but that is my opinion and not as applied to you, Mr.
Chairman, but as applied to your staff, with all deference I
would say that I have been in the bond business siﬁce 1910 -

30 years - and I think that my practical experaence ought to
give me more informatlon as to what goes on than the views of
your staff,

Your staff has figured out certaln statistical data
or rather I ¢think most of 1% was supplied at the TNEC, etating
that our firm had done a certain.volume of certain types of
issues. They named particulary manufaqﬁuring and communication
igsues, and also similar utility issuwes. They called it _
UPirst grade issues®, and in parentheses stated “graded Aas®,
Those statements give an_incorrect infersnce, besause there are
other issues that are firsfigrade that are not Aae, for sxample
the Aaa rated bonds would include about a third of our businessa.

Yet they figurs 100 percent of something and 80 ?ercent of

another, 1% only applies to a third of our business and does not
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happen %o include bonds of nmortgage bonds of the Commonwealth
Edison Company handled by Mr. Stuart, and the Detroit_Edison
Company managed by Crawford & Burr of Boston., The figures
would be clearer or more indicative if they had used the
figurss on managed issues that are rated Baa, for example,
which are generally as their footnote etates are considered
sweitable for bank investment.

During this period of five years, in the same period that
their figures refsrred %o, or maybe this is a 1ittle longer
period;, but during ths five-year period anyway, we managed
82 out of 401 issues rated Baa or 15% percent in number, the '
dollar figure being 2% billion dollars or 2 billion 6 hundrsd.

Commissioner Pike: That would be Baa or better?

Mr. Stanley: Yes, Now, that is a large figure., I
will say what I intended %o say there apropos of another point.

Our underwriting commitment in these issues was 530 millions
or 6.4 percent. I am sorry %o give you so many figures, and I
hope I can state them clearly.

Included in these figures were certaln registered public
utiliéy issvwes rated Baa or better. OF thes®9 we managed
30 issues out of a total of 219 or 13 percent of the number
and 18,3 percent of the dollar amount.

I grant that that is a large volume of business, but ;

do not think there is any excessive concentration anywhers.
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I have a note her~ to noint ount thathere was this larpge |
Prein -

Shaw

Cyl 3 voiume whirch I thought was about 4,000,000,000 privately

placed securit'es, which also has a Bearing on concentration.
Of those privately nlaced issgues, there arce over 40 iasues
amounting to over $700,000,000 that were placed by comanies
or their gubsidi&ries for vwhom we had previously assisted in
f'nancing.

During the neriod 1935 to December 31, 1940, there were
issued a total of about 14,000,0005000 of bonds and notes
e cluding Governmqnts‘and mihicipals and cher governmental
instrumentalities. That includes railroads and equipmenfe°
That figure was arrived at in response %o a question by a
me: ber of your staff who asked us to furnish him that and
certain other information. Of this amoun} we have managed
2 billion 6-0dd or 18.8 per cent, and o' share of the under-
writing commitment wae 600-0dd million dollars or 4.8 per cent;
A to%al of 166 differ»nt investment bankers joined us in
the underwriting, and 1169 difer-nt dealers participated in
the re&iling,

Xf you want to consider Jjust=-I quite realize, Mr . Chair:-an,
I am talking of olier securities than utilifies, but your
staff's figures included those and I am naking a comparison
with your étaff“s figures., If ybu teke only reéistered isees,
which were managed by an investment banker, we find a total

1

number of issues 80 reglstered of 595, and the number we
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managed was 62 or 10.4 per cents The dollar figures were
8 billion 6 hundred~odd, and 3 billion 300-o0dd thousand, re-
spectively, the latter being 35.6 per cent of the totel. That
is for the 5-year period.

In~some of those years we did a mch larger volume of
business than otherss In the last two years, the percentage
of the total volume was 10 per cent or less. In one prevous
yoear it wav 40-0dd per cent. Our underwriting commitment on
these issues was 6.1 per cent. TYour gtaff says that thelw
claim of monopoly and absence of competition is proved by the
faot that six firms managed a certain percentage of the
securities publicly offered. This is a #llacy. Phere is
competition ﬁetween the six houses, as I stated this morming.
They are the six houses mentioned in the T.N.E.C. testimony.
I will give you their names if you like. This appears even
in the limited testimony of the T.N.E.C. which you staff did
not refer to. |

X think some one referred to one or two of these instances
which I intend %o refer to in but one instance. As was brought
out in the T.N.E.C. hearing, that was the business of the Shell
Union 041 Company, how the underwriting business wae first done
by Lees Hbigginsen ahd later by Dillén Read and then by ourselves.
I might add that in that omsc before the business was consummated,

we spoke to Dillon Read but not to get their requestm but sifiply

%o inform them that the company had asked us to 3o the businesg
s
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and after that Dillon Read tried as hard as they could to
get the business back and we tried as hard as we could to
get 1%,

The second other example in the T.ﬁoEaca record is the
Pacific Gas & Electric business, which I think ¥r. Bollard
mentlioned, or.some one did, and the record imn the T.N.E.C.
hearing shows that there was intense competition theréo‘ At
first, Lazard got the business, and after a deal or two, some
one else got 1t.

The record shows tha$ several firms sought the Southernm
California Edison Company,

Yhere are other instances that I know of of coﬁpetition
between these six houses and some other houses in New Yorkpéu
for instance, one was the Socony Vacuum 031 Company which we
competed for and did not get. The faots there are very brief.
We had heard that the business was being considered eh an
agency bagis, and we went to the company and askeé& if that
was satisfactory, that we were willing to make a commitment
for it, and they said mo, they had plenty of cash and ¢that they
did no% oarxe if they did not get the full amounmt of bonds, and
they preferxed the agency anyway, and they did get the full

emount so0ld.
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The Revere Cdpper & Brass Company which I think it is a
matter of common knowledge, but i don”f know the particulars,
where there was severe competition.

There was severe competition between these houseé for the
Danieh and Norwegian iésﬁes, And I repeat again I know that
thess do not relate to fheAu%ilitiesD but they are the figures

that the staff uses and refers to the aggregate business done.

There was the Connecticut Power & Light issue which~l
referred to This morniﬁg where we lost out.

The Central Hudson Gas & Elestric Company for whom we had
done business where half a dozen people had been competing for
& year on a proposed issue.

There is the Allisthaimers Gbmpany which has had numerous
proposals from various bankers. X do not know who they are,
but I happen ® know itiis a fact that bscause the company
wrote us and asked us to make a proposition -~ I take that back:
a direotor wrote us =- not'the-presiden% of the eompany.

There was the Séo Louis‘Terminal end the Cincinnati Union
Terminal issues, the C. & O. issues of a yea br go ago, and the
present proposed C. & O. issus.

The Northern'S%ate Power of Wisconsin, the Illinois Bell,
the Louisville & Nashville, the CGreat Northerm =- and I should
think that it is perfectly evident that there is competition for
business among these peoi)le°

Chairman Frank; Did I understand you correctly this
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morning -- the word "competition" gets to be vagﬁe in its connoel
tations in this discussion, and I would like to definé it
speeifioallyoh I understood you to say thié morning that you
thought that where a rival investment banking house was hendling
an issue well, you woﬁld not under those circumstances approach
that issusr and endeavor o get that business away from the rival

banking house? |

My. Stanley: If Iwunderstood you corrsctly, yes. I have
two ideas about competition; first that competition must and shailld
exist in business of various kindse- Latent competition, actual
eompetitién9 competition of'theAmarketD and competition with the
insurance companies. Goﬁpetition does exist. But I also have
the idea and I think it is §ery important and very useful to the
borrower and I think ﬁﬁe Eorrbwer has followed this method of
negotiation because he dbelieved if wag useful, because he_c@uld
always ha#e gone into eompetitive bidding if he wanted to; he
did not need %o have a hew rule -- and in this and other countries
it has not been done, ié has not been done anywhere.in the
civilized world that I knoﬁ of, éhﬂs is a methoed that has
devél oped over a period of yéars and it has benefits, and I think
they thidk 80, |

When the jobs that afe 'd.one é.re satis factory, why not leavs
it alone? It is always 1n.th® hands of the management. If
they are not satiefied they can get anybody they want. M. -

Chamberlain said yesterday that if they had competitive bidding
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the door of every house would be open to them as a borrower.
Gosh, they are open téday and all he has to do is to walk in.

I do not think I mentioned other instance where issuers
have changed their bankers or added any bankers. Bethelehem
Steel, Panhandle Eastern, Pipeline, Crusible Steel, Republis
Steel, Tidewater 041, Consolidated 04l.

Our next comments about your stasi’s contention that this
recommended polisy wouid reduce concentrationsand decentralize
is, ag mumerous'othe? people have s%ated, that it would tend to
reduce the number of dealers An the business and in distribu-
tion., I dom’% meed %o go in%o that; I think it is obvious.
What our feasons are, you may not be interested in. i think I
" have said}enough about i% ﬁlready, but I do not think I have said
it in the language of these words thatthe bBusiness would naturally
gavitate t0 compact gﬁomps having cepital in a few large -
groups in.the larger citvies.

I have some figures on concentration in the mmiseipal
business and which is.done on a égmp@titive bidding basis tha%'
are somewhat different from Mr. Bollard’s figures as I was able
to follow him, and aré‘ﬁrbbdbly for a different period which I
would 1ike %o submit iﬁ%o.the record.

Chairman Franik: iou san file‘thoseo

lmfo‘stanleyg I &ould 1ike %o smmmafize % briefly.
According to the Dailj 3ond Buyer of New ¥ork, the financing

from September 1, 1935 to December 31, 1940, according to the
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Daily Bond Buyer of New York, the finaneing of States an&l
municipalities long term, snd by “long term® is meant on
their category everything over twe years, which includes
serials, of course, aggregétea Sabillionmodd, issues 6?
1 billion and over %otaling 3 billion 666,000 =- that is the
important figure, Of these, five firms handled 52.9 per cent -
hea&@d'it. Those five firms plus five ﬁore make 10 altogether
head@d 89 per ocent. |

Yhis will be very'shor% and partly repeating what has been
sadd. T believe that under this system of compulsory competi.
tive bidding, the smaller dealers throughout the country will
be injured and won't be included to tThe extent that th@i are now,

because there won't be the same incentive for national dis- .
¢ribution that there is now. National digtribution is domne

usually ag the request of the borrower. X think it is a gooﬁ
thing for our economy o have it done and have people in the
various localities have chances to buy these kind of bonds we
are speaking of, but there won'tg 5e the same incentive %o do
it. You won't have a olient; you will have a fsllow that sold
you what is more oy léess mefchandi@e and you will sell 3% in
the most economical waj that you scan.

Chairman Frank: Suppose the issuer putting up a bid for
competitive bidding would make i & condition tht there wors to
be adequats distribution nationally.

Mr. Stanley: He might not get bids.
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Chairman Frank: He might not?

Mr. Stanley: Of course he could.

Chalrman Frank: He could ask for bids in two forms?

Mr. Stanley: Sure he could. But today'he isAwllling to
allow you'é‘compenaation that permits it and he gllows you a
part of the compensation for that purpose.

Chairman Frank: And I assume if there were competition on
those terms, that would be taken into oonsideration among blddlng
houses? |

Mr. Stanley: Yes, dbut they still might buy at a price that
would not permit them to do it. and from the point of view of the
manager of the issue, he does not have the same incentive to &o
it when he expects to have continued relations with that
fellow, and you pay more attention to what the borrower wants done
1f you expect to continue with him.

Gommissﬂoner Healyéu Have you prepared yourself, Mr. Stanley,
to talk about the distribu%ion of portfoiio eecurﬂtiee alyready
owned by holding oompanies? I call your attention to the fact
that under 12-b which relatea to that vary . subjectp there i8 a
very specifio duty to maintaﬂn competitive conditions cast
upon the Commission by the 4ct of Congress. Are you prepared to
diécuss the distribution of por%f&lio securities now owned by
holding cbmpanies?

Mr, Stanley: No, I am not prepared to do that. I 4id not

.realize that that question would come up in that way. I should
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say that we would be very much interested to oénstder whether
we can undertake to help in doing that. Whether we would want =
to. do. 1t by competitive bids, I don‘t know.

Chalrman Prank: That would involve the sale of equity
securities?

Mr. Stanley: YeaoA We would be prepared to do that. We
sald that we were willing to do a distribution Jjob the other day
whioh Dillon Read got away from us, namely the Standard 01l of
New Jersey common stock,

Chal rman Frank: That is very unusual for you.

Mr. Stanley: Yes, we never ﬁave done it. But vhether you
can on a competitive basis undser such a proposed rule as this
on your utility and integration matters, whether you oan handle
the tremendoue volume there is there on a competitive basis,

I don’t know, Judge. I don’t know whether that was youf point
or not. I am sorry that I am not familiar with it.

Commissioner Healy: I just wanted to know if you were pre-

pared to discuss competitive bidding with relation to that
particular aspéeto | | |

Mr. Stanley: No, I am mot, but I will be glad to prepare
and coms down later.

