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PROCEEDINGS

Chairman Frank: I think perhaps we will save some time
if all the persons who desire to;be heard will file their names
now, or rise and announce if they carse to be heard.

Is there anybody that wants to be heard today? We will
just be arbitrary in the mode of selestion. I think Commis-
sioner Bicher would 1ike %o heayr from Iowa, so we Will take
Cirat Mr. Dearth, if he would 1like to be heard.

STATEMENT OF MICHAEL V. DEARTH
Murdoch Dearth & White, Ine., Des loines, Iowa.

President - Iowa Investment Bankowrs Agsosilation,

My, Dearth: I wouwld like %o introduce the resolution of
the JYowa Investment Bankeors Agsociation into the record.

(The resolution r@f@??@ﬂ %o is8 as follovs:)

"Deg Moines, Iouwa

A% a moeeting of the Board of Directors of the Iowa Invest-
ment Bankers Association held Janvary 27, 1841, the following
resolution was adopted:

RESOLVED: That the Iowa Investmony Bankexrs Association
is wnalterably opposed %o the propoded ruls of the Securities
and Exchange Commicsion meking mandatory competitive bidding
'in the sale of public utility securities, believing 1% no% %o
be to the interests of the public in general anfl that 1% would
work é great hardship on the investor and the smaller invest-

ment dealew,
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BE IT FURTHER RE3O0LVED: That the President of the Associa-
tion be instructed to forward this resolution %o the Securities
and Exehange Commiseion and that the reasons whersby they
arrived at this conclusion be embodied in and made a part of
this resolution,

Congideration was given to the report of the Public Utili-
ties Nivision of the Jgourities and Exchange Commission dated
Necembor 18, 1940, and for purpose of briefness it is believed
that the ideas of the Association can be covered in consider-
ing the points set forth in this report under:

'YXII., COMPETITIVE BINDING AS A SOLUTION TO THE
PROBLEM OF ARM'S LENGTH BARGAINING AND
MAINTENANCE OF COMPETITIVE CONDITIONS,!

*{B) THE CASE FOR COMPETITIVE BIDDING.'®

"1, Competitive bldding may be expscted to remove the

threat (and actm&l&ty)fof banker domination of

utility financial polidi@@, ccceacoal

It s felt that ﬁheAassociatlon of %he banker with the
public utility ecompany is of material benefit to the investor
in that it insures his interests being protected, the banker
having an obligation %o the investing public, a&s well as to ths
company whose seourities he is underwriting. This obligation
of the banker %o the investing public tends to ingurse that the

proper type of security is offered to the public and that the

ultimate investor is adequately protected by the indenture
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and security which is behind the issue being underwritten.

Without this relationship between the banker and the investor,
the company is going o be the sole originator of the instru-
ment which is offered to the public and, therefore, the con-
pany’s interests will be given orimary consideration and the
interests of the ultimate purchaser Will be secondary. The
Association %8 of the opinion that the banker is in & much
better position to look arter the interests of the investor,
who ig, after all, his broad and butter, thean is the Secuwrities
and Exehange Commission, vhose only interest would be to see
that the law was complied with.
2. Competitive bidding should result in genuine arm's

length bargaining for the securities thus sold,

Not only would banker Aominztion be eliminated but

also any community of interest in the finaneing not

%o the benerit of the investors would be prevented... ..’

The Iowa Investment Bankers Agsociation feels that, con-

trary to the opiniom of the S.E.C., this arm's length bargain-
ing would not be %o the benerit of the investor, The bankew,
4% is Lelt, plays @& very important part in seoeing that the
proper instrument is isgued, as wae mentioned above, which
will be to the interest of the imvestor. In the case of arm's
length bargaining, the banker will have to take the security

which 48 offered by the company and the benefit of his pro-

feosional advice will be entirely lost as far as the investor
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is concerned. It is acknowledged that professional advics,
whether it be that of a lawyser or that of a Aoctor, has its
plase in the scheme of things and is of great value to the
olient or patient., The professicnal advice of the banker is
Just as important to the issuer and elimination of this w&ulﬂ
oreate a hardship on the igsuer, as well as on the investing
public vho buys these securities. GCertainly no issuer will
continue to deal with his banker if the banker does not give
him valm@ recelived, first, in advice, and second, im the price
. tha$ ho recsives for his scouritics, The very nature of busi-
negs voday insureg competition which, in €urn, 1nsuf@s the
igsucr that he will get his dollar's worth of serviee for every
follar expended. -

13. Competitive bidding may be expected %o reduse the
con@@n%ratibn now found in the unaerwri%img mamag@n
ment of nevw utilities seourities 108UeB ..... As
we h&ve'seehg this congchtration and the instruments
by Whgeh it is maintained have been instrumental in
preventing the normél play of independent competition
and arma’s length bargaining., This expectation 18
not unfounded sinece it is roflocted in the experience
with competitive bldding in the sale f muniecipals
and, also, equipment trust seourities. On %he

 bagis of the experience in these fields, investmenst

bankers and dealers all over the country may be
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expected to take an active part in organizing or
participating in syndicates for the purpose of
bidding on new utility igsues, rather than accept-
ing (as they do now) vwhatever crumbs may fall from
the table of the few Aominant investment banking
houges,

It i the belief of the A@soéi&tion that no part of the
above presents a souwnd argument. In the rirst plaos9 a com-
parison is made with municipals and equipment trust securities.
It is well known that both of fheS@ types of securities do not
requivre any aggistance on the part of the banker in getting
them into the proper shape so that the interests of the investor
will be protested. MNunisipals are igsued uwnder law and the
indenture behind them and under which they must be issued is,
in asturlity, the lav of that particular political body. All
of thess issues arc gold subjeot ¥o propor legal opinion and
this legal opinion when obtained insures that the issue 1s legal
and that texes must be collested and uesd to service it, In |
the case of equipment trusts, they are issued according to a
- set rormula, either the Philadelphia Plan or the New ¥oxrkx Plan,
akd the banker knows exactly what he is buying wﬁen he bids
Yor the igsus, asg does the ultimate purchaser. This is not
the oage with public utility securitiss as every compaRy has

a 4dirferent charter, operates under Qifferent local sonditions,

and is subjest to different circumstances and methods of
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operations, asg well &s having a Aifferent finangial structurs,
Obviously there can be no similarity whatscever as between the
lssuance of public utilities securiiles and the issuance of
muniocipals and squipments, the former requiring much study
and work of & highly professional character before it can be
marketed, the latter practically none, It is agreed that the
company can prepare the security for sale, but again, we point
out, only at the expense of the investor for whose protection
the law was enacted,

The statoment is made that investment bankers and dealers
all over the country may be expestedl To take an active part in
organizing or participating in syndicates for the nurpose of
bidAing on new utility lesues rathef than accepbing orumbs.’
Thig oxpectation, we believev igs without foundation asg 1ig
evidenced by the same example which was cited above having
ref erence %o municipals and egquipment trusts. There are oom=
paratively fevw investment decalers in the United States vho
are capable of Aistributing or capable of taking the 1iability
negesgaxry wthen they bid as part of 2 banking group on & large
iesue., Thig would automatically eliminate thousandg of smallew
dealers throughout the cocunsry, who play ar important part in
thelyr local cconomic scheme of things in obtaining sesurities
in selling grovps Lor Algitribution to their customers ag they

Ao wRder present cgonditiong. It might bo added hers, inei-

dentally, that this sourse of income %o the smaller dealer is
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of great importance to him in the majorify of cases. The sell-
ing group congession received by the smaller dealer in the
large municipal and equipment %rust offering today, when thers
is a selling group, will not permit h;m %o contaoct the small
account as the expengse involved is more than the remuneration
regelved. It is our belief that the small dealer would not

get anything in the case of attractive issues and thét those
"erumbs’ which are so important fo him now wouwld he gone entire-
ly if utility securities are bid off at publiec sale.

"4, Competitive bidding shoulé produce reasonable

prigces and fees,’

The purpose of the Act in ¢the original instance was %o
insure protection for investors and the public generally. The
attitude of the Commission appears to be that the igsuer should
obtain the highest possible price for his security, This, in
turn, meang that the investor is.going fo have to pay the
highest possible price for the security he obtains., This cer-
fainly is not to the advantage of the investor, if the issuer,
uwnder present methods, ig obtaining a falr price for his
seouritics., The banker heag alvays endeavored to give the
1nvestor & break on hig purchases, knowing that he has to go
baok %o This same investor to s6ll other securities which he
underuritos.

On Page C-3 of this same report, Aatefl Necember 18, the

Commission proves themselves that competitive bidding tends
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to create a price which ig out of line with the general marxet
and which, in tura, would create a hardship on the investor

in that the sscurity he opurchages is vricel at a maximum, and
that he 18 not as well off in the case of issues marketed with
public bidding as he is in the case of negotiated issues.

9, It appears, however, that the price trend of
the competitive issues Por the eixteen wesks
after public offering was slightly below that
of the general bond market as represented by
the 3tandard Statistics Utility Bond Index.

"3, A comparison of the market reception of com-
petitive issues with that of negotiated bonds
affords some slight evidence that the orice
quotation@ of competitive issues Aid not in-
crease as much or Ascline mors than that of
negotiated issues.’

'8, Competitive bidding may be expecte’ to reduce sub-
stantially the administrative task involved in
regulating affiliate transactiong, judging the
reasonableness of fees and commMiBSLONE cooococcool

The Securities and Exchange Commission was set up by a

Federal act %o accomplish certain things anﬂAh&a sextain dquties
deosignated %o i%. Funds have been made avallable Lor personnel

and %o enable this porsonnel to earry out the provisions of

certain laws., It appears %o the Iowa Inves%mené Bankers
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Associn ¥ion that the 3.E.U. is apparently Aiverging from the
splrit of the law when 1% endeavors to make iis tagk easiery
through the application of rules whioch, in our opinion, are
greatly to the detriment of the general public. It is the
Association’s considered opinion that this responsibilicy
should be accepted and carried out as the law provided.

The Iowa Investment Bankers Agsociation has endeavored
to point out certain things in the proposed rule which i1t feels
would hurt the general public, the investor, and, ultimately,
the smaller investment banker, The general public is dependent
on the smaller investment® ﬁ@nk@r for & great many services
in their local communitiscs, which entail, among other things,
financing of small local companies and the making of markets
for small igsues of local goewrities. This is their primary
function. Any souxce of income @hich is taken away Lrom them
or any refuction in expectefl profits, which are reasonable,
will %end %o hurt this smaller investment banker and may mean
the difference betwesn his being able to remain in business
or having to oclose his floors. BHis affairs are 8o interwoven
with tho affalirs of the losal community in which he operates
thet anything that hurts him or eliminates him will hurt
local iﬁﬂm@t?y and the loeal imvestor.

For these reasons, the Iova Investment Bankers Associa-

tion has passed the above resolution and saxnestly requests

that the Securities and Exchange Commission not put into
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effect the ruling of compulsory bidding for public utilities
securities.,

ATTEST:

Roy W. Leriche, Secretary M. 9. Dearth, Presiqent®

Mr, Dearth: I am here on behalf of the lowa Investment
Bankers Association, which is composed of 48 members. I¥ is
non-agrfiliated with the Investment Bankers Assogiation of
America, mor is 1% affiliated with the National Assooiation of
Security Nealsrs. The members of this organization, to & large
extont, are smaller ﬂemiers who have small shops, with a small
gales Toreo, oxr, in & number of instances, it 18 just a two or
thrce-man shop.

The regolution waé S&@eeﬂ by the Board of Governors, with
the requsest that 1t be brought to the attention of the Commis-
sion in connection with this hearing.

This question of compéﬁitﬂV@ bidding would very serious-
ly affect them.

I am not going %o be able to say what I have %o say here
without bringing our own Lirm in thi@v beoause We are very
naturally intercsted in this oioturs, My house, & emall house,
we do gome originating, but only in & small way, in the emaller
igsgues, We are not connested, for that reason, or have no in-
teregt %o speak of in the underwriting of public ustilities
gecurities. Xssues of that type are too larze for wg o handle

or head up. X do not belisve that we have evep been, ag a
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natter of fact I know we have never bsen an underwriting group
on & public utility security. However, we are, at least we
feel we are vitally affected by this question.

Chairman Frank: May I ask, Ao you think that investment
bankers in Iowa could themselves be the originating under-
writers in connection with an issue of Iowa utilities ssouri-
ties?

Mr. Dearth: I think that is true. It could be done,
but there again, you have a limited market out there; and,
furthermore, the ocapital of the firms in Iowa, to a large ex-
tent%, would not Justify thelir taking the risk, even collective-
ly, of underwriting a local issue of gevexral million dollars,

Now I believe they could probably handle it, they could
bank 1%, but at ths same time X do not Leel that eolleoctively
between them they would feel Jjustified im teking the risk that
would be entalled in susch an underwriting.

The reason that the smaller dsaler out thore geems to be
disturbed over the aitm@tion is for %wo reasongs The first
ie posglible losgs of revemue which, %o a large extent, is small
but at the same time helps to cover hig overhead and helps to
pay his rent, and thés@ bills have ¥ be pald out there Just
the same as they do anyplace else,

Séconalyg they fesl that there would be a seriain amount

of haxm, as far as the investor i1s concoxnod, and they are the

buffor between, you might gay, the underwriter and the investor,
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and that investor is their bread and butter, and if they have
%0 give him secwrities at a price which is at a peak, the in-
vestor is not going to be benefited, and, on the other hand,
he will probably be hurt. There are not any toc many of thesge
investors today. It is rather imperative, on the part of the
smaller dealer, that that investor be treated properly.

Commissioner Pike: You infer, then, that issues on com-
petitive biAdding will be generally over-pricedr

Mr., Dearth: I would not say they would be generally over-
priced, but I would say they would be at the peak of the market,
that would probably be all the market could stand.

Cheirman Frank: I notioe in the resolution which youw have
handed us the statement is made, *This, in %urn, means that the
investor is going to have %o pay the highest possible prise
for the security he obitains. This certainly is not to the
advantage of the investor, if ahe igssuer, under present
methods, is obtaining a fair price for his geourities. The
banker has always endeavored to give the investor a break on
his purehases, kﬁowing that he has to0 go back to this same

investor %o soll other gecurities which he underwrites.”
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Now let us assume that ie¢ true, let us assume that as
the result of competitive bidding the first issus of that
kind came along and the price were pushed to the limit that
you indicate, the result is, as you said, the members of
your association would be called upon to declde wheéher they
cared to participate in an issue that was priced that high.