Commissioner Healys Let me ask you this. Doeg your -
concept of ocompetition in eonneotion with ofiginal igsues, does

it take you to the point of visualizing an attitude on the part

of the principal underwriter to make a desision as to whether ti®
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company ought to finance 1tself with bonds or preferred stook
or common stock? |

Mr. Stanley: Yes.

Commissioner Healy: Do you think that the prinecipal under-
writer could lay out of consideration at that tire what may be his
own preference for a partlculér type of security? I am not
suggesting that there 1s something wrong in an investiment house
preferring to originate and sell bonds; but I do suggest that
when that type of a house is pfesented with the problem of

what type of financing is best for the issuer, that there are
considerations of thelr own self interest which ought to be laid

to one side. Do you see that aspect of the problem involved

in this thing?
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Mr. Stanley: I am absolutsly eye to sye with you. I
think that 4t 18 their duty, and I think 1f a person does not
gell stocks and 1t is to the intersst of the issuer t§ &eil
c&mmon stocks, he should advise him to do that.

I said we did not have these portfolio dlstrlibutions,

We have underwritten common stocks; we do not limit ourselves
to first mortgage bondé.

Commissloner Healy: This method of competition lnvolves
something more than price; doesn’t it also involve the nmatter
of what type of securlities is good for'the issuer?

Mr. Stanleys Cerfainly; yes, sir. I can completely agree
in that.,

Chairman Frank: I may say as far as I am concerned that
it is far more imporfgance %o me with the mérket in 1its
present condition than the matter of price.

Mr. Stanley: I agrée with that foo.

Commissioner Healy: I would iike to ask you just another
point regarding this matter of banker domination. We have
sesen from time %o time, and we have in our filess'evidence
of agreements exscuted by issuing companies and even by hold-
ing companies where specified banking housss had besn given
the firet call and the first option on all future financing
of those companies, and in one épinion of thies Commission I

think we reproduced wverbatim a conftract made betwesn certain

investment banking houses in which they'divided up the invest—
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ment banking of all the companies in that system, a billion-
dollar system, and the record, 1n.add1tion‘to that, shows that
that is the way the banking was divided up. That was for a
period admittedly before the passage of the Public Utllity |
Holding Company Act of 1935,

Now, may I pause at that point before I go any further
to ask you if you agree in recognizing that in some instances
et least that sort of condition did exist prior to the Holding
Company Act? o

Mr. Stanley: In some cases it did exis%,

Commissionsr Healys Don't you recognize in those facts
the source of the interest and the anxlety of the staff on
the subjeot? I mean the fact that that sort of thing aid
exist at so@etime certainly makes it a live topic for the
iconsideration of the staff on this matter.

Mr. Stanley: Judge, in my humble oPinion, I don5t know
that it nakes it a live topic. The TNEC's testimony went
back 30 or 40 ysars. I am not familiar with these detaiie
of thess contracts that were written giving preferential rightsoA
and X do nbt think they were worth the paper they were written
on,

Commissioner Healy: I doubt oo if the& were legally
enforcegbleo

Mr, 8Stanley: And I think they were wrong:; I would like %o

say that we do not dominate anybody and nobody dominsges us or



403

cqntrols us. We never have had a preferential contract,

and since you are talking earlier days, our flrm has only
been in exlstence sihce 1935, and I should think that I

might add that nelther did J. P. Morgan & Company of wvhich I
was a partner prior to 1935 have any contracts excepting,

as I remember, one with the Belglan Government for ths purpose
of preventing it from over<borrowing in this market and not to
get new businsss,

And I heppen to remember this because it came up in the
TNEC hearings, a flscal contract with the New York Central
which I think was cancelled in about 1901. We have no
proprietary rights, and I may add very briefly to what has been
sald on.that subject as far as 1ts being a not customary thing
that I was present at the hearings where those matters were
brought forth, and I told Mr. Henderson, a member of your
Commission, at the recess immediately following that testimony,
that I pérsonally having been in the business for 30 years
had never heard that phrase untll that morning.

I think 1% is not customary. And I think the refersnce of
the sﬁaff has blown it up out of all proportion to its real
‘eigﬂifiéaneag

Commissioner Healy: A% least you admit that they did not
originate the expression?

Mr. Stanley: I quite agres.

Commissioner Healy: Of course, in the case of the United
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Corporation; is my memory correct that that corporation was
really originated amd put tégother by J. P, Morgan & Company?

Mr. Stanley: And the Bonbright & Company; that is corrsct.

Commissioner Healy: It 1s correct?

Mr. Stanley: Yes,

Conmissioner Healy: And it 1s true that at least ths first
distribution of the seocurities 6f that company was pretty
well controlled by Morgan & Company and Bonbright?

Mr. Stanley: That is quite true.

Commissioner Healy:s They created the corporation?

Mr. 8t%anley: They did.

Commissioner Healy: And that corporation had important
holdings in several of the largest holding companies in the
country?

Mr. Stgnleys Several of the larges® holding gompanies
in the east. I could not quite hear your quesion,

Commissionsr Healy: I said, in the country.

lir. Stanley: That is quite true.

Commissioner Healy: I think the Federal Trade Commission
report showed that the United Corporation had inverests
directly. or indirectly in something like 39 percent of all
of the gemerating capacity of the United States, |

Br. Stanley: I would accept your recollaction, Judge,
but mine was that it was somewhere nearer 20 percent, but I

Just don't know,
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Commissioner Healy: You say 20 psrcent?

Mr. Stanley: A largs figure, anyway.

Commissioner Healy: It was a large percentage of the gas
manufacturing and the gas capacity of the country?

Mr. Stanley: I would think so,

Commissioner Healy: Of the gas distribution?

Mr. Stanley: of the artificial, yes. And the Columbia,
to0, = natural also. |

Conmissgioner Healy: The holdings on the United Corpora-
tion went down into the Columbia Gas & Electric?

Mr. 8%anley: They did, yes.

Cormissioner Healy: Thank you.

Chairman Frank: Mr. Stanley, if the Commission were to
adhere %o U=12(f£)(2) or td a similar rule, precluding an
affiliated'underwriter from participating beyond a 1limited
percent in the distribution of an issue, or if it went beyond
that and precluded it en%irely in the absence of compstitive
bidding or a showing that it was not practicable, wouldn't
1t be better from the point of view of these particular under-
writers to have a gemeral ruls requiring competitive bidding,
becauss that would mean that then that underwfi%er would be
able on a free-for-all basis to compete with all of the under-
writers, whersas the conssguence of such a ruls as I have
indicated, U-12(£)(2) ae mod#fied in that manner, would msan

that the affiliated underwriter would lose out altogether?
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Let us takse your house, for instance. If you were found
to be an affilliate - putting a hypotheticél case - of the
X Company, and if we had a rule that sald that where you
were the affiliate there that you could not participate at
all, - supposing we 4id - except through competlti;e bidding -
that would mean that the issusr in that event would not go
to you but would go to someone else, whereae if we had in
lieu of tha%_a rule requiring competitive bidding in all
cases, regafdleas of affilistion, then yot would not be at
that disadvantage, isn’t that correct?

Mr. Stanley: Well, I think your assumption is wrong.

I think it is impossible for us to be an affiliate of any
utilities 'compény,, go I think it is theoretical,

Chairman Frank: Jus®% indulge my assumption for a moment,
if you will. You know we have a case in which that questibn
is up. |

Wouldn't yoﬁ be better off if we substituted for that a
-competitive bidding rule? '

Mr, Stanleys I don”f know, I think that is trying %o
cure ons wrong by creating another. I don't know whether
we would be better off of not.

Chalrman Frank: A% least you would have an opportunity
to bidv |

Commissioner Heaiy; How do you think we ought’to handle

the gituation where the underwriting house is an affiliats of
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the issuing company?

Mr. Stanley: We considered that as well as a lot of
other people did and wrote you in answer to Mr. Weiner's
ques tionnalre last spring. Of course, th= difference is a
legal definition of "affiliate’ and a legal definition of
“controlling.”

Commissioner Healy: Let us leave Ycontrolling® out
of that completely. We had a situation which was not fully
developed yesterday where Mr. Davis owns a large block of
sfock of the Houston Natural Gas Company and which, according
to his statement, his firm does most of it¥s underwriting.
Where 1% is conceded and there is no dispute about it, and
agguming that you can establish the faét that there is &an
affiliatlion, what is your suggestion as {0 how we ought %o
bhandle 1%? Do you think ﬁhat under those conditions ths
affiliate should be glven the inside track to the exclusion
of the other investmenf banksers? I assume thait you will say
no,

Mr. Stanley: Judgs Healy, I think that is a different
question to answer if you leave out the domination which you
sald that you wouwld liks %o leave out. I think if the
arfiliete controls the borrower, he certainly ought not to
have an inside track., I think if he has 5 percent or 10

percent, or whatsver your legal definition is, he has no control

over that fellow. I think tha3t there is quite a difference in
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the treatment of thoge things.

Chalirman Frenk: Let us take Section 12 portfolic
gecurities and stick to that. I do not want to get into
a legal dissertation., Assume as Judge Healy has suggested
thaet you had a case:that where elther by proof or admission
you had affiliation. I repeat Judge Healy's questilon,
wouldn® ¢ you think that under those circumstances the Commis-
sion had something approaching a statutory duty to see %o 1%
that there was some way found by which other persons competed
with that affiliats for that businsss?

Mr. 8tanley: 1 think‘jou can have competition, as I sald
before, without requiring competitive bidding. I Go not see
why if you have competition for the selection of business,
different offersAfrom different people or proposals which the
management can decide to takeoz“ieavep X do not see why 1is not
competition.

Chéirman Frank: How is the Commisseion going to be able
t0, if you will indulge me.for a moment that the statute means
at least under Section 12 dealing with portfolio securitiss,. -
that we will see %0 it that there is a maintenance of compseti-
tive conditions, particularly whers there are affiliates, -
how is the Commission going to see %o it where thers is an
affiliate that there is competition?

Mr, Stanley: I am afraid that this is perhaps a matier

somevhat for lawyers more than for laymen, and I want to coms
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back <=

Chairman Frank: (Interrrupting) Perhaps so. Perhaps
1t is not fair to ask you. |

Mr. 8tanley: I am sure that I completely answered Judge
Healy“s question, but it seems to me that after all the mailn
thing is that the business is done on fair terms, and I think
you can ascertain that to your satisfaction that it 1s done at
arm' s-length, which is really nothing more than is being done
without fear or favor and with two people who are independently
negotiating and bargaining so that each is acting for his
own best interest. |

Commissioner Healy: I think where you have admittedly
arm”s«lengﬁh bargaining you may have a somewhat different pro-
blem. The difficult case, 1t seems to me at leas®, in main- |

taining that sort of condition, is vhere there is an affilia-
tion,
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Mr. Stanley: But doesthe law say that any affiliation
sutomatically mskes arm’s length impossible?

Commissioner Healy: No, I don't think it does. I think the
statute raises a very strong presumption against the existence
of arm’s length bargaining where there is affiliation.

Mr. Stenley: I feel I am a 1little bit out of my depth in
discussing a legal interpretation. |

| Gommissioner’ﬁealy#_ 1 4id not raiss the legal point; I
refrained from doing that. Let us Jjust forget the law. -

Mr. Stanley:  All right.

Commissioner Healy: If you are not prepared to do it now
you can do it when yoﬁ‘pleaseg but I wounld be very mush interested
to know what your recommendations are as to how we ought to
handle the situation where theée is an affiliation between the
underwrlter and the iséuerb

Mr. Stanleys I thihk, Judge ﬁealyp that I had better get
the law fath@r than from a iayman"s point of view and then come
down. ”

Commissioner Healy: I did not ‘ask for & legal opinion,

Mr. Stanley.

Mr. Stanley: But I don't know my facts well enough %o
know what the procedure is.

Commissioner Healy: We made an effort to deal with that
situation'and did not seem to evoke universai satisfaction, and

I think our old rule, 12-f worked much better in some respects
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than it was given credit for.

Mr. Stanley: I am afraid I do not follow, but it does not
meke any difference,

Chairman Frank: Before I forget it, I would like to bring
up & point. You said in this memorandum that you are offering,
you made some comments on the manner of the hearing of the
T.N.E.C. I do not care to go into that, but Just to clarify
the situation here, i take it that you do not fihd any obJeétion
to the manner of this hearing or your Opporfunity to discuss
the question? |

Mr. Stenley: I am completely pleased and eatisfiedo

I think we were talking about the distribution of securities,
and I was saying that we had no preferential contracts today and
never have had any. We have no agreements with other bankers
today and never have had any, and as I have said before, we
agread that there shouid be competition in this field and believe
that there is, and that there should be numerous straw firms
in the field and not, as Mr. Chamberlain suggested might be the
case, ohly one.

As I have sald, we ha%e done quite & large volume of busi-
ness, and the reasons why we have, I think are very simple. Our
firm is composed of individuals who have had years of experience
in the bond business. They know and have dealt with the offi-
clals of manj important companies for years, and when those

and other companies wanted to issue securitisg, they knew us orxr
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knew about us and had enough confidence in us to aek us to do
the buslness, and 1t 1s Just as simple as that. It was their
free right to decide, and I think their responsibility to decide
how t hey should do the business and with whom.

Before summing up, I would like to say and I think I have
sald it in a way but maybe not as concisely as I might, and it is
Just a matter of opimbn and I think perhaps you do not agree, but
I am inclined %o agree with‘Mr,-Ecker that the éhances are that
the bigger amounts of securities will go to the insuranoce
companies by private bidding.fhan they do today.

I would like %o éum up by reviewing who the people are vho
are urging that the Commission adopt this new competitive rule,
and I would like %o read a few shor? paragraphs about this from
our memoyrandum.

*{1) Those who are so bent on doing what they seem %o
think will result in further ‘decentralization?! of the indusivry
that they can tolerate no opposing argumené; Thie same group
believes that members of commissions such as yours should be
relieved of the responsibilitiés inherent in thelr jobs by being
furnished with a device that will mechanically determine price
and spread,

"(2) A small but vocal minority of seeurify dealers who,
in their own desire -to obtain more business (which is a |
perfectly understandable motive) are claiming that they should

have a right to do businsss with people who apparently do not
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want to do business with them, provided they make the highest
bid at the auction dblock.
"On the other side we find:

(1) The overwhelming majority of issuing companies through-
out the United States. Borrowing corporations could always, of
course, have required competitive bidding if at any time they so
desired. It is no accident that for generations corporate
enterprise has preferred to select its own bankers. It would
seem that in the world of privatelenterprise business managers
should have the right and responsibility of deciding whether
their companies are best aer#ed by such relations, or by the
casual contacts that would result from enforced competitive.
bidding. ¥ |

I won't attempt %o go into the point that was discussed at
some length at the investigation to cover the 1iability questions

under the Act, but I can cohceiv@,{Mro Chairman, that if six
or eight groups of people were competing for an issue, that .the
time ¢that the management would consume im trying ¢o advise with
those paoble on what they would need to know would be a terrible
thing %o ﬁandl@, Perhaps ié coﬁld be done, dbut it would be an
awful waste of ¢time. If one fellow could compete, then every-
body wouldo In good times, yéu might have everybody and in bad
times nobody.

The éecond group conaists.of the great majority of investors

and investing institutions who favor negotiation.
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The third group that favors it -- to read from my own
memorandum -- are with a few exceptions referred to already, all
of those engaged in the business of underwriting and distributing
seocurities and who have practical knowledge of what they are
talking about.

®We appreciate that your staff will discount the testimony
of this group on the theory that it is affected by self interest.
Investment.bankers obviously have a great interest in the
question. They do not want to see further damage done %o an
industry whioh must continue to play an important part in the

1life of this country unless our present economy 1is tg7remodeled

on European patterns. We are sure that your Commission will
recognize their sincerity when they lay before you theif cone
sidered views, publicly expressed after years of experiense and
gtudy, ¢o the effect that the procedure which your sggaff
recommends will be contrary to the interests of iaeu@rs'and
investors, will not wofk té the satisfaction of any one con-
cerned, and will not accomplish the results which its pro-
ponents appear to anticipate."

Thaﬁ”is all, sir. Are there any questions you Would 1like

¢to ask me?
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E?éyfn Commissioner Eicherxr: Mr. Stanley, do you give any

a serious emphasis to the supposed value in the way of potential
support that an underwriter @n give in stormy weather to the
issuer or investor?

Oyl 9 Mr, Stanley: Thet depend a great deal on conditions.
Sometines they can and sometimes they cannot. They cannot do
1% to the extent that they could have in the ood days, because
they bave not got the capital of the people who used to be in
the underwriting business had, namelyg the banks. But I would
like to add another point where I think they can be of behefi%-
to the issuer, which has been referred to, but I do not think
this partioular point has been definitely stated. I amlquite
awarg of the tremendously valuable protection tat the
Comission can give investors in the preparation of utility
securities, but b g1l say that the advice and help-—and it
i8 a metter of opinién only and I cannot prove it tn you== I
can state faots that have happened--that the cooperation of
a fellow who works and negotiates with the borrower and who
puts his reputation and his cash back of the deal contributes
something beyond what you contribute~-something additional.
Chairman Frank: Thank you very much.
Mr. Weiner: Apart from the question as to whether theye

should or should not be competitive bidding for equipments, is

% your judgment that the experience with them would be faixly

1llustrative anaﬁeggething that ought to be taken into aceoun%D
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or are the two situations dissimilar altogether?

Mr, Stanley: You mean in the small mumber of people who
participate?

My, Vieiner: I mean in whatever the results of that may
be, is it a fzir anglogy? In other words, would the Commission
be justified in treating the result of competitive bidding with
respect to investment trusts as a consideration in the present
subject, or should that be left out of account as not being
gimilar and being a trustworthy guide?

My, Stanley: You are not talking about these indenture
matters? Who buys them and how?

Mr, Weiner: The overall pattern. Whether the consequences
whatever they may be should be taken into consideration.

- Mr., Stanley: I don'% know; it 1s hard to answer. They are
done by competition., They are usually ef short maturity-—a
gingle maturity which is often an@ under certain conditions a
different kind of & market than 2 long-term bond, but I should
think eome ofit applies to what might happem %o u$ility bonds
and some of it does not, because in the equipmeht issues you

do not have your 20=day period and you do not have your pro-
hibitinn of solicitaéiono~ A dealer can go to an institution
and get an order before he buys. I am not quite clear what you
are talking of or drxiving at. I am not sure whether that is an
answer .

& " T '
¥r. Yeiner: * am simply trying tc get yomr judgment whether
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the equipment issues have been mentioned here so fregquently as
to whether or not the -xperlience with respedot to them would be
a thing that you would rely on in trying to anticipate the con-
sequences of the adoption of a rule of this type, or whethex
you thought the situation was so dissimilar that whatever one's
judgment might be, that the experiencs with the equipment trust,
that it would be unsafe to anticipate any similar results with
respect to corporates.

“r. Stanley: Maybe this anéwere it. One of the reasons
why I think that the insurance companies under competitive
bidding would get/;reat big lot of bonds is that they could use
the same pjlethods that are now being used in buying equipment
securities on order from banke and institutions;, even though
they are different from 36=year bonds.

Mp, Weiner: Then you would anticipate that the experience
with equipment trusts is a fairly reliable analogy.

Mg, Stanley: "Experience" is such a comprehensivé WO Q==
! don't know., If you are conparing the handling of a short~term
with a 30pyear term, they are quite differemt things. I don®%
think you can condense it to compare the results,

B, "einer: *hat is, some of the results that have taken
place with respect to the équipment trustg are likely to be
duplicated and others are not likely to be as far as corporates

are g¢ongornsed?

Bz, Stanley: Yes, I wouod think so if I understand you.
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Mr. Weiner: You mentioned one or fwo of the results,

I believe, that were likely %o work out the same way, and others
that would not. Would you care to summarize that?

Mr, Stanley: Tould you put the questbon the other way?
Would you lead me and tell me what results you have in mind?

¥r. Weiner: I was going to ask, for example, whether the
kind of partioipation and the interest of the managing underwriter,
whether that be concentrated or not, whether that would be in-
dicative of what the result of competitive v idding requirement
might beo

My, Stanley: We are no% in the equipment trust business.

¥Mr. Weiner: I appreciazte that.

ir. Hall: May I reply to thas?

By, Weiner: Yes.

Mr., Hall: I would think that with regard to the under-
writing and the spread, I would think that competitive bidding
on public utility issues would be similar to what has taken
place .since the competitive bidding was made compulsory foxr
equipment trust cert;fioates.

By, Stanley: In good times, but not necessarily in bad
times.

Mr. Ball: I think that you would have concentration im
the managing of new public utility issues u der compulsory bidding,

as you would have in both the municipal field and the equipment

trusts. I think, however, that the standardization of the
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gecurities of the equipment trusts makes it very difficult

to give a direct comparison as related to many types of

bonds that you would have in the public utilities field,

f think that the s&me result might be comparable as regards
graller issues, but would not apply with respect to the larger
issues of the public utilities. I don't ﬁnow whether that
answers your question?

Mr, Weiner: That was the sort of thing I wanted to get
at, because we have had so many referenges to it that I thoﬁght
some orderly comparison as to the consequénoes might serve as
a8 gulde,

Chairman Frank; Any further guestions?

My, Stanleg: There is just one thing I would 1ike to say.
Mr. Ball's tise of the word "standardization® brings thig thought
to my mind, that in talking about the compstitive bidding for
utility securities, very little reference has been made to the
junior securities or equity securlties and the difficulty of
doing complicated deals might take many months of negotiation
even with tne help of the Commission and ite staff,——as I said
a moment ago in a little different connection, I do not see how
three or four or half a dozen people can negotiate with a
company. &t the same time to the extent that they would bid and
to know what they were doing under a difficult deal.

Ohairman Frank: Any further questions?

“r. Veiner; I. |
T eiper. I would 1ike to agx Y. Stanley one or two
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questions. You have some figurses on the concentration of
management of equipment trust issues?

Mr, Stanley: No, I gave them »n municipals. Some one
~else gave them on equipment; I gave them on munidipalse

My, Weiner: I don't know how familiar you are with the
equipment trust field generally, but would you say there was
more concentration in the management of those issues since the
competitive bidding requirement came into effect?

Mr. Stanley: I dont know.

Mr.Weiner: OCould you answer that, Mr. Stuart?

My, Stuart: I think there is less concentration now than
there was before competitive bidding, because before competitive
bidding most of the equipments were handled by two or three
firms.

Hp, Stanley: Aren't they now?

Mp, Stuart: My statistice show that 40 per cent of all
railroad equipments purchaseé& in the last fiwe and a half years
or so have gone to one house.

Mr. Weiner: Have you figures as to what it was before the
competitive bldding situation went into effect?

Me. Stewart: WNo.

Mg, Weiners It is my recollection that Commissioner East-
man said that they were all practically handled by two firms.

Mr. Stewart: I am sorry that I have not the figures.

Mr. Spanley: If Gommissioner Eastmen said it, there is
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no question about it.

Chaizman Frank: Are there any further questions?

(Yo response.)

Chairman Frank: Mr. Stuart, I wonder whether you care to
clarify thie evidence. When yoﬁ were speaking, you did not
address yourself directly to the question whether there is
competition in your opinion for the issues. Is there, in your
opinion?

Mr. Stuart: Now?

Chairman Frank: Yes.

Mr ., Stuart: Mot what I call real competition.

Chairman Frank: Will you explain yourself?

Mr. Stuart: For example, within a few days we thought %o
get an opportunity to bid on $50,000,000 of Illinois Bell
Telephona bonds, which is an Illinois institution, and I thought
should be placed iniillinoiéo I+ could have been handied in
Illinois just as well as in “ew York. I sought that from the
president of the company and I was unable to accomplish any-
thing. I went to the Illinois Commerce Commission and sought
the same opportunity and they refused to give it to me, and
they saild because of the shortness qf the time and also because
they were waiting to see what the SIE.0. did about competitive
Bidding, Competition does not exist as it ﬁould exist under

such a ruling, no.

Mr. Dean: The»very faet that Mr, Stuget went there
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established the fact that there was at least competition
to that extent.

Chairman Frank: Hr. Dean, may ! ask you & question?
¥r, Rogers suggested this noon that I ask you thls question.
Perhaps you canmpt supply the answer, but we were speaking
of the comparatively small amount of railroad issues that had
been privately placed since 1933, What percentage of the tntal
of railroad securities issued since 1933 did that consist of?

Mr. Stewart: I think ' would have to get the figuree

from New York.



423

Previn STATEMENT OF WICKLIFFE SHREVE
8haw '
Cyvl X Liehmen Bros.

Yew York, New York
Mr, Shreves: I have a few short remarks that are not

repetitious. |

The position of the firm of Lehmen Brothers on the question
of ocompulsory competitive bidding haé already been presentéd to
the Commission in a letter of Januvary 30 from John M, Hancock,
and I would 1like to ask that this become a part of the record.
Mz, Hancock regrets that he cannot come here to read it himself.

(The same is as follows:)

LEHMAY BROTHERS
ONE WILLIAM STREET
NEW YORK
January 30%h, 1941
Becurlties and Emchange Commission
Washington, D- C. |
Attention: MYr. Francis B. Brassor
Secretary

Gentlemen:

This 18 in acknowledgment of the receipt of the Commission's
letter of December 230, 1940 and in reply thereto.

As the COo mission doubtless knows, ¢his firm hasg specialized

in industrial financing amd has paéd only a miner part im

utility financing so at least itg views are not infy .
: uencad
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by a desire %o protect its present position in that field of
financing,

- The report is an excellent reference list of the reasons
favoring and opposing competitive bidding so there seems no
purpose to.be gerved by a restatement of our reasohs for not
favoring the proposed rule. Yur departure from the conclusions
in the report ariz fiom our experisnce in the investment
banking field which leads us to give different weights to the
arguments than are agsigned by the authors of the report.