If you thought it was undesirable you could just say you
would not do i¢, and if the investment dsalers, bankers,

all other the country took that attitude, that "this is too
high for us to pay," - ¥it is bad for ue to be in that
relation to our customers,® the result would be there would
be just about one or two cases where the price ran that
high, because the investment banker who was originating that
issue would find himself without a market.

You might say, *Well, he would go to an inseurance
company.® Well, we heard from the insurance companies the
other day, that they were apprehensive, at least one of them
was apprehensive that competitive bidding might push the
price too high. Of course in his.testimony, or someone else's
testimony it was brought out that if that happened the bonds
would come back on the marke$ shortly at about the right price.
If that were so, there would be no incentive for the insurance
company pushing the price, becausse if they‘pushsd the price up
too high the investment banker would have to pay too high a

price and he would walt until the price came to the right level,
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not want to be in & position, and that vou are repregsniative
of dealere throughout the coundry, that you o not want %o be
in a position of selling sescuritlies at a price that is way up
to the absolute limit because it is not good for vour customer
and therefore it is not good for you, if fhat is true I do not
ses how, for a long period, people are going to pay prices that
are too high. We all know, and I think you agree with mse,
that there is no investmsnt banker in the country that huys
an issue for the purposs of invasting.his money into 1%, that
all he does is he deals in that issue., I say that is a mistaks.

Mr, Dsarth: There are a lot of ramifications to that
question, Mr. Chairman. Looking at 4% from our point of view, .
at the pressnt time you have certain larggr Tirms who have the
capital and ability vo buy certain issuses,

Chairman Frank: To buy and keep them?

Mr. Dearth: No, to buy them and bank them through the
smaller dealers.

Chairman Frank: Yes.

Mr. Dearth: The smaller dealer fits into that picture.

Cheirman Frank: Of course.

Mr. Dearth: If it gets %o competitive bidding you are going
to, I think, change that picture very coneiderably. In the
firs% place, bsfore you go in %o bid you are going %o set up a

group, which consis$s of a number of people, a number of gifs
= £ Qs
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ent firms, such as 1s done in municipal underwriting today.
No ons banksr, I do not think, under this proposed set-~up of
competitive bidding, if the rule goes into effect, would be
willing to go in and bid for himself, not knowlng that he was
going to be able %o form a selling group and dispose of i%.

Chairman Frank: I would not think .s0.

Mr. Dearth: 8o in ths natural course of'events you probably
have certain groups set up. In other words, you would go along
with some corporation, Kuhn, Loeb & Company, or some other
company, and take some participation in that underwriting.

Ags thess municipal groups, to a large extent, are set up today,
you are with one crowd, and there are probably six diffsrent
banking groups which bid on your larger issues.

Commissioner Pike: Are those pretty well sef, from issue
to issus?

Mr. Dearth: As a general thing that is %rue. One group,
ir they are once set up, will continue to bid together, and if
you fall to go along on one isswe the chances are you might not
be invited into the group on the nex{ issue. That means imme2d-
iately that you are probably restriocted to 1/6th of the merchan-
diss., Let us say there was this grcup.bidding and under the law
of averages you vwould get 1/6th of their issue, you would

restrict 1t immediately to 1/6th of the merchandise that you
had bsfors,

Furthermore, on this question of bidding wp the price,
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paying a high price; they could probably afford to go up.
Lat us say they bid about the4t0p of the markev, vou would
not have three points in thsre, or two poini{s, or two and one
half points whereby you could set up a selling group and
carry some of thase people into it. On the other hand; by
tacking a quarter of a point, or a half a point to your pur-
chase prics, that group could probably unload privetsly to
an insurance company and %ake the profit out of there immed-
iately énd the small dealer would have no opportunity at all
to get a profit. You cannot send a salessman out today with
the commission that you have in & municlpal wrderwriting, as
a general rule, with a quarter of a pointg or a half a point
a% the outside that they might glve you, and you do not know
that you ars going to get the bonds anyway, vou have to ask
for them, and by the time you get there thej may be gone,
The salesman naturally cannot go out and spend a half day and
probably ssll the investor one bond, and getd a quarier of a
point of commission to split with the salesman. Immediately
he 18 faced with the situation: We have got $2.50 profit on
one bond, we pay the salesmen $2.50, and he may spend two
days selling that, and there is no profit o the house in 1%,
and the salesmen 18 not going to make a living,

Now 1e% us assums, to ¥ry to answer your questien, you
talk about bankers not biddimg top pricss for bonds wnless

there ig competitive bIdding —-=-
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Chairman Frank: (Interposing) Do not misunderstand me.
There has been a good deal of misunderstanding in the balief
that the Commission's interest in the possible compztisive
bidding.rule is primarily with respect to getting the highsst
possible price. I will speak for myeslf and say that as far
ag I am concerned, in the present state of the market, 1% is
no¥ ay primary interest in it. My primary int%erest in i%
ie %c see that investment bankers that adviseé the issuer,
that he gives him ths best possible advics as to the character
of the securiiy, as to whethsr that should b2 2 bond or preferrsd
stock or common stock, or the like., Comnseauently, to indicate
that% our in%erest in a possible rule of that sort is primarily
%0 get a top price, that is something in error.

The question I asked you is this: We have been told again
and again that comp=stitive bidding will inevitably tend to
push the price higher than 1t should be, 8o that the smell
investor who buys, or any investor who buys is going to pay e
price which will ultimately mee% with dissatisfaction on his
parge. |

L% sesms %o me, knowing the nature of the business generslly,
and what 1ittle I know about this business in particular,
he cannot very well keep up a practice of pushing the stuff
out a2t a price that is too high. You are going %o have dis-

satisfaction as your very resolution imdicates. If that is

go, people will go in and bid compe$itively and push & price
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%o the point whers they will £ind themselveg in & course of
dealing that will produce dissatisfaction on the part of the
persons with whom they deal. |

Mr. Dsarth: HMr. Chairman, may I answer that in this
way: I would say competitive bidding would push the price
up t0 probably a ftop prics, that the market will stand, which
in turn would narrow the margin of profit of the underwriter
of that particular dealer or buysr. Now I think becauss of
the competition you would be inclined maybhe to overprice thrse
or four issues, and then you would get quite a complaint from
your customers, and on your fifth lesus everybody will bhack
away from 1%, and they will probebly buy that at the right
price.

Chairman Frank: That 18, if you could not keep up that
practioce. |

Mr. Dearth: I would like to continue that further. After
the £ifth deal went so well everybody would immediately be .
bidding the top prices; and the investor would get hooksd again,

Chairman Framk: Have the investors in municipals got
hooked? ‘

Mr. Dearth: No, because we have had a money marke¢ that
has been riding‘wi%h the prices of municipal bonds, which
pushed the price wup.

.Chairman Frank: You cannot make a generalization in one

place and not in the other. The same markst forces are operag-
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Mr. Dearth: That is a {emporary situation.