We purposely do not concern ourselves with any questions
relating to the purpose of the legislation or the difficuliies
of the 8.E.0. in carrying out its responsibilities as i¢ sees
them. Yur interest lies only in considering whether %the pro-
posed change would result in public good.

Ag the Commissbn knows, this firm has submitted bids
under competitive conditions in a few situations. With one
exception in another field (Oincinnati Union ferminal) the
issues were utility mortgszge bonds of the highest grade for
companies wsll known to us and therefore requiring only very
limited investigation; also the soourities depended primarily
on money rates and in no respect have our competitive bids
covered the whole range of utility securities, and we have
declined to bid on issues of a lowsr grade. We emphasize

also that the legel work on these high grade issues had been

done by law firms in whom we and our counsel have utter con-
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fidence.

We do not believe we can afford the salaries and expense
of the staff required to bte prepared to bid on general utility
issues, nor are we willing to assume the liabilities imposeéd
upon us by the Securities Act in addition to the responsibility
we assume voluntarily on every issue we undertake unlesgs we
have every opportunity to investigate a company and its records,
to interview its officers and to work with them in the prepara=-
tion of the registration statemen® in a helpful spirit of co-
operation and confidence, each in the other party. We doubt iis
spirit @n exist under wide-open competitive bidding.

Those of us who have labored over such problems Enow the
difficulties of preparing a registration statement and pros-
pectus under present conditioms when two banking firms are
partners in an underwriting venture. We can appreciate the
added complexity oreated by the need of reconciling the oon-
-flicting views of several competing underwriters, as well as
the waste of time on the part of the utility management.

In generxal, we cannot afford to do the kind of work
necessary and desirable for a satisfactory result to an under-
writing 1f our onlﬁ protection against loss lies in our belief
that we.will be the high bidder. Due to time limitationg our
habitual investigation of the important but intangible
factors in the field of opinion and enti&ely beyon& the facts

covered by a registwation statement could not ordinarily be
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carried out under competitive bidding conditions, im our
opinion.

Wo believe the managements of utility c¢ompanies and ¢he
bankers they choose are generally deserving of publioc con=
fidence as to the terms surrounding security issues, partiocu-
larly now when all their acts are publicly examined in the
flood lights of publicity and thelr own self interest demands
that they exercise thelr best judgment.

Surely it is significant that in its pressent preparedness
program, its largést buying effort in its history, thig country
recognizes there is no inhersent virtue in competitive bidding,
When men are willing and competent to determine the values of
goods to be paid for by publig funds, and Oongress is willing
to entrust such authority to government officials, there is
no reason to magnify the diffioculty of discharging the re-
sponsibility placed upon the S-E.C. in this case.

We belisve that the best results can be secured only if
the banker has earned the confidence of the issuer's management
and is able to proceed with every smphasis on the professional
agpects. of his work.

The proposed rule gp ears to be reaching for a formula
that will avoid having to make a difficult judgment. The ad-
ministrative difficulty of deciding on the part of the S.E.C,
as to the fairness of the terms of a security issue is referred

to frequently in the report and this reason is apparently
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rogarded as alone sufficient to justify the proposed rule.
It wou d seem far wiser for the Commission to secure a staff
competent to advise it in that fileld, or falling that, to have
hearings with empert testimony so as to establish a good
record, and a foundation for a sound administrative decision.

"Oompetitive bidding" 1s not a self defining term and
its adoption will call for more regulations and more adminig~
trative proceedings. The net result in many cases will only
be to relieve the S,EOCy from a responsibility it now feels
and turn the whole responsibility back to management or leavs
the responsibility unfixed.

We do not find anything in the law itself setting up a
goclial theory that it is harmful to have "concentration in
the underwritigg field, and we mecall that only a few years
ago the Commisiion was concernsd over the lack of underwriting
capital. We believe that this second danger is far the
greater one -~ so far as the country’s good is concerned - and
that this second danger will be increased bdy fhe proposed
rule. It would seem in order first to establish rather than
mexely assert that "concentration® is one of the evils Congress
had in mind.

With reference to the last paragraph at the foot of page
11 of the report, this firm has never "claimed proprietary
rights® in the financing of the companies referred to, and

g0 far as it is aware, there has never been even a shred of



%6 .

428
testimony to the sffect that such "proprietary rights" existed.
I% 4s beyond our understanding how such an inaccurate state-
ment shouod be included in m official repbrt.

Finally we submit that with world affairs as involved as
they now are, with disturbed economio cbnditions9 this is
probably the worst time to undertake such an experiment.

Yours very truly,
(8igned) John M. Hancook.

Mr. Shraves There is little that need be added to that
letter except perhape to stress the fact that Lehman Brothers
has specislized in industrisl finanoing and its opposition to
the proposed rule is thus in no way influenced by a desire to
protect its present position in the field of publiv ubility
financing.

It might be reasoned that since we have managed groups
that were the successful bidders at mandatory competitive sale
of two utility issues in Yew England, the £irm's chances of
securing additional high-grade public utility financing would
probably be increased by the adoption of the propose@ rule.
But when this appsal to self interest is set against our
opinion of the far~reaching detriment to the public good that
would result from universal competitive bidding on all kind@
and classes of utility securities, the overwhelming weight

of evidenqe and experience leads us clearly to oppose any such

procedure.
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As was pointed out in 82, Hancock's letter, our bidding
under competitive bidding has been céonfined to the highest
grade issues of well-known companies requirlng very limited
investigation and for whoﬁ the legal work hah been done by
law firms of unquestioned&ility. The importance of this
element of the problem shouod not be minimlzeé.

There is another zepect of the problem not covered in
Mr, Hancock's letter but which has been raised here. This
is the position of the small dealer in universal competitive
bidding. It so happene that our actual experience and the
evidence of our actial records may prove helpful in consider-
ing this question. While the Commlission quite properly is not
concerne@ with underwriting the investment barking business,
it does appear that the maintenance in the small communitieg
of the country of & sound and efficient organization of in-
vestment bankers and dealers is inseparably invodved with the
broad guestions of public good in so far as theyaare affeoted
by any threat to establighed channels for flow of capital into
industry, and if I understand correctly, Y¥r. Frank, youx
general statements mads yesterday, you appreciate this and are
considering it.

It is our impression that the Commission's staff holds that

the small dealer participates in the distribution of issues

bought in competitive bidding to generally the same extent ag he

does in negotiated issues, althdugh on a somewhat differens
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basis. Cnly last week we furnished the Commigssion's staff
with some evidence on this point. It is customary that all
the individual membvers of & group which has purchased an
issue at public bidding be permitted to make sales to other
dealers less the full sekling concession? There is active
oompetition among group nemberg for such sales in the municipal
%ieldo The contention is that the sum :total of dealers who buy
from all of the members in a purchase group will closely
approximate the =me number that would otherwise be invited
into a formal selling group organizeé by the syndicate managers
alone.

Yur experience in the distribution of issues bought at
competitive bidding does not support this thesis. In the case
of the $20,300,000 iseue of New England Power Company 3-3/4s,
eleven of the thirteen account membexs made sales to other
dealers less the selling conoession of 1/3%, 149 dealers bought
a total of $5,543,000 or about 27 per cent of the issue. In
the case of the $10,000,000 issue of the Connsotiout River Power
3-1/48 all 10 members of the account made sales to other dealers
less the selling concession of 3/8 per cent., 138 dealers
bought $4,001,000 of bonds or about 40 per cent of %the total
issue. In the case of 13,000,000 of Cincinnati Union Terminal
3 3/88, which were bought at public bidding, only five of the

eleven account members made sales to other dealexrs iess the

selling concession of 1/8 PeT cent. 54 dealers boughs
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$1,456,000 of bonds or only about 12 per ceat of the issue.

It should be noted that in each of these instances the
dealers participating were conslderably smaller in number than
would have been the cese in comparable sized iséues distributed
through a2 formal selling group. Perhaps more important is the
fact that the geographic distribution and the percentage of each
issue sold through dealers was also less than would have been
the case with a firmal selling.group organized in connection
with a negotiated issue,

Total compensation paid the 149 other dealers for dis-
tributing the Connecticut River bonds was $37,700. Total com-
pensation paid the 138 other dealers for distributing the New
Engiand Power Company bonds was $15,000. To%al ocompensation
pald the 5G other dealers for distributing the Cincinnati
Union Termibal issue was $1,800. About the time we offered the
two utility issues, we distributed $10,000,000 of a highSgrade
industrial 4 per cent issue which presented no unusval selling
problems., Nevertheless, in order %o achieve wide distribution,
we used 3320 selling group dealers of whom 2348 were 1oéated out-
side of New York City to distribute approximately 59 per cent®
of the total issue and we paid this group a total compensation
amount¥ing to $80,550,

Thus, on an issue half thé size of the Connectiout River
Power offering, total compensation to selling group members was

almost three times what it was for the issue bought at competitive
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bidding and the number of dealers who participated was some-
what over twice the number who participateé in the Connecticut
River distribution. The industrial issue was the same size aeg
the New England Power offering yet the total compensation paid
selling group distributors was over five times and the number also
over twice what it was in the case of the issue bought at com-
petitive bidding. In the case of the Cincinnati Union erminal
issue, the participation by 54 dealers in distributing profits
of $1,800 may for all practical purposes be characterized as
virtually no pa:ticipatioﬁg considering the $12,000,000 size
of the 1issue.

Without in any way invooving ourselves in a controversy
over what constitutes adequate compénsation for selling group
distribution, we simply submit thie evidencse for whatever value
the Commission may find in 1t. Certainly in the case of issues
bought at campetitive bidding and distributed by us, it may be-
falrly sald that participations by smaller dealers, both in
number and total compensation was considerably below what 1%
was in negotiated issﬁes currently being offered at about the
same timeo~

Again the Commission cannot reasonably be sxpected to con-
cern itself with investment banking profits as such, but if our
experience so far is any indication, there may very well be a

genuine threat to many small dealers in the extension of com~

petitive bidding. Perhaps here are involved broad questions
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of public interest with which the Comission most properly

should conoern itself.
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Mr. Connely: In your Cinoinnati Union %erminal9 if1I
remember your figures are that you had about $12,000,000 of
bond g?

Mr. Shreves; Yes,

Hr, Connely: How many underwriters did you have?

k2. Shreve: .Eleven.

Yy. Connely: Or about a million plus per underwriter?

., Mr. Shreve:- Yes.

Yr, Gonnely: What yould you have had if you had
negotiated that deal in an original underwriting purchase?

Ye, Shreve: Twenty to twénty~five probably.

Mr. Connely: | Does that run similaxly on those other
competitive deals?

¥r. Shreve: We haed $10,000,000 in the Wew England Power
issue, and we had-sao,booaooo in the Connectieut River Power
issue, and there were 13.

Ye. Gonnely: I think it has been adequately shown around
here for the last four or five years that a $20,000,000 deal
$hat én underwriter may have that (balance of statemsnt in
order book). |

. Shreves I think‘Jay Whipple had an observation om
that that tims is of the essencé thers. Sequency is of the
essence. 4nd availability upon negotiation of the price is

important. ‘he closer you are to New York--3 thing that all

of ours. were in New YorkD except two or three Boston houseg.
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¥r. Dean: Could I ask Mr. Stuart just one cuestiont?
Do you recall testifying before the Tomoﬁoce?

Bp, Stuart: Yes.

by, Dean, Senator King askee you a cquestion: *You had
competition, I suppose, and etill you underwrote a great many
of the bonds, dién't you?® And you replied, "Yes, sir", and
Senator King then asked you, "You had no competition from the
banking houses in NMew York, did you, the investment company
houseg in ¥ew York?® And you replied, "Well, if there is any
business/zgaiave got in Chicago that Mew York investment houses
have not tried to get since the passage of the Securithes Act,

then I don't know what it is.”

Br. Stuart: I recall it perfectly.
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Mr. Dean: Does that statement agree wth what you testi-
fied today?.

My. Stewart: I believe so.

Mr. Daley: I have an analysis whioh I was going to present
in connestion with the small dealers which will bear on what Mr.
Shreve just testified to. May I do it at this time?

. Chairman Frank: I would like to take this occasion to .say
ééme%hing that Judge Healy suggested I should. Those of you
thaf are lawyers and have appeared bsfore the Commiséion will
recognize and those who are not will no%t, and that ie why I;want
to make this statement that the fact that we asked vigorously
questions of certain witnesses sometimes has a Soocratic purpose
and does not necessarily indicate our conclusions; I trust
therefore that you will recognize that anyﬁhing we have said
does not indicate that we have not an open mind. Mr. Dean will
know what I am talking about, I am sure.

Mp. Dean: ¥es, sir.

{Laughter.)

STATEMENT OF W. R. DALEY
of 0tis & Company.
~ My. Daley: In reading the figures whish Mr. Shreve Jjust
gave, one may get the impression that a'very large améunt in
dollars is received by the selling group members of the privately

negotiated issue. I would like for the record to take up a

$50,000,000 issue and try to analyze just where this spread in an



km?2
437

issue of this size goes. If it 48 the cbnventional two points,
there would be $1,000,000 gross spread in the business. With
i/é for the management, $125,000 would go to the management, and
$175,000,  Assuming that the underwriters get one point,
$500,000 goes to the undermriters, and assuming that the under-
writers take 60 per cent of the'issueg which I think is a falr
assumption, an additibnal $2259000 goes to the underwriters for
tﬁéir-direct selling, meking a total of $850,000 before you get
to the 600 dealers who would be in that seiling grpupe_ That
leaves $1509000 or approximately 15 per cent of the ﬁotai spread
"whioh will go to the 600 underwriters, or an average of about
$250 eaeho

Commissioner Eicher: You mean 600 dealers?

Mr. Daley: Yes.

Mr. Eaton: Arven’t you $50,000 off in your management ?

Mp, Daley:s I misread 1%, yes. In competitive bidding, it
seems to me that there is still room for the dealer to get his
3/4, and 1f it is spread narrowef so that we can compsete ﬁiﬁ1
the aotuﬁl»threat we<hé§e of the banks and the insurance
eompé.niea° | | |

I would like to comment at this time on the small dealer,

&8 I think he is approaching the problem from the wrong point of
view. I do not think that the dealer is a kept man; I think that

he has a funetion in this businéssD and he is in the business not

because the large underwriter likes him but bemuse he is essential
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to the distribution of seourities. I see no reaéon why he &111
| be any less essential, by and largs, in the disfribuﬁlon of
gecurities which have sold under competitive bidding. I do not
think it is fair to compave his compensation with competitive
bidding in municipals or in short term equipment trusts, because
in those cases, in the cass of the mmhieipals, for example, ‘I
tﬁink his part of ths compéﬁéation would be smaiiér bécause of the
higher grade eharaeﬁer'of theAaeourityu

In the case of the equipment trusts, which are short term,
his spread is always very small 1¢ he gets in at all on any of
the short term lssues. |

Let us take some of the 1asmée which have been competitively
sold, for example, and a d@éler got 3/4 of the C. & 0., issue.

He got 1 point in the Terminal Association of St. Louis; he got
1/2 a point in the Boston Edison cage; he got 75 cents in the
Pennsylvania Telephone preferred stock issue, which was a

$50 par or the equivalent ofA$1°50 on a $100 par valus.

In alnego%iated jssue, hé‘go% 5/8 in the Illinoie Beil
Telephonékcomﬁanyo I do not think that the spreads are so far
away, and“I think they are somewhat equalized when you consider
that in these cases of competitively bid issues, there was not
the teohnieal,selling grnuﬁ for whish he had a penalty if his

securdties happened to come in the market. It was free to all,
You did not have to be a member of any particular oclub to get

Iny it was free to all dealers, and first come firs¢ served, and
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the spread was his after he bought the securities.

I think 3% is well known that the small dealer that gets on
the large syndicate lists feels that it is an acamplishment to
-get on thé 1ist, and he 18 very ap% not to turn back bonds even
though he can not sell them when they are allotted to him, and I
think that is of some eipénse to him, and that is edméthi'ng that
partly offeets the fact that he might .get some less spread
under the system whereby there is a general offering to dealers
in which case his spreéd is on whétever he takes down.

Mr., Stanley: Juéé for the sake of the record, because I am
sure thé Commission is éware of 1%, I think that the presenta-
tion of the Division between different classes of work done
d0®q'not tell the whole story, because these different people
perform different functions and are paid in a different way.

A man who does one thing -- sometimes we have guaraﬁteed
performance of the entire group as & part of our job. The
underwriter takes the responsibility. The dealer sells without
the commitment which the underwriter has taken.

Mr. Dean: Will Mr. Daley amplify what he meant when he
gpoke of the small dealsr getting what he tskes down?

Mr. Daley: I meant that he purchases the securities and -then

he resales them even though they come back on the market and he
guffers no penalty.
Mr. Dean: But he is not restricted at the price at whish

he regells?
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Mr, Daley; That is ocorrect.

Mr. Dean: But under the Securities Act, he is?

Mr. Daley: That is correct. And he would be ﬁnder these
issues.

Mr. Dean: And ﬁndérvth@ utility issues, the Commission
woﬁld h&ve to pass upon the reasonableness of the spread?

Mrb Daley: The offering price is set and he can nof'depart
from that.

ie. Deam: In the muniocipals, that is ho% correct?

Mr. Daley: That is correct.

lir, Dean: And in most dealers in munioipal issues, they
resell those issues at any price they can get?

Mpr. Daleys I don't believe that is correct.

Mr. Deénﬁ Isnt that correct in munisipal iséééé; Ko
Stewart?

Uy, Stuarts VWhat is thet?

Mr. Dean: Are the dealers restricted in the price at
which they.ean resell municipal iasues?

Mr. Stuait: During the life of the syndicate.

Mr. Dean: Don’t they take them down and mark them up?

Mr. Stuart: During the 1ife of the syndicate, the dealer
takes bonds at a certain prise -- a municipal syndicate -- and
he has to maintain that price when he sélls the securities. .

Mr., Dean: But he can sell at a higher price?

My, Stuart: Oh yes, 3in deed. Of course; a dealer would
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not sell at a higher price until the syndicate was olosed. He
could not sell it at a higher prioce when someone else wasselling
gt a lower price.

Mp. Dean: Isn’t that a fairly common practice --

Mr. Stuart: (Interrupting) On a rising market, yes.

Mr. Dean: 8o that a desler in municipal issues can withe
draw them on a rising market and sell them at a higher prioeo'
which is not true of these other issues?

Mr. Stuwart: Yes, sir.

Mr. Connely: I would like to ask Mr. Stuart. In the Boston
Edison £ield, anybody that wanted to bﬁy them could get fhémo In
your group of which I think you are & member, were you con- .
templating a regular sélling group?

Mr. Stuart: We hﬁd a great many members in our group, but
if we bought the bonds we intended %o havg/dealerfs price,

Mr. Connelp Was it first come first serveds or was it a
formal selling group?

Mr. Btuart: I think we contemplated making a general
offering of 1/2 per cent off or something like that.

Mr. Fournier: In the event of compstitive bidding becoming
effective in utility securities, is 1% your beliafg My, Stuart,
¢hat as a general matter the syndicates would successfully bid
for an issus of anything from $10,000,000 up, and wouldn't you -
form a éelling group as & matter of ordinary practice?

My, Stuart:. ¥ think it would work out that you would have
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oertain number of originals who would buy the issué, and they
would offer it to a selling group Jjust the same as you would in
a private deal. That 15 the way it has worked out with us 1h a
number of issues that we have bought competitively.

Mr. Stanley: With the same concession or a bigger one?

Mp. Stuart: I could not answer that.

Mr. Dean: I think there ought to be a distinotion between

the use of the selling group as used in the trade, and génerallyo
 Mr. Fournier: I used the word in the sense that it i1s used

in a private negotiation:

lir. Deen: That was not the oase in the case of the Boston
Edison.

Mr. Fournier: I understand that, and that is the r eason I
agsked the question.

Mr. Dean: In jour municipal Sssues, do you offer the
dealers £irm bonds?

¥r. Stuart: Do you mean an allotment?

Mr. Deans Yes.

Mfo Stuarts No, .

Hy. Pourniers ' I édkeﬂ him what would happen in the event
of competitive bidding of utilities of $10,000,0000an8 up.

M. Deaﬁ: If you had bought Boston Edison, would you have
allotted firm bonds o séiling security members?

My, Stuart: X thought of it%t. I think we would have

offered them to all dealers on our 1list and first come first
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served, 1/2 ofz.
Mr. Dean: The same method that the First of Boston used
on the Boston Edison?

Mr. Stuart: Yes.

Myr. Fournier: In that ocase, may I ask you, Mp. Stuart, why

'you believe if competitive bidding were & general practice that

fof larger issues it might be cuatomary.%o form selling groups
in the sense that it is now a oustom with respect to.privéfely

negotiated issues?
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Mr. Stuart: A4s I understand you, in the larger 1ssues
you have two or three bids, on issues of $10,000,000 and up,
Then on the smaller issues, I should think that you would
have elght or ten bids. |

Mr. Foﬁrnier: With respect to the method of distribution
by the purchasing syndicates, would it bs your sXpectation
that on sizeable issues that the purchasing group would
organize a distinot selling grdup?.

Mr. Stuart: Yes, it would be.

Mr, Dean: You ses, there is a real aistlnctIOﬁiéé}fér'ds
the dsaler is concerned as %o whe the# df not he 18 §31ﬁg to get
?ira bonds or whether or not he is going %o be periiﬁted_ié buy
bonds and subscribe for those bonds and be allotted thosé Bonds
on a first-come=First-served basis; and in the municipal field
it izzgirstaoomecfirstmserved basig, and on the Boston Edison
it vas a first=come and first-served, and on most of the issues
that have besn bought on ;he competitive basis 1t has been
fifstacome and first-served, and most dealsrs object to that

very strenously on negotiated igsues, and dealers far prefer

. %0 have firm bonde allotted to them. If any dealer hsre

disagrees with that statement, I would like to have him say
80,

. Mr, Spenceri‘ May I ask whéther the offering to the
276 dealers on the Boston Edison were firm bonds or whether

the 276 dealsrs wsre offered an opportunity to sell them?
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Mr. Ford: We handled that about five years ago.

We handled that in the same manner that we handled fhe
present deal. We sent out a letter which was called a dealer's
account letter vhich was sent out to =--

Mr. Spencers (Interruptlng). 276.

Mr, Ford: Well, those 276 dealzrs were told that if they
would come to our office, and the bonds were stlll there, they
might take them down from us, and they were not offered fimrm
bonds as is a common_ﬁractice with nsgotiated issues where you
have a selling group. We are trying to establish.that distinc-
tion,

Chairman Frank: Now, will you proceed?

STATEMENT OF BENJAMIN J. BUTTENWEISER
of Xuhn, Loeb & Company, New York.

Mr. Butténweiserg My firm was not one of the recipients
of your letter and accompanying memorandum, and that accounts
for the Tact that we were not represented here yesterday, I-am
sure it was not déé to any lack of in%erest in the subject
matter under discussion. |

Inasmuch as our firm was referred to yesterday, and inasmuch
as the Chairman was gracious enough to suggest that we have a
representative here today to aﬁswer the points that have bsen
raised, I am here as that representative. I explain that

because 1% will account for the informally of my presentation,

due to the fact that I only saﬁ the record when I arrivsed
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here at noon time by plane.
Mr. Eaton, if I correctly quote him, was gracious
enough %o say that one of the'most enlightening discussions
on this subject of compulsory competltive bidding is found
in Kuhn Loeb & Company's brief presented to the Intsrstate
Commerce Commission about 15 years égo when they --meaning
the Interstate Commerce Commission-- were considering this
same subject, namely, compulsory competitive bildding.
He further went on to say that they---meaning Kuhn,

Loeb & Company---took the ground that ths propsr |
issue involved in that discusslon was the highest possible
terms and price to the issuer. That was what they were seeking
to sustain, and they held this, - they said that if prices
are %o be supported ﬁnd if issues are %o go out at a high.
price, we must have banking houses, who ars of great influence
and great presivige, behind them, otherwise you will not be
able to secure a full price for the security when it is offered,
and furthermore unless you have that kind of a sbonsorsﬁiﬁ, the
market on the issue will not be sustained and eupportedAih
bad times.

| Furthsr he said, - and I am skipping a bit%t - "but the
experience of the banking ﬁorld has demonstratsed that practical-

ly every position $aken by Kuhn Loeb and back at that time by

- J. P. Morgan & Company in connection with railroad financing,

practically every argument on which they based their case h
T as
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besn conpletely demolished in the_sixteen or seventesen years
that have elapsed since that time.?

Now, the pamphlet to which he referred was one which
was presented by our firm %o tﬁe Interstate Commerce Commis-
sion in Octo‘bérD 1922, and I reviewed it on the plane coming
down this morning, and naturally we have given much thought
Yo this whole question of compulsory competitive bidding, and
1% seems to me that the views we presented at that time are
equally applicable and equally cogent and squally timeiy,aﬁ
this moment, and I ﬁhink before expressing ény su¢ﬁ opinion
1%t 1s but falr %o indicate what we really did say in that
memorandum,

Naturally, I will not take your time by reading ail or any
very subetantial part of 1%, but just the parts that are
particularly pertinent and particularly applicable to vwhat
is before you now. I will be glad to leave one for your

record.
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Quoting frpm that memorandums "To market railroad
securities®——and I might say that wherever we say "railroad.
securities®, it is equally applicable to any type of securities:
"to market securities on a @arge'scal@‘ requires a combina-
tion of skidl, eXperiende9 oapitéla reputation and connectionsg
that, from the nature of the case, can be possessed by only a
1limited numbexr of concerns at any one time, because only the test
of time will produce mosf éf these necessary qualities.

"That skill, experlence and reputatiom it is the business

of the banker to make available to his clients, together with

his financial potency and relationships.
A banker of long experience with a record of success, con=

gervatism and integrity, develops a power to place securities

that is of great value to his clients, cumulatively so the longer

.the relationship is maintained.