Chairman Frank: I grant that.

Mr. Dearth: Money rates will not continue that way contin-
ually, with one trend, 1t has got %o bounce the other way
some tims,

Chairmen Frank: I do not know about these “go-to-be's®.
I am skeptical about 1%, It is historians that repeat,
‘rather than history. I do not know, Our proposed rule,
our contemplated rule, the rule the staff has suggssted,
has a nice pilece of rubber in it. It says, "Wherever it can
be shown® - I do not remember the precise language, - "thatg
competitive bidding would undesirable or impractical, that the
Commission, under such a showing, would relax &t."

Consequently, if we got to & market condition where such
a rule was leading undersirable rssults, the rule itself
carries its own remedy.

Let us assume we are in the present kind of market, we
do not know that that mérke% may cease to exlist a weok from
now or ten years from now, in the present stats of the markgt,
the poimt you make does not ssem jo me to be very effective.

Mr. Dearth: I would llke %o take i% from another stand-
point, & pursly selfisﬁ one, ‘

thirman Frank; That is right; you should,

Mr. Dearth: As far as the smaller investment bankeyr is
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concerned, rather than the investor. 1 would like to oité
a very good example that comes to my mind at the moment, |

Chairman Frank: I wonder if you would mind? Congressman
Crogser is here. He wantes to appear. He must return to
Congress shortly. Would you mind suspending for the moment?

Mp, Dearth: No, not at all.

STATEMENT OF HONORABLE ROBERT CROSSER,

Congressman from Ohio.

Chairman Frank: We are very glad to have you here,
Congyresseman .

Mpr. Crosser: Up. Chairman; and Members of the Commission.
I ghall teke only a Very few moments.

Chairmen Frank: This is very unusual, to have a Member
| of Oongress. addreseing ua. X hope you will not feel, because
we are on an glevated bench herse, that we feel we‘ar@ in any
way your equal.

Myr. Crosser: Thank you for the implied compliment.

Commisgioner Eicher: Usually it is the other way around;
we are up thers addressing you.

My, Crosger: X think it makes very little difference, as
long as we sneavo?r to promote justioce.

Mr. Chairman, and Members of the Commission: W%hat T
ghall say will be confined to public utilities in the strict

gonge of the word.

When it ie proposed to sell an issue of securigies of



754

a public uﬁility company then in my opinion, absoluts
justice requires that there should be competitive bidding
among those desiring to pgrchms@ such securities. To
constitute a public utiliéyo the servies renderad to the
public must be furnished by an ageney which enjoys the

)
sxelusive privilege of rendering such service and in doing

80 uses public property. In such a case ﬁh; only way the
.publi@ can be assured of absoluts justico, is for public
authority to be able if necessary, in the case of & privately
owned and opsrated public utility, to direct just what shall
be done in connection with the opseration of such publie
utility agencyo

That is not necessary in the cass of a private oor-
poration, for instance, which might be issuing securities,
because othsrs in the same business would generally be
compoting for the business and thus assure purchaserg
a fair and reasonable price fort hse service sold by
such company. In the issuance by a public utility
company, howsver, of any kind of securiti®89 compatitive
bidding is not only disirable but, in my opinion,
absolutely nocossary in the public intersst. I do not
mean to say that a private arrangement mads by a utility
company and @& proposed purchaser of securities may not be
made in good faith., It is neither proper nor necessary

to impugn tho motives of trose who may engagse in such
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transactions, but I remember the words of Burns when he
salid:
"I'11 no say men are villains a';
The real, harden'd wicked,
Wha hae nae check but human 1aﬁ,
Are to a few restricked. ~
But Ochi mankind are unco weak,
An® little to be trusteds
If self ths wavering balance shaks,
It's rarely right acl:i'uxstediW

'In other words, that is human nature. All members
of soclsty have equal rights in the benefits derived
from the use of public property, and public authority
should ses to it that such rights ars fully protected.

It may be asked ﬁWhyB in the sale of securitiss
by a éublic utility company, has the public any interest?®”
The answsyr is that the public pays the money that provides
the income on such securitiss. That is the justification
for regulating a public utiiity company if we ayre to have
privately owned public utilities.

Pfoper regulation of a privately owned publie utility
prevents any unreasonable profit from bsing derived from
the operation of such public utilityo.

. If proper care is not exercised to secure for the
'.public utility company the best terms possible in the sals

of its securities, it receives less money for the securities
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than would otherwise be the case. That me2ns that more
gecurities must be 1ssued to secure a specified amount of
oapital.f&f companyland the public must pay more for
service 1n.order to provide the stipulated return or profit
on the securities.

As already stated, where the sale of securities of
a compeny engaged in private enterpriaé is proposed, the
reasoning here presented does not apply. Let me repeat;
however, that thers should be competitive bidding where
an issue of securities by a public utility company is proposed.

Ag Jeremiah Black, the distinguished Attorny General

in tﬁe Buchanan Administration pointed out, rallroads are
public highways and are held in trust by private companies
on that basis. So 4t is with the public property utilized
by any public utility.

Chairman Frank: Thank you varylmuchg aire

Nr. Dsarth.

STATEMENT OF MR. MICHAEL D. DEARTH (Continued)

Mr. Desarth: The point I was going to make, I saﬁ this
is purely selfish on the part of the smaller dealsy, and I would

like to give what I would conéider~as an ocutstanding example of
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how tﬁe gmaller dealer might suffer in competitive bidding.

Back about seaven years ago, siX years ago, the State of
Iowa had e great many county road bonds that were outstanding.
There was a refunding opération that went on at that time in
every county in the state, and there were 8six3y sales over ths
perdod of about 30 days, and in each instance there were several
millions of bonde that were being refunded. The market on thoee
bonde then wae on sbout a $4 basis, up until about a month
before thsse séles took place. I personally had sold some bonds
%o an insurance company out there, about a week before these
sales took place, on a $S°75 basis. That was ths peak of the
marketm That was everybody's ideal prlce then. They hoped thaf
they would go at a rather high figure. A very large middle-
western housse, a very wealthy house, came in and they had their
buyers out at these sales, they- covered everyome of them. They
bought the great majority of those bomds. We bought the firset
block, I think there were eixty thousand. We paid on a $3.65
basis for them. We thought we had our mecks out quite far. |
We felt we were Jjeopardizing our capital in going any further
on.thig thing. The majqrity'of the issﬁes sold at down around
the $3.50 basis, or $3.55, We sold what bonds we could of
the bonds we bought, and hed %o bank the rest of them, We had‘
them for about five or six months before we finally got ria of

them. Fortunately we had this money market which was MO VARG

up, which finally permitted us %o get out.
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I think our gross preflt on this dsal, for taking the
risk we were noﬁqjustified in taking, wes somsthing sbout
1/8%h of o point. After we completed this, the house that
bourht a great majority of these bonds, of thess issueg, pald
a very fancy price for them, banked them at the coupon rats
for a good many months. The money market took care of then.
They finaily s0ld those bonds out, a good mahy months af%erwards,
at a very, very hendsome mroflt.