“The question of fha best and most serviceable method of
gelling securities must be deterpined not from the whooly ex-
ceptional and fortuitous circumstances which have prevailed
during the last yemr-—and I might interpolato that the year
1923 as.1t developsd by October of that year when thig memorandum
wag submitted were very similér to the market sgituatiom as we
have found it during 1940 and thus far in 1941; in other words,

1%t wag,a period of relatively low interest rates and of conseqe nt
relatively high bond pfie@so

Continuing:
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"In the marketing of securities, as in other businesses,
there are. occasional periods of excessive activity, usually
of comparatively short duration, occasionzl periods of acute
depregsion and longer periods of normal activity.

"It happens that this year has been a period of un-
paralleled activity in the marketing of securitbes of domestic
issues, simultaneously with, and partly caused by, growing
reluctance to invest in issues of European countries. There
has been a vast and almoey insatiable demand for‘new domesgtic
securities, particularly bonds, an almost unihferrupted decrease
in interest rates and a corresponding increase in the market
value of securities.

"The result has been that bankers and syndicates have been
much more than usually successful in mar<eting the domestioc
security. issues which they have purchased and that as a rule new
sgourity issues have advanced in the marret and reached prices in
excess of the issue prioeo. The upward trend of security valueé
is illustrated by the fact that in the last ten months the aver-
age market price of ten standard railroad bond issues taken at
random has incoreased about thirteen points.

®It has been & time when it was possible to indulge in
improvident bidding or 'spite-bidding,’ without being deterred
by the gwif$ penalty of non-success in marketing, which follows
gtch practices under normal circumstan ces.

%] i
Under these condtions, it is easy for 0ritice who congide
=¥ 1 g?
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only recent experiénce, and whose knowiedge does not carry
them back to the pre-war years (which, after all, furnésh
the best standards for judging the future), to jump at the
conclusion that the railroads have not been receiving the best
possible prices for the securities theyr have marketed and
that higher prices would have been realized if the sale of
railroad securities had been opened up for competition."

Then further along in that document it says:

"It is to the best interest of a borrower that its se-
curities should be absorbed by the investing public and that
their value should be maintained under normal conditioﬁso I
is more imnortant to the industry that a favorable reputation,
the good will of the investing public and the broad steady
demand for its securities should be preserved than that in
every instance the very top notoh price should be obtained
to which through taking advantage of fortuitous circumstances,
the purchasing banker m@ght be driven®. -

Now, I say that on review that we find very little in
this document tlat does ot apply with squal forceor equal
conviction to the presemt situation, in fact, if it is not
transgressing the bounds of modesty, we think that this docu~
ment was in many ways prophetic in its applimability teo
today's discussion, and while we have not% coﬁpare& eny complete
analysis of the memorandum as submitted by your Public Utilities

Division, we have read it, and we have likewise read the brief
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submitted by the Investment Bankers®' Association, and I want
to say that we endorse the views exp ressed thereino

1‘here are one or two further obsefvations which with your
indulgence X would like to make. It does not seem quite a
coincidence that the subject of compulsory competitive bidding
comes to the fore always at times of low interest rates and
high bond pridéso We have been thinking about that for a very
long while., And the reason for that is quite simple. If you
will pardon the analdgy, compulsory competitive bidding, as I
se6 it, is somewhat like the method of loaning a man an umbrella
with the express understanding that he retuzn it at the time
that it starts to rain. That analogy can be borne out and sus-
tained by actuwal instances.

You have heard much on the subject of compulsory competitive
bidding, You have heard many opinioys expressed, but let me just
cite to you a few instances where compulsory competltive bidding
has been for saken even though, as I understand i%, the law pro-
vided for compulsory competitive bidding.

I refer to the case of the City of New York which im
December, 1931, addressed personally and confddentially a letter
to the then senior partner of our firm, Y¥xr. Felix M. Warburg,
and at the bottom added that a similar letter had been sent %o
Jd« P. Morgan & ébmpany8 the National City BaﬁkD Chase Mational
Bank, Guaranty ‘rust Company, tje Bank of Manhattan Trugt Company,

the Bankers ‘rust Company and the Firgt National Bank
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It is not fair for mé to gharaoterize the standing of
our own firm, but I think it is fair to say that the other
banks and the other firms mentioned stand at the very fore-
front of the banking community in New York City. 4nd I am at
1iberty, I think, to read this correspondence, because the
element of confidence no longer applies, this having happened
in 1931. |

Despite the fact that, as I understand it, the “ew York
State lew provideé for compulsory competitive bidding for
municipal securities, the City of Yew York wrote the foi.lowing
letter over the signature of the then Controller:

"The position occupied by New Tork City bonds in the
present market is a matter of grave concern to city officials,
espscially desplte all rumoxs to the contrary the financial
of Greater Yew York is beyond question.

May we appeal to you as a civic duty to form one of a
group of New York bankers to consider this and amy other rele-
vant questions relating to the financial condition of New York
Oity, and when conclusiohs are reached to confer with the Mayor
and other. responsible city officials to the end that such
measures as are deemed advisable may be taken to correct the
present situation.

"If the Department of Fimance, New York City, can furnish
any assistance or information that would be helpful, ouwx

fapcilities are at your servics".
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And that was signed by G. W. Berry, Comptroller of the

- City of New York.
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What confrontdd the éity'then was the urgent need for a
large amount 6f funds, and despite what the comptroller has
sald then, the City of New York's finances were not in any
too good shape. As I recall, there was a substantial amount
of delinquency in the payment of taxes.

Without boring you too much with the detalls, suffice
to say that as the result of this, there were formed a group
which bought from the City by direct negotiation and not through
compuls ory competitive bidding $100,000,000 of short term
corporate‘stockD and in conjungtion with thé banks provided a
revolving fund of $151,000,000, I will submit for the record
the answer of our firm which said that we would be delighted,
naturally, to cooperate and undertake this as a matter of civic
duty, and if I may, I would like to read the final rsply of
the comptroller of the work that had been accomplished by that
group, The comptrollsr repeated his letter of Dscember 23,
1931, and said:

"The response was most gratifying. Within a few days I
had received letters of acoceptance from sach of the institutions,
a working eoﬁmittee had been formed, and the Gity”e‘financial
requirements were undergoing a thorough examination.

"The members of your committee did not spare themselves

&t any time, holding conferesnces with City officlals, account-

ante, et cetera, daily, evenings and Sundays, in their effortg

to expedite the work in handa. As the resulg of ﬁhié,prompt
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and practical cobperafion5 the City has been relleved of the
temporary embarrassment occasioned by the world-wide financial
strain and has been piaoed in the position to meet all obliga=
tions and maintain the high credlt standing that always has been
1ts portion. ‘ _

"The City of New York stands deeply indebted to the
members of your group for thelr advice and assistance, As its
chief fiscal officer I wish to acknowledge my own indebtedness
to you'.

And that was signed by Mr. Berry, the comptroller of the
City of ‘New York.

I did not readlthat, obviously, as any advertising praise
of the firms involved, but mersly as an illustration of the
fact that in times of serious circumstances, compulsory
competitive bidding cannot and does not function,

Chairman Frank: You are aware, are you not, that the
proposed rule expressly provides that upon adequate showing
¢he rulg‘shéuld be made inapplicable?

Mr, Buttenweieerz-ci am well aware of thay, and, Mr.
Commigsioner —-—-

Chairﬁan Frankz 8o that if you assume such circumstances
as thﬁae you have indicated, the rule will have jlent& of
rubber in it to get at it.

Mr. Buttenweiser: I am well aware of that. This is not a

unique situation. It may be more impressive in the eize of the-
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1Le flgures,

Chairman Frank: What you are saying is thet thers are
times when such a device as compulsory competitivs bidding
may be undesirable or impracticable. The rule which itself
so states andrecognizes and which contains the provision
by which that rule may be rendered inapplicable in those
circumetancgs would seem to meet what you have indlcated as
a necessity.

Mr. Buttenweiser: What I am ailuding to and vhat I am
leading up to is that this compulsory competitive bidding is
one of those gtrange factors or methods which is bad for the
borrower in bad times, that is in periods of high interest
rates and low bond prices, and conversely is bad for the
lender in times of low inYerest rateé and high bond prilcses,

Chairman Frank: Have you algo in mind what¢ has been said
several times, psrhaps while you were not here, that at least
to some of us the question of compulsory competitive bidding,
at least in ths present conditlon of the marke®, is of only
minor importance relatlive %o price. What we are more concerned
with, some of us at% any rate, is that the utility involved
should have the best possible advice with respect to the char-
acter of the securitiss it should issue, to-wi%, as to whether
they should be bonds or sbocks or whether it should be a mortgage,
or if stock, what kind of stock. It 4s that matter that seems,

at least to me, a matter of more importance than the matter of
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4 Mr. Buttenweisenr: I quite agree with you and I an delighted
that you made that point., It paves the way for me to meke my
next point, but inasmuch as you have clted that part of the
rule with which I ﬁas familiar, that it can bhe walved in
certain instances, let me point out to you, if I may, that
the very waiving of that rule would be detrimental to the
credit, as I see 1%, of those corporationeé for vhich you
waived 1it.

- For instance, it was harmful to the credlit of the City of
New York that it has to resort to the walving of the competitive
bidding rule so far as i%s securities were concerned, Jjust the
same a8 1t had a deleterious effect on the oredit of Chicego
and Boston and Cleveland and 8an Francisco and Los Angeles
and the 8tate of New Jersey and the State of California and
various others that I can cite--- and I have them hef@ I

that they advertised securities for compe¥itive bidding and

recelved none,
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kml So, too, if you waive the rule with regard to utility "av
fls WC , _
‘or holding company "#" or corporation "A" but not as to others, .
it will be noted to the investing public thatthe credit of
that company or the circumstances surrounding the issue are such
that it neocessitated waiving ihe rule, and that I bellieve will
be very harmful %o its credit.

Mr. Weiner: May I ask you a question?

Mr. Buttenweiser: Yes.

Mr. Weiner: 1Is it correct to say that the City of New York
at that time had good credle?

Mr, Buttonweiser: Of course it~ﬁad credit, The fact is
that 1% had bét%er credit than the publie realized, and the
- sponsowrship of a strong group established in the minds of the
inveetSy public a falr appraisal of that credit.

Chairman Frank: That is the opposite of your recent
assartion.

M. Buttenweiserﬁ What is that?

Chairman Frank: Your assertion is that the oredig was‘
injured by the relaxation of the rule, Apparengly it was bettered?

Myr. Buttenwsisers Certainly it was. I will tell you the
precise prices at which New IorkA61ty bonds were_selling at that

~timeo They sold down %o alarming levels,

]

Chairmen Frank: And they sold at a better price after tie

relaxation of competitive bidding?

Mr. Buttenweiser: No, sir, they got to that level because it
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was heard that they were no longer susceptible of getting com-
patitive bids, and they had to. go. to: herolp: methods to- establish
it. There was a good deal of civic virtue involved in forming
that group.

Mr,.Weiner: .There were also many other pressures on the
bankers bésldee the banking credit of the eity?

Mr. Buttenweisers I don't know of ény other pressures.

Mr. Weiher: I ¢think that could be established..

Commissioner Healy: In addition %o buying the bonds or
corporate stock, did the group that you referred 60 go into the

market and make purchases and support the prices of outstanding
issuss?

Mr. Buttenweliser: I don't think so, Judge Healy. I an
not clear on that, but my best recollection is that we did not.
As a matter of fact, my recollesction is strengthened by the faot
that when we had $251,000,000, we felt that we had ample. . A4s a
mavter of fast, thers was considerable difficuity in forming that
group. | |

I could cite another cagse. We had greater difficulty in
forming & group for $1boooooaoob,fop the City of New York
which they owed in gold in London in 1914, |

That dbrings me to the next ﬁoint because Commissioner Frank
raiaed.itg.an& I think there has been considerable confusion in

the minds of many, and I think it has besn illustrated here this

afternoon. I think we are confusing bidding and competition.
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When you asked thée dquestion earlier this afternoon as to whether
ocompetition exisﬁed, the repiy seemed to foous around bidding.

I submit that oompetition does exist. It exists poten=-
tlally, and all of the borrowers know it and from what little I
heard this afternoon and what I have been told was testified to
earlier in the day, there is potential competition, and there is
no sueh thing as the fa?orite banker referred to in your
Divisionl!se report on page 44, unlem the outstanding lawyer in a
community-or the outstanding dostor in a. comminity or the out-
standing architect in a community is the favorite architect or

doctor or lawyer. In other words, if you are going to establish
the thesis that bseing entrusted with & large amount of the

- busim ss or practice in a community establishes one as the
favorite, I say there is no such thing as a banker who gets
things through favoritismo He may getvbusinees through his
reputation for knowing his business, fdr knowing how to give the
advice thét i8 so important a part of the investment banking
business or for knowing the timely momént at whioh to offer.:
- socurities or being resourceful as to mesting the corporate
financial problems of a borrower -~ then I say yes, that
eatablishes reputation, but I d§ no% believe thaf reputation and
favoritism are synonymous.