Now we could not afford to do it. We ocould not buy in that
market and compete against then én that price, because we ooﬁld
not take the risk. The smaller dealer was absolutsly «-- I will
not say absolutely, but to a great extent eliminated from that
plcture because of this competition.

Commissioner Healy: What would you say to this? Wowld
you say that the fellow who took those bonds and held them,
eventually marketed them at a proflt, came much closer to doing
an old-fashioned piece of underwriting than you 41id? This
idea of the investment banker going in and wderwriting an
issue and regarding 4% as a failure or disasgter if he does not
gell it right out quickly after it is opensd is a rather modsrn
concept of investment banking, is it not? ‘

era Dearth: No, sir, I think there is anothsr voint in
that. In underwriting an issue, let us say the old concepiion

of invesitment banking, it meant a sufficisnt profit in thasg

deal %o Jus®isy benkine 2% Sor o verfioed of time.
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Commissionsr Healy: That is right.

14 Mr. Cearth: In this case we were paying above ths market
for those bonds,

Commissioner Healy: The other house that you say had the
capital and held them, they made a handsome profit, they got
paid, did they not?

Mr, Dearth: They made a handsome prof‘it9 but they did nét
have ths profit at the time they bought them.

Commissionar Healy:. No.

Mr. Dearth: I would say it was very unsound business,
personally, that they were taking a risk whlch was not justifiled,
and they were gambling on the money market. They were smart
enough to getd it.

Chairman Frank; You mean they were gambling, bscause in
most imstances, in practically every instance we can think bfa
the underwriger ha:_an”t sufficlient capltal to Justify his
taking such a risk., That is, he is not really an investor,
he is a buyer and seller immediately of securities. That is
the nature of our investment banking.

Mr, Deaéthz A manufacturer who had a markst for his pro-
duct, say, at $10 a unit, and 4t cost $10 a unit to meke 4%,
would not make many articles at $10 if $10 was all he could
sell it for. If he knew he could sell 1%t for §20, he would

be justified in going shead with his $10 proposition. I cannot

gse why the investment banker should buy securities right as¢



760
the peak of the market, when that is all ha can get for them.

Chairman Frank: He should not.

Mr. Dearth: In this case that ies what happsned.

Chairmen Frank: I do not know whether the man intended
to hold, or whether the investor held 1%, but if a man intends
to sell immediately it seems to me very unlikely that many
times they are going t; buy a$ the tép of the market, particu-
larly where the results will lead to dissatisfied ocusfomer
oredit, _

Mr. Dearth: I think that is true. In municipal securi-
tiesg for instance, %oday you pay peak prices in a larger
number of instances, and they will go out and sell what they
can at% that price, and they have an unsold balance in the
account which they will dump at any price at all in order td
get rid of it, The peoplé that bought on their first sals
got hooked, and the ones who sat back and took the last bonds,
when they were %rying to clear their position, got a good
purchase,

Commissioner Healy: Is it no%b the fact of ths matter
that modern development of investment capital has been largely
die to less and less of capital distribution? Do you know
vhether the underwriters turn the entire capital over 18-1/2
times a year today? |

Mr. Dearth: No, sir, I do not. I do no% know of any

manufacturer who works on & narrower margin of profit thén
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tha investment banker doss.

Commissioner Healy: I think that is probably so. T
wonder &f 1t would have %o be s¢ if the invesiment banker
was doing the kind of real underwriting that used to be
Gone sgome years ago, and was done in England, according %o
my information, up until the outbreak of the war. That is,
vhere & man was not in a panic if his securities wers not sold
immediately, where he could put them on his shelf, and where
hs really was the source of cgpital for the issuer instead of
being juat_a mere distributor. I do not know how you feel
about this. I womder if you will agree that there 1s not much
assurance on & $5090009§g§?§hat the issuer will get his money
if you bass that assurance B@lely on the capital of the under-
writer, which happens to be, say, $5,000,000. The ability
of the issuer to get his money under those conditions rests
very largely on the ability of the underwriter %o do a selling
job, and not upon his financial responsibility. Is that not
so?

Mr. Dearth: I would say it aleso depends on the underwriter's
ability %o bank the dsal.

Commissioner Healy: To wha$?

Mr. Dearth: To bank the deal.,

Commissioner Healy: Yeép but on the basie of his own
ocapital he really gives very little assurance to the issuer.

Now the asgsurance comes frem his ability %b bank the deal and
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from his ability %o do a rood selling job in distributing the
securities. In other words, is not what the investment banker,
in essence, says to the isguer, "I will undertake to get the
monay for you?"

Mr, Dearth: No, sir. You make a dozen commiiments, in
a great many lnstances, for those bonds to be delivered at
such and such a date.

Commissionsr Healy: Of course that is the form of the
contract. I mean looking down to the substance of the ability
to perform, in the end 1t depends either on his ability to
bank the deal or to do a selling Job.

Mr. Dearth: That is correct, but if you are going %o
bank the deal, =- and this is the point I am %rying to make --
he should have_a sufficient margin of profi¢ in it to Justify
‘his banking 4%. If you know it is going to take a lomg time
to sell, if you have got & very narrow margin of profit by
virtus of the fact that your markets move one way or the
other, you have got to sell them just as quickly as you can
in order to eliminate a certaim amount of risk, regardless of
mhat your capital is. In that latter case, I would say it
would depend on the selling job. If you go back %o the old
theory where you are really banking 1% «==-

Commissioner Healy: (Interposing) Do not understand that
I criticize anybody for eliminating the risk. I would eliminate

all the risk I could if I was an investor.
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e qu.Dearth: & margin genérally is pald for what he
18 delivers. f o banksr is zolnz to deliver a certaln amount
of monsy %o a corporation, and he lnows he 1s zolng %o have
to bank that over é period of time, as he did in times gone
by, I think you are entitled, in that Ilnstance, %o a lerger
margin of profit than you are whare you %ry to buy 1t and gell
it out immedlately. In other words, I think in that case vou
are entitled to more money. Now I think this competitive bidding
i1s coing to eliminate vour banking end of 1t to the extent
where the transaction is going to be simply a selling job and
the question of how quickly you can gst rid of the bonds.
Chairman Frank: You still have not answered ma., The very
point that you would have a dissatisfied customer would make 1t
very unlikely that$ you would go on for any long peried to do
that kind of a job. You take the municipals, wherse they go
out to a bank, sell out as many as they can and then there are
some 12f% over, a wise buyer waltes around and gets them at the
low price, The unwise buyer, in the first instance, is likely
to be very dissatisfied. I do not think a house that 4id '
that a great deal to his customers would have many customexrsy.
Mr§ Dearth: That is what we are.afraid of. Ve are afraid
- that we would not have many customers.

Chairman Frank: Therefore they will not be guilty of that

high price very long, bscause somebody is going to be dissatis-

Tied at having taken the bonde at the high price.
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Mr, Dearth: In the meantime I would say the smallsp
dealsr, to a large extent; as I say, 1T for four or five times
he peld too high, the next time he will back away, he willl
bid lower, and the next time he will bid at & high price again,
If wyou do that four or five times wou haven'$t got thse cus tomer,
and therefore you haven't got the small Ainvestment banksyr. He
is going out of buelness.

Cheirman Frank: If he is wlsge he would refuse to partici-
pate in the sale 0f the securities 1f thsy are too high. The
result is there would not be any outlet for these o¥er-pricesd
securlties. Somebodv would have to hold them for a tims.

Mr. Dearth: That may be so.

Chairman Frank: You wers not here the other day. We said
again and again, = I do not know if your agree with me, -
certainly the SEC in its history hag not been notoriouws for
lack of regard for the small dsaler.

Mr. Dearth: That is right.

Chairman Frank: We, consistent with our duties and obliga-
tions under the statuse, @nder our several statuies, have always
had the small dea;er very much in mind, sometimes %o the disgust
0of the largsr onse.

I would 1ike %o ask this question., In this resolution
the statement is made that if there is competitive biddimg there

is likely vo bs an abssnce of relationship betweenr the banker

and the investor of such character that the investor would b®
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adequately protected, the statement being made that in those
circumstances, - I will quote 1t, - “the company is goins to
be the sole originator ol the instruﬁant which is offered to
ths public and, therefors, the company's interests will be
given primary consideration and the Interests of the ultimate
purchager will b2 secondary.”

Let us consider that for a minute. The implications of
that language are theses That with respect to utility issues,
under the Public Utility Holding Company Act, - and that is
all we are talkihg about = the past history has been, - and
that is the necessary implication of your rsmark, - that in the
negotiated issues the underwriters have seen to it that the
investors are so adequately protecied that this Commission had
very little to do.

Now the truth of the matter is that this Commission has
a great deal to do dally with respsct to such lssues, seelng
to 1t that the investor is adequately protected, and more
adequately protected, in many instance, than the underwriter
has seen necessary to require. And again, often to the disguss$
of the wnderwriter, we imposs additional resirictions, and on
occasions verbal bricks are thrown at us for doing so and we
are sald to be usurping power and lnterferring with managerial
Judgnent, énd the 1like,

Our history has not% been that the Commission can take the

issues that come to it and because the investment banker bas
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corefully negotiated the deal in the interest of ths investor,
that we can take the deal and allow the securitleg to be

igsued substantially as they have been negotiated., Quite the
contrary. In the last month, partiéularlyg we have had several
cases where the iasues have bsen brought hers, and as the rssult
of discussion with us the standards and requirements have been
stepped up very substantially over those that had been sxacted
by the negotiating underwriter.

8o I do not think you ars justif ied in suggesting that
merely because there 1s going to be competitive bidding that
this Comm@seion is golng to transform i%s character and disregard
the terms. We are still going %o be here. The terms of the
iséu99 the percent of the lessue of bonrds to capltal structure,
the net property value, ths earning power, all of those things
are going to be considered by us. The same standards are going
%o be applied. There will be no relaxation of our requirsments
in that regard.

I do not think 1%t can be denied that our requlreﬁents have
bseen, in every point you can think of, more exacting than those
of the investment bankers.

As we sald the other day, in the previous ssssion in the

. public conference, up to the time of the existence of this

Commission Congress passed the Trust Indenture Act. The
indentures would by no means protect the investor with respect

to the obligations of the corporate %trustee, There were many



AV

o

7E%7
naegotiated issues where 1% took governmental action %o bring
about whet Congress thought was adequate protaction for the
invsstor. |

I do not know why, because you have got competitivs

bidding =-- Let us asssume in this fiseld, that is all we are
talking about, utility iesues, under the Public Utility Holding
Company Act of 1935, I do not know why you think there 1s going
%o be any relaxation. This Commission is not suggesting that
there should be any rule of this kind -wvith respect to any other
kind of securities, has not any power, has not any notion of
going to Congress to ask for i%. The conslderations that
we think may Jjustify such a rule, - we have not reached a
decision yet - are more or less along the lines of those 1ndioated.
by Congressman Crosser, namely, that it is a particular kind of
company, it is a public utility, and that thersfors considerations
are applicable thers., We think Congress felt that there were
considerations applicable there that are not applicabls to
othsr securities. We have not the slightest bit of power as o
other securitiss. Right'here you have in this statutse the
poweyr which we daily exercise, to prot%ect the investér9 and
whefe we exercise that power in a mannsy that is far mors
protecti%e to the investor than the investment banker has
thought nescessary, I do not see why competitive bidding should
cause you any concern on this point.

I am addressing myself solely to this point, that in those
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circumstances ®the company’s interests will.be given primary
consideration and.the interests of the ultimate purchaser
will be secondary.”

There are very few utility executives, I think? that
will agree with you that that has been our attitude,

Mr, Dearth: Mr, Chairman, I am not in a position %o
glaborate on that point to a considerable sxtent. It was our
idsa, our thought that the banker gave some definite protection
to the investor, because, after all, he was the one that was
dealing with the investor rather than the company.

If I am not misdaken, I think this is right, that a certain
issue in Massachusstts that went to compestitive bidding hers, -
1t has not been so long ago, - the bankers actually rswrots the
indenture because 1t was so loosely drawn.in the original
instance before they wowld even bid on it.

Chairman Frank: Let us %urn to that for a minute, If
it was an issue on which we had no jurisdiciion under the
Public Utility Holding Company Ac%, and I assume from whap you
say 1t was such an issue, then maybe what you say is true.

:Mr. Dearths I say this is only hearsay on my part. I%
wae & MasSachuset$is company.

Chairman Frank: I do not know waa$ issue youw are referring
%o, and I do not want to surmise, because I might be doing some-
body an injury to suspect, but.f cannot belleve that it was an

igsue over which we had jurisdiction umder the Utilities Act.
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Now we might beve jurisdiction as %o the trust instru-
ment undar the Trued Indenture Act, and I would be surprised
if the issue that vou rsfer to was pubt out subsequent to the
gnactment of that statute.

Mr., Dearth: I say 1t was merely hearsay on my pary,
but 1t cames from a pretty T000. BOUrCe,

Chairman Frank: You do not know when that isaue was put

up?

Mr. Dearth: Oh, recently.

Chelrman Frank: Well, maybs somebody else could enlighten
us on 1it.

Mr. Dearth: Withﬂn.the last years., I think I have taken
quite a bit of time heys. < am not much‘on making speeches,
and se on, but our point in this whole thing was the protection
of our business, insofar as we could prog%ect it, and also to
progect the interests of the investor, of these selling
groups, and so oR, in which the small dealer gets his participa-
tion, That helps to pay his overhead today. Undsr compstitive
bidding, with your selling group sitwation, you might have
groups bidding for these securities, so the smaller dealer woul@
not get the small amount each month which helps %o pay his rent.
In furn, X think that would %end to sreade quite a hardship
on & lot of these small dealers who would have that source of
revenue elimina%edo Ag I say, that small dealer, while his

finances may be limited, he may not have the capital to go
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commundty he 18 a definite source of valus %o that{ community
in maintaining markets in small issues, which snables the
investor to keep his funds liquid and realizing on them when
he has to, and at the same time providing money for a small
local industry.

I% is our opinion, arfter considering all the angles of
this, that it would not certalinly be to the benefit of the
small dealer %o have this competitive bidding, and from our
limited experience over a period of ysays in the pricing of
these securities, and so on, we think that a certain mumber of
your investors are boumd to be hurt over a pesriod of time.