-Chairman Franks is it the practice of yeﬁz°house %o
endeavor %o.get the business of ah issuser that is doing dusiness

with another issuer of prominence when you consider, to use Mr.
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Stanley'’s phraseology, that that other underwriter is doing a
gooll job?

Mp. Buttenweilser: Mr. Frank, Mr. Commissioner, I can only
 tell you that our motto is "Barkis is willin®",

Chal rman Frank: Thet is one thing. You may be receptive,
but I mean that the coal merohanf does not say, "Barkis is
willin?®, He goes out-and bids. I am not saying that it 1s '
desiraﬁlej I am just trying to get the fact. Is there competition
you and Morgan Stanley and Dillon Read for the business of
is8uers -« |

Mr. Buttenwelsaer: (Interrupting) Yes,

Chairman Frenk: (Continuing) And there is in other fields?
In other words, 1f Morgan Stanley has an issuer that has done |
buginess with them, and you think they have done it satis-
factorily, do you aggressively go after that tusiness?

Mr. Buttenweiser: No, because we have not got é.chinamanés
" chance of getting that.business 80 long és the banker is
rendering-a sa%isfaetdéywéervi@eléo that borrower. .

Chairman Frank: Do you find that out by experimenéo or do
you know that to be true? |

| Mr. Buttenweiser: We kﬁoﬁ.thét by the tést of time.
Ghairman Frank: Have you ffied %
| Mr; éuttenweis@riw Yes sir, and I will tell you how. That
borrower ﬁnows that wémafe available. As Mr. Stanley said a

moment ago, our doors are wide open and we are very appreclative of -

anyone who wants to comé in
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Moreover, this is no% merely hypothetical on our part,
We hava been the recipient of calls from other corporations
vha had bank:rs ef very gdod standing, and I may say and possibly
there may be a 1ittls more pathos in my volce when I say that
we have had certain firme that have left us -- the Youngstown
Sheet & Tube Company -= at that time a security affillate of
the Bankers Trust Company wag~--- that was in 1927 e I ama
1ittle uncertain, I am relying on my memory now for the date,
but it made some impression at the time. They had a $§75,000,000 -
issue which they were negotiating with the Bankers Company,
or 1% may have been called the Bankers Trust Gompany; and without
listing any great vell of sesrecy, I do not think that they were
quite satisfled with the terms that were suggested to them
both as to the set-up and as to the price by the Bgnkers Trust
Company, and they came to us and we wers delighted.

The Bethlehem Steel Corporation more recently was dealing
with one of our other friends and neighbors.and compe ti tors,
Messrs. E. B, Smith & Company, and for reasons suffiéienp for
the Bethlshem 8tsel Corporation, they came ¢o us instead, That
was during the time that they were negotiating with T. B. Smith
& Company.

And I cite thoée two cases first bscause they are fairly
large and fairly important, and alsb‘beeause they represented no
change in the management wha%sbever in those corporations at the

time that thosecorporations took the walk, so to speak.
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I might on the other hand say that the Republic Iron &
Steel Company, which is a very 1mpoftant steel corporation
as you know ané for which we made many issues, has éeen £it
for reasons good and suffiqient to it to leave our.firm for
oertains reasons which I think are probably valid, and is now,
as I understand 1%, -~ Mr. Pollard I think can chsck it -

18 now negotiating with Dillon Read & Gompany and a grﬁup
assoclated with them for a very sizeable issue.

I can cite many more examples, but I do not think it will
make it any more forceful.

Chairman Frank: This ic a question of receptivity
that I was discussing. I am discussing the question of your
going out and where you hgve really rone out to t%ake businesas
away from another concern.

Mro‘Buttenweiser: The reason wé do not do that is vary
simple; we do not think that is the best way to get business,

Chairman Frank: Have you evér tried 1t?

Mr, Bdttenweiaerz No, but we have éeep others %try 1%
and we profit from the experiznce of others. (applause)

Mr. Fournier: In connection with this Republic S8Steel
offering that you spoke of that Dillon Read negotiating for
and which was formerly your account =-

Mr. Buttenwelssr: (Ihterrupting) Do you mind my corrseci-
ing a word therg'which has technical implications? It was no

account of ours.
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WLC Mr. Fournier: I will ageept the correction.
ir, Buttenwéleer: They wers clients of ours.
Mr. Fournier: Tell me whether or not you anticipate ‘
being offered a participation by Dillon Réad in that syndioate?
lir. Buttenweiser: I can answer that V°ry slmply, Ve
will probably be offered a participation and e wlll probably
not accept 1t, and the reason is thag, - the factore'and ‘reasons
which motivated Republic Steel Corporation to ée;sg béiﬁg-a
client of ours = for the time being - (laughter), andlﬁhis is
sald in utter seriousness - the reason I say "for the ﬁiﬁé
being® is if they come back we will be delighted. The reason
they gave us we have not the slightest right to doubt that they
were perfectly sincers in it and it would be equally conclusive
on us with regard to being an underwriter, and that 1s the reason
we will not be an underwriter.

Nr. Fournier: Have you &ny reason why you do not care to
state those reasons?

Mr. Buttenwelger: I think in fairnest --

Chairman Frank: (Interrupting) If you don't wish to,’
you need nog,

Mr. Buttenweiser: I think those reasons might better come
from the corporation, because I think you will recognize as a
lawyer, Mr. Frank, that there is a prbf9961ona1 relationship

between a lawyer and a client, and thers is an analogous relation-

ship between & banker and a client which precludes my diselo g
\ : oging



WLC

465

1to‘

Chairman Frank: At ani rate, we won'sg preés you.

Mr. Buttenweiser: I alluded to the value of the contin-
uing relationship, and the memorendum that we filed in 1922
with the Interstate Commerce Commission alluded to the done
tihuing relationship, and I say again that I do not belleve 1t
can be any coinoidence that the validity of that relationéhip is
recognized in every other counfry° After éil, the éritish
and the French and the Swedes and the Japs and all the oﬁher
couniries wereno neophyfaé in finance, énd as far as I am avare
compe titive biddingldoes.notexist in any other country. There
must be reasons for that. They must rely on the adviceé and

on the sponsorsghip and on the eontinuing'eXperaenbeo and ﬁhey

must placs great faith in it.

I might add that our own Governmen$ seeﬁéd to belie?é in
the continuing relationships, and when the Federal Laﬁd'Bénks
ware in the market{, thers was one continuing account Whidh
handled the financing for the twelve Land Banks and thsir
consolidated financing, and I do not believe there was any
change in that relationship from the inoeption of the Land Banks

until the most recent issue that they made,
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if ydu want top I can dwell furtner on this questfon
of competition as against bidding. We submit that bidding,
the so-celled auotion blook method or any other method of
bidding is just one of the elements in competition, and franrkly,
not the must importevit by any means. Corporations which have
paid the highgst price may very often be obtaining a phyrric
viotory. I think you genflemen recognize that, and I think
certain instances in recent history have shown that.

So that, 4f I may, I should like to summarize our views
of 1923, and I do not want you to think that we are old fashioned.
We recognize this is a mutable wordd, but some of the views we
expressed then apply today. |

Chairman Frank: I belleve you have changed some of them.

¥r. Buttenweiser: We jave changed no little, and I think
it is only fair that you have had a hand in 1%.

Chairman Frank: Did we persuade you?

“r. Buttenweiser: You are always persuasive.

Railroads and other corporations should be left free under
the responsibility of their board of directors and subject %o
such authority over the issue of their securities as is now
exercised by the Interstate Commerce Commission. You will
appreciate that ﬁhis was a memorandum which wag addressed on the
subject of rallroad securities, and that accounts for the mention

of the Interstate Commerce Uommission, but your Commigsion would

apply equally in the case in hand now,--"to deal with whatever
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banking houses they deem 1% to the best interest to employ. They

should neither be bound by contract nor control to deal with
any one banking house exclusively, nor forced by etatuye ox
regulation to take the channes involved in competitive negotia-
tione or bidding smong bankers or of direct dealing with %hb
public®.

There is just one last word end then I will be delighted to
answer any further questions you may‘ha.ve°

On this entire question of whether or not we seek business,
I want to make it quite clear that we seek business as actively
as we can, and by what we consider the most practical useful
method and the best method we have is the successful method that
we may have\with corporations that entrust their financiag to
us and seek our financialladvicea and I suggest that while
banking is not in the strict sense a profession, it hes many
of the att:ibutes of a profession. dJust the game as lawyexs
do not advertise and doctors do not advertise, nevertheless
through their acts they are known and through their record they
becomeincreaéingly important lawyers who seem to get a laréer
share of the legal business or the medical business or whatever
it may be in the community.

Let me carry that analogy just one step further, because
I think it has particular applicebility to the question at

"hand now. There is no law which forces a man to engage a lawyer

vhen he goes into a lawsuit or which forces a man 4
' C engage
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an architect when he builds a house, or which foxrces him to
engage a doctor when he doc@ not feel well. But I submit %o you
gentlemen that as a practical matter is just is not smart busi-
ness to go into court and act as your own lawyer, it is not
very wise to build a house or a building and act as your own
architeot, and it is often almst suicidal not to engage a doctor,
and therefore I say thet it is sound business for your borrower
and it is equally sound from thé siandpoint of the lendexr, namely, -
the investing public, that the experience and the resourcefulness
and the financial resouxrces and the placing power and 211 of the
other attributes that go to make a sound successful banker be
used in a financing ogeration.

If there are any questions, I should be delighted to answer
them.

@ra Dean: May I ask you just one or two questions?

Mr. Buttenweiser: Certainly.

Mro Dean: On page 35 of the Public Utilities Division Report
there appsars this sentence, "But whether or not, u der the
present non:competitive practice, the issuer tends to lose
some of its independence, the various possible resultan%.confliote
of interest between issuer and underwriter make it ®oth inadvisable
and undesirable for an issuer to depend on its underwriter's
advice.and.guidance"o'

Do you agree with that?

11‘ Bu . g - - S’ I
o hy
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issuer does not have any lack of independence on the present basis.
The issuexg ars free to go anywheme they want. I am glad that
was called to my attention, because I omitted &b state one
thing. My firm has never had a so-called preference or financing
contract or agreement with any borrower exceptnin the foblowling
instances, a8 1 recall:

Firgt--~we had a contract for a little while which I might
add we did not seek but which the borrower sought that we would
continue to handle the financing of a certain motion picture
company which we backed in its infancy, and it wanted to be
certain that it could rely on us for continued banking advice
and for handling its finances. You might very well say that we

'were not bound by 1%, that we did not have to take all the
securities, That is true, but there was a fery strong moral
¢§6mmitment on our part that we w&uld be the purveyors of ocredist
to that corporation. That was, as I recall, in 1918,

In certain isodated cases, we had mt a preference, for
ingtance, but an arrangement whereby a certain foredgn borrower
would not borrow in the American market exgept through our firm
for a certain length of time, and thaﬁ is very analogous, I
think, to the instance that ¥r, Stanley cited of the Belgkam
Government. Our contract ﬁas not,with the Belgian CGovernment.
I hesitate to mention who it was, but it was the Hortgage Bank

of Ghile, and the reason that we had that contract was as Mr.

Stanley indicated; we did not want the American market flooded
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with too recurrent borrowings by that bérrower. I am SOTTY

to say that we did not enforce that contraét more closely.
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lir. Pournier: Before you leave the answer in response to
Mr. Dean's question, I would just 1like to ask you fhis question, -
are you taking the positidn‘that there are no potential conflicts
of ﬂntefest‘between an issueyr and an underwriter?

My. Buttenwelser: I see no possible confliet betweenm an
issuer and an underwriter so long as the issuer 1g, as I under-
stand théy now are, barring some contracts of which I have no
knowledge but whish I heard of recently, so long as an issuer is
not bound to any underwriter or group of underwriters,- I see no
conflicts of interest.

T will tell you why. I% is not merely an opinion. X can
show yow the way out. If there is any conflict that the issuer
recognizes, it is well witﬁin his power to cure it by simply
going to other underwriters. Does that answer your quesiion?

Myr. .Fournisr: Yés,

Mp. Dean: Buppoé@ you‘Were é@t&im@d to advise an igsuer
with respeot to a capi%él sotup axaa & proposed v@i’fer&ng and tm y
sald to you at the timé, "W@ don’¢ know whether you are golng to
be the bankersg here or notD and we may throw this open to com-
petitive b&dd o Wbuld yom?advﬁoe Do any different to them
than it would be es though you were aeg@%i&ting with them in
your usual Banneyr now?

Mr, Buttenweliser: On that we would be p@r@ee%ly objective,

We wwuld sell them our advﬁcea bu% we are not going to rigk our

best advice as a genereus gesﬁure to them. In other words,
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if borrowers asre going to take the view or if the customer
should develop that they will seek finanoial advice as they seek
legal advice, I think that we would be in the market to furnish
it, and quite frankly and once again I do not want to tranegress
the bounds of modesty, but if they'think we have sound financial
advice, our rates will be accordingly, just the same as when you
engage a really good doctor or a réally good lawyer you paj-his
fees., That doss not mean_ﬁhét we would say that for $25,000
we will have this type~§f advice and for $50,000 we will have a
better type of advice, and for $100,000 the very best.