Mr. Spemcer: May I ask the witness & question bearing on
the narrow point of the dissatisyied cusiomer, in the Fact that
bscause of competitive bidding he is forced %o pay too high
a price? The question arises in my mind as tc what customsr
you are talking about. If you are talking about the initial
customeyr and you are selling him a security that is in the
marke®, 1% immediately rises in price on the market and the
secondary customer pays that price. I8 that the matter you ars
concerned abouil, that we only want the initial customer %o make
the profit and not the last ome? Consequently is it not 2 fact
that the investment banking business, pardicularly as conducted
by the sméll dealer, i¢ very largely made up over %the counter,

and is not that a very highly competitive undertaking, where
29
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every day vou bid ageingt other Jealers to get sscuritises
and gell to your customers at the h;ghest.price you can
sxact for that particular securlty?

Mr. Dearth: No. I would say, as far as the over-the-
counter trading is concerned, that is probably the largest
source of revenue for the smaller dealer, your day-to=day
trade, but hs is not selling that security, I do not think,
at the highest possible price he can exact from that customer,

he is selling 1% %to him, he hopses, and 1f he is goling to remain

"in business, he is going to sell at prices according %to the

offerings at the market.

Mr. Spencer: In the market?

Mr. Dearth: Yss,.

Mr. 8pencer:; If he attempts to sell ¥o hils customer at
too low a price he cannot buy it at a price to make a profit
to himself, whereas soms other fellow who can apprsciate it mors
accurately than he does will bid the market price.

Mr, Dearth: You always have bid an@ agk in any open
market., You have got it on the Exchange.

Mr. Spencer: I granyg that.in the open account you can
gxact & higher margin of profit. I am simply talking about the
price that your customsr pays for it. He would have to pay
approximately the market, otherwise he will not have the bond
himself. |

Mr. Dearth: I would say that the customer vho buys the bonds
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at the market price is making 2 good buy, but what I am
maintaining in this discussion, in this competitive bidding
you are getting into a price that is abovs the market, and
the customer is going to buy the bomds at & price over and
above the market,

Chairman Frank: Is there anything further?

Mr. Dearth: No; I have ndthing further. Thank you.

STATEMENT OF J, K, STARKWEATHER,

representing Starkwsather & Company.

Mr. Starkweather: This subject that Mr. Dearth has bsen
talking about is one that interests me very much, because I
am in very much the same position that he is., I would liks to
say this: I% is not a matter of high price, or too high pricss
that worry me primarily. I think there will be a tendency
towards higher pricee than are fully Jjustified in a large part
of the time, Certainly whenever the markst is good and
advancing I th@nk there will be & strong tendency towaris
& higher price. However, that is not what worries me as a _
small deaiervD and I think what worries most% of the small dealers.

What really worries me 1s this: When you %ackle the
proposition of competitive bidding you have a stirong tendsncy
on the part of competing groups to narrow the spreads omn
which they are willing %o work. The reason for that is quite
obvious, The utility business, the utility security market

g @ fairly well es¢ablished marke%. There 18 not a great
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dilference in prics. Ordinarily, in nins cases out of ten,

in the views of different bond men, for insglance, as to what

a utility bond of a certain %type is worth, thers may be always

e differsnce, let us cay, of 1/2 or 3/4 of one percent. Nobody's
views always colncide with everybody else, but the difference

is not so great. If you say the normal level for a certain

bond is 103, the question is what you will pay for i%.

Undsr the negotia%ei system the spread today ranges from
about 1-1/2 to 2 percent. The tendeacy, we fear, will bs for
the different groups to pay, = the price being 103, we think
that somebody else will bid a point and one half off, and we
will just cover it by a quarier or ws Wiil cover it by & half
of one percent.

Now when there 1s & narvow spread, what happens to it7
In the firet place, the winning syndicate has no obligation
except to get out at a profit as fass as it can. The winning
syndicate has no obligation to the dsalers throughout the
country. They are working presumably, as I think they would
in moet cages, on a narrow margin, where they camthfford to
bank 1t as an investmwent business. They have to treat it
as a merchandising operation. IT they;ara working on a 1-1/4
or 1-1/2 of 1 percent basis, there is not a chance to take the
risk. They will make any arrangement they can wi?h the other

dealer. We see 1% in the municipals a2ll the ¢time., The municipal

spreads are small. You will find working on thogg Bpraad
réace the
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groups which buy and kesp moset of the bonds thsmsalves? and
allow the dealer in the country to make 1/8th or 1/4th. If
the dealer can sell it, all right, he can make 6ut,.but the
bulk of ths bonds are sold by the groups themselves,

There 18 no doubt in my mind at all that in competitive
bidding on utility securities you would arrive at the same
thing you have in municipals. You would have relatively
small groups. Instead of having 50, 60 or 75 p2ople in the
groups X think‘you would be much more apt to have 20 or 30
at the outside. . The people working on the narrower margins
are going to have all the bonds themselves, in order %o keep
up the margin of all of the profit.

Take Morgan Stanley, for imstarce, who do no selling %o
the public. Their bonds come out through dealers liks myself
and Mr. Dearth. The business that they handle, and other
vnderwriiing houées of the type mentioned in this report,
accounts for a very substantial part of my profit, and
probably Mr. Dearth®s profit.

I do not think thers is any question in my mind as %o
what I would do if X were bidding on a narrow margin, if
I werse in Morgan 8tanley's position. I would get in touch
with the principal institutional buyers and sell svery bond
I cowld at the full 1is$ price, and 3¢ there were any left I
would then offer them to the dealers throughout the country.

I think in & case where their in%erest is around $30,000,000
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and they sell them to all dealerg, I think we would be lucky

to get one or two or thrze million deollars. You migh% sey

that that makes no Aifference Yo the public, and in theory

1t does not, but the point of view that I have, and I think

the rest of the smaller dealsrs, is this, that we do parform

a service, we perform a service which is recognized in the

whole series of gscurities acts. We do furnish, in ths commun- ‘
ities we serve, & middle man between the issuer and the investor.
We serve the investor im his current financial operations, in
his trading operations, in buylng and selling outstanding securi-
ties, IZ you do anything to upset the profits‘of the'smaller
dealers throughéut the country I think you do a grsat deal to
hur%, to har@ the machinery cn which the general investing
public relies for its ability to buy and sell.

The average man has to go %o his eeéurity dsaler to buy or
sell a security. He cannot find the customer himself, he has
t0 opsrate through us. We have to make a certain amoun®
of profit from day to day in the over—the-counter business,
but we always count very substant;ally on the profit we make
throvgh thsse national syndicases.

The attitude of the stéff in thils matter I think is wrong
in that they think that this would tend to distribute businees
more widely, I may be ent¥irely wrong. I have read theiyp
argunent with great in%erest? and I think ¢ 48 a reai contri-

bution to this vwhole subject. I think they are wrong, I thlnk
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this whole proposi%ion would %end to concentrate wnderwriting
in the hands of a few people.

I do not say that it would change the present methods., I
do not say, in the case of Morgan Stanlsy, or Dillon Read &
Company, I do no%t know that they would say definitely that they
would get a certaln issus, I do not believs there would be a
single issue today of $6,000,000 or more that one of thoss
six Tirms was not im. I de say you would have a greater con-
centration in the hands of those firms than you have today,
although no one would know at any one time which particular lssue
he would havs. The reason for that ls perfectly simple. There
are but a few firme ip this couniry who are capable of setiing
up and banking a large plece of business. I am not capable of
doing 1%, and I doubt if Mr. Dearth 1s capable of doing 1t.
Thexre are not more than six or eight that can do it. The
business is going to be handled by.the six or sight, no matier
what you do, in this rwle. You are gocing to have a complete
corncentration, although, I will eay, there may be some doubt
ag to which house may get & certain issue.

Commissioner Pike: That is why the six or eight are in
here objecting to the ruwle., We havg not had any in hers,
except one or %wo, that were for i%.

Mr, S8tarkweather: I will say, Mr. Pike, just¢ as an outside
observer who is not & blg wunderwriter, I do not believe there is

any question but that most of those houses would be betier ofe
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uhder your rule.

Chairman Frank: Under what?

Mr, Starkﬁaa%her: Under rour rule.

Chairman Frank: Why do they object to it thent?

Mr. 8tarkweather: I do not think they would be any wofse
off, The only person who has appeared in this roonm, vho
would be substantiaily benefited, I believe would be Mr.
Stuart’s firm, I think he would be then included in a lot of
uwnderwriting which he does not have nmow. I do no? believe
there is anybody elss who has got the capital or the organization
%0 do it. He has got 1%. He has got both cepital and organiza-
tion. I have been with him in various issues, I like the way
they handle the business, So he is the only man in the country
who is going %o be benerited.

Commissioner Plke: Much as we think'of Mr. Stuard, we are
not trying to make a ruls for his benefit. (Laughter)

Ur, 8tarkweathsr: I think that is about ths way 4%
sells out. X think all you do is make it a 1ittle more wuacertvain
as to which house is goimg %o have which business, but from
the standpoint of the smaller dsaler machimery, 1f that is of
any value, you gentlemen have got to decide how much valus
that is, IL you think that is of any value, I say that this
rule wnul@ be a very serious thing for,the small dealer
machinery. I know it wo&id in my case. I hawe seen i% work

in New England,
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Commissionsr Eicher: You have just sald the syn@ica%ing
would work about the same as upder present conditions., Why
vould there be any difference in ultimate distribution?

Mr. Starkweather: DBecause your spread would be narrow,
and then these houses would sell among themselvea ipstead
of through me.

Chairman Frank: Is not this the implication, that teoday
those houses are passing up & souroe.of profit and giving i%
to the smaller dsaler, but if the spread gets narrower they
will absorb the profit themselves?

Mr, 8tvarkwsather: They are making a good profit today
on their operations through thelr management features, and
plus thelr underwriting profits. I¥ you cul your spread therse
is not the room for them and they have got %o make that up
through selling it themselwes, in my opinion.

Chairman Frank: But they could make more money, — if you
aré correct, they could make more money %oday uwnder the sxisé-
ing system by selling themselves, and they ars Jusﬁ_giving.up
that profit out of, oh, generosity?

Mr. Btarkweathers: In a grea% many cases I think that is
true. There 18 not any question in my mind that Morgan &
Company, on a grea$ many of the issues they have hsld, could
‘have sold themselves. I have no doubts at all about i%. I do
not know why they gave i¢ up. Perhaps you can guess,

Chairmen Frank: I haven't the remotest idea.
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Ur. SVarkweather: But thers is a perfectly eimple reason
Tor 1t. All thelr issuss do not sct that way, and they want
the dealer distribution, but if they are working on a narrou
spread I think they will take all the profit they oan on every
issuwe they can. That is~my view of it.

Chairman Frank: Mr. Love will be heard now,

STATEMENT OF EDWARD L, LOVE,
vice president of the Chase National Bank, New York City.

Mr. Love: Mr. Chairman, and Commissioners:

Firet I wish to state that I am appearing here today only
as a representative of the Chase National Bank of the City of
New York, and the things which I am about to say are‘to be
considered as views pu?t forward only on behalf of that institﬁ»
tion. I have discussed the subject at hand with representatives
of various other commercial banks, both in New York City and
slsewhers, but I do not purport to act here teday as their
spokesman or as the representative of any of them in any
capacity whatsosver,

In the second place, I wish to make it clear that¢ I have
not come here preparsd to discuss at length, or %o pressnt a
consldered judgment as %o, the merits or demerits of the
reconmendations of the staff of the Public Utility Division of
e Commission as set forth in the report sntitled “The Problem
of Maintaining Arms-Length Bargaining and Competitive Cenditions

in the 8ale and Distribution of Securities of Registered Public
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Utility Holding Companies and their Subsidiaries.® I may

say that, because of my general interest in the public

utility induetry, I have rsad vhis report, and I have also

read the document addressed by the Investment Bankers Assocla-
tion to the Commission, which is entitled YAn Zxamination of
the Proposal of the S.Z.C. §taff for Compulsory Competitive
Bidding in the Sals of Public Utility Securities.® However,

as the institution which I repressent is not engaged in the sale
and distribution of public utility secuzjities9 I did not charge
myself with the task of making a careful study of this highly
controversial subject.

The staff report was not sent to us directly and my atten-
tion was first called to it by one of my associates. As far as
Y know, it was not distributed to the commercial banks of the
country, the reason being, I assume, that it was not intended to
agrrecy them, as the report in Yact is entirely deveted o a study
of the sale and distribution of public utility securities by
investment bankers, and the whole approach to the study springs
from the administrasive difficulties encountered by the Commi§=
sion in passing wupon the reasonableness of prices and spreads.
The staff report contains not even a r@fergnce to the part% playsd
by commercial banks in fimancing utilities.

Vhen the report was first brought %o my attention, I

noted that unsecursd bank loans up %0 a term of ten years were

exempted from the proposed recommendation requiring ssaled bids,
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and the only direct conmcern which I had over the proposed rule;
was the fact that the exsmption did not extend to secured loans,
Feeling that there was no reason for a distinction betwesn
secured and unsecursd loans, I asked the Director of the Public
Utility Divieion about this one feature of the proposed rule

and suggested that the word "wnsecured” should be deleted from

the exception. After receiving this assurance, I felt that,

so far as the Chase was concerned, there was nothing further

for us to do. While we felt that all bank loans, regardless

of term, should be excluded from the opsration of the rule, as a
practical matter the exemption granted, afier the deletion of
the word "unsecured®, would permit us to continue %o handle bank
oredité_to.holding companies and utility companies in the same
way before.

This was the situation until Monday of last¢ week, when I was
informed, to my surprise, that criticisms had come from various
sources of the exemption of commercial bank loans and that thers
was & possibllity of reconsideration of the exemption and that
the exemption might be confined to loans of considerably less
than ten ysars., I then communicated with the dirsctor of the
Public Utility Division, requesting that I and representatives of
other banks be advised of the reasons for the change and be given
an opportunity on adequate notice to be heard on this matter
befors any modification were made in the proposed exsmption 6ther

then the deletion of the word ”unseéured“, A few days lat I
o) erQ
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LG received a telegram from the Director that I would have an
57 opporbtunity to be heard today. So