(Laughter. )

Myr. Dean: On page 25 the report was referring to the capital
setup and on page 31 they are talking ébou% the preparation of
registration statement amd there appears the following: “Xg
{s submitted, however, that sucﬁ preliminary work should be per-
formed by independent experts retalined foxr §he purpose. It
wvag suggested here this afternoon by Mr. Weilner, if I understood
him oorreotly, that he could see no objeciion té an investmens
banking firm being retained as an indep@nd@nt expert to ad#ise
on the setup andithe preparatioh of the registration statement and
the indenture, and then %ﬁa% that seme firm should be permitted
%o bid im compe%itive bidding. I was wondering if you would
care %o ebmm@n% upon %ﬁe signiinahoe of those statements?

Mr. Buttenwsiser: I cam no% speak for Mr. Weiner, of course,

but I would believe that in the long run, (&) 1% would be more
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expensive for the corporation and (b) they might very well get
seme pretty confused ideas, because if they go shopping for
advice that way on a competitive basis, it will be just about the
geme ag if I had a fairly severe illness, and I sent for Dr. A
and asked him what he would prescribs, and I sent for Dr. B and
asked him what he would prescribe, and for Dr. C and asked him
what he would preséribe, and I would still have to find sdmeone
to tell me which prescription to follow.

Chairman Frank: I have done that.

Mr. Buttenweiser: It is surprising that you are still
alive. I want to congratulate you on your constitution.

(Laughter.)

Wr. Weiner: It seems fairly apparent to me that Mr.
Buttenwelser misunderstood your dquestion.

Chairman Franks The question is a simple one. Aseume
that there should be a system of compulsory competitive bidding
and assume that it woull be desirable for the issuer %o get .
expert advice and the issuer came to you %o get such expert
advice and paid you an appropriate fee, and the question is
should you in thoss circumstances E@ allowed when the matter went
to competitive bidding, to be one of those persona who would bid?

Mrnlﬂuttenwe&ser: r. Commissioner, I can gee mo reason
why we éhould be ee%Opped‘from bidding, but I will say this,
%haf X éhink that by %ﬁa% fybe 6f éranai%oFy edvice you loese

one of the very important slements of a ocontinuing banking
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relationship, namely that there is value in dealing with one
banker for your advice, the same as there is value in dealing
" with one lawyer. The one banker ie naturally more conversant

with your problem, and it would take another banker mush longer

%o orient himself to your problamso and therefore he might not
have as- oomprehensive & view as a vanking firm who has dealt
with thos& probleme for 20 or 30 years.

Chaﬂrman Frank: There is nothing implioif in the faot.

that having .given expert advice, that he should not be allowed
to bid when the matter went to competitive bidding?

Mr. Buttenweiser: What 18 it that you deduse from that

suggestion?
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ahairman Frank: Because of no circumstances the banker
would be giving advice with no assurance that he would be
the successful bidder.

Kr. Buttenweiser: I do not see why that would tempe# his
advice any. I was aske@ a moment ago whether we would glve sound
advioce, and I say yes, if we were engaged, and wé would do the
very best work we could. 1 do not see why we would give one
type of advice because we were assured of being the sponsdi:mf‘
that issue and another type of advice because we are in doubt as
to whether we will be. Uur advice would be preiicated on the
situation of the corporation and the business problems thus pre-
sented, that is, as we see them at the time. In other words,
there are many aspects of this prbblemo There is the question
of the set~up of the mew issue, there is the question of the
timing, there is the question of suggesting what type of security
ie to be issued; there are a multitude of issues involved, and
the final fixing of the price is important, too, and as I see it,
one of the less important of the problems, and as I sce it, it
represents confused thinking to think that the banker actually
sets the prices. He does not; the market sets the price. Une
does not have to be a great nius to realize that come whas iﬁay9
and you have a certain type of mecurity, the seasoned 1n§§§£éfg_a
and they are increasing-:and the various rating services evaluate

that security and they evaluate that price with comparable

seourities, There may come a time when you have a unique
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security, and that is the time when you certainly want continued
banking sponsorship, because many a timé the real va;ueiof a
seourity is not proverly appreciated by the inveéting public, but
as a sponsorshlp ofAreliable bankers—==you gentlexen may discount
this and think that I am pleading pro homo, put I am saying it
to you with all of the sinoerity I can--the sponsorship of a
reputable banking firm, people who hawe records and &are selfish
in wanting to maintain that record is of value in the ﬁlacihg
of that security and in the pricing of that security, and the
reagon I say “selfish" is, quite frankly, that people will buy
securities sponsored by our firm or by any other firm just so
long as. they think that we know our business, &nd part of our
business is to be able to evaluate securities in their proper
intrinsic sense.

Br. Yeiner: Am I correct in my understanding that your firm
has had such anAinterest for a great many years in railroad
- gecurities? |

My, Buftenweisers Fo, no more tham in a great‘many other
fields. |

Mr. Welner: But you have done a great deal of railroad

business?

¥p, Fournier: More than in the utllity field?

®r. Buttemweiser: I think we have rr obably done a greater
percentage of railroad issues than Wé have of the utilities, yes,

¥p, Weiner: And during all of those years during whish you
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did that business, your firm generally had a continuous relation-
ghip with the particular railroads affectee?

by, Buttenweiser: That would be implicit in my previous
renly. | .

Mr., Weiner: The St. Paul Railroad would be an example of
that?

Br. Buttenweiser: Yes.

Mr., Weiner: Would. you éay that taken by and-laige o&ér the
period of years that therailfoads of this countiy.ﬁgﬁe gotten
sound financial advice from their traditional investment bankers?

Mr. Buttemwelser: I say that got as sound advice as anybody
could, but I also say that on the one hand the advice was given
within the vise—I might rather say within the stréit Jacket of the
laws set dowm by.congressa namely, that for a longlﬁiﬁé tHe
earning power of the rallroads was appréciabiy curtéiié& ﬁy 6erta1n
aspects of the Transportation Act so that they,we§e céngh%_betwéen
the dilemma of rising costs and an impossibility 62 iﬁéréﬁéing
their income, and I think yot will agree that it is rathéi difficulst
%0 give sound advice or 1% is rather difficult to give what I think
f might better characterize as advice tnat will work out success~
fully in the face of diminishing income of railroads.

I vant to add further that banking advice was not always

followed, and I can show you instances where bankers madevery

sarnest recommendations to the managements of rallroads and of the
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other corporations—but it is railroads that we are digcuseing
at the moment--and that advice was not followed. I think it is
uarfortunate from the standpoint of the security hoiders of
those railroads am the public in general that such advice was
not followed.

Mr, Weiners But did you sell the sscurities when your advice
was that they should not be s0ld?

Br, Buttenweiser: In some cases we did and in other cases
we did not. I might add that every one of those securities
was passed on by the Interstate Commerce Commission, but what
j am 21luding to is the fact that in some cases we suggested

that the financing be done through equity securities. There
are very few railroads in recent history that have beem in

the position to issue equity securities and the reasom for it is --
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Chairman Frank: (Interrupting) They could have in the
roaring 20's.

Mr. Buttenweiser: Not even in the roaring 20's.

Chalirman Fpank: SOme‘couldo

Mr. Buttenweiser: And some 4id.

Chairmen Frank: And some that ocould, did not?

Mr. Buttenwelser: Those were the fewer. There are some,
08, |

Chairmen Frank: And some that could that did not may well
rogret 1t today? o

My, Buttenwseisers That is true and I rathsr imegine that
they do, but the point I am endeavoring to meke isthis, that a
groeat many of those oompanie89 as you well know9 lr. Commissioner,
had par value stock and they could not sell 4% baiow payr, and

the earnings of those railroads were through the working of the
Transportation Act, especially right after they came out of the
government control and afﬁerwardspnright agter that, and their
earnings were restricted t6A5=S/4 per cen% I think 1% was, and
a8 & r@amlt they did not have earnings sufficiemt %o Warrant
the sale of squity aeeuri%i@s, because, quite frankly, equﬂ%y
a@cmritie@ have to be made quita attractive or else ths publiec
will no% bmy them, so the advice of the bankers might be ever
go sound, but if they did not have the earnings, they could not

much
1ssue the equity typ@ of seemrﬁtie89 which we would/rather have

seen them issme, and I think that accounts for %he faet that.
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there is a disproportionately large amount of debt on a great
many of our American railroads as against the regretably small
percentage of eéuity.

Mr. Fournier: Is it not trus that in the event that
rallroad stock had been lssued in %the normal practise, they
would have been offered as rights to existing common stosk- .
holders so that the underwriter would have simply had a minor
underwriting position as contrasted with the position whish .the
underwriter had in the verj large bond issues that werse being
issued.atlth@ very time, Whioh}as.you admitted, many of these
rallreoads which now regret i1t, might have issued more commen
s%ockf

My, Buttenweliser: Might I eéy that ¢that is complstely
wrohgg and the reason I say that is thisgg the shares that wre
offered to the shareholders under their presmptive rights were
almost invariably underwritten, and that was very gound ’
financing9 and the pereentage of participation by the under-
wrﬁ%ere in an undarwriting wag at least -- in many cases mush
larger then on & new mnd@rwrﬂtingo in an offering to share-
hoiders than an issuanoé of bonds and the spread was larger.

If you Wﬁh% me to @i%e.thé gory detalls, I will tell you about a
few offerings that wefe_offered %o the shareholders amd the .
shar@holdérs did not téke Yhe seourities and the bankers had to
teke them;,

I mentioned Bethlshem Steel. MNost of us remembor an
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of fering of $48,000,000 Bethlehem 3tecel 34's convertible bonds
whioch were offered to fhe gshareholders 6f the Bethlshem Steel
Corporation and the shareholders knew more about it than the
bankers, because the shareholders did not take them anrd the
bankers had to take $46,000,000 of - them.

Mr. Fournier: Do you mean to say that the underwriting
remuneration to bankers would be as great in the issuance of
equity securities where the stoeck in question is selling say at
110, and the offering 1s, let us say at 10 or 15 points away,
as there would be in underwriting an issus of bonds -

Mr. Buttenweissr: (Interrupting) It might be in this
pamphlet, 1f you will bear with me for just & moment, apropos of
that.

Mp. Stanley:  You mean %haﬁ there was & margin of 10
points and thak that is adequé%e, you ere Just wrong. Take the
case of the Eastman Kodak Company. The price of the stock was
1273, It got to 168 and it went down %0 131 -= almost 30 point e,
Fortunately, the étockhoiders did teke 1%, but the margin of
10 points is not entirely ad@qua%é, How san you forecasgt 30
or 60 days in a thing like that?

My, Fournier: I think I can ei%e»inetan@eé where such rights
- were offered == |

Kr., Buttenweiser: {(Interrupting) I thought it was in
this pamphlet, but I dd nét find 3%. One or two eorbora%idns

an the best of railroad markets sought to offer thelr securites
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%o thelr shareholders without any underwriting, thinking that
what you r eferred to as margin or differentisl was sufficient
to insure the sucoess.

Mra.Fourniers In what pericd was that? And what were the
prices of those bonds?

Mr. Buttenwiser: I will give you that in one second.

Chairmen Frenk: It must have been prior fo 1922%

Mr. Quttenweiser: Yes, I think i% was in 1914 or 1915 or
somewhere through there; I will have it for you in just a
moment.

Commissioner Heal&é It has Seen my observation that there

are very few asouls saved after 6.30.
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Mr. Buttenweisef: If I.can just crave your indulgsnce
for one moment., I will submi% that for the racord right
after we adjourn, or if you want to continue after dinner?
Whichever you prefer?

Chairman Frank: Judging from my own state of fatigue
and that of my colleagues which they have 1ndicate§ by their
physlognomies, I would suggest that we.adjourn tonight and
reconvene in the mornihg at 10 o'clock. And I think it will
bs possible, do you no;E:9 Mr. Stewart, for us to finish by
12:30 tomorrow or 1 ofclock? |

Mr. 8tewart: I would not venture to make any such engage-
ment, because I do not know how long these things will taks.
I had not thought that Mr. Buttenwelser ---

Chairman Frank: (Iinterrupting) Would be so entertaining.

Mr. Stewart: It has been very interesting, and he has
taken the better part éf an hour and a half, and I had not
expescted that he would take anywhers near that long. If that
should pappen tomorrow, you will understand what the situation
will be. |

Chairmen Frank: I think we will have to try to get
through byl o'clock tomorrow.

Mr. Buttenwelser: Am I to go on again tomorrow?

Chairman Frank: I think perhaps that you would like to be

here,

Mr. Buttenwelser: Very well.
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WLC (Whereupon, at 6:38 p.m., & recess 1s'taken until 10

END o'clock, a.m., Wednesday, January 29, 1941.)
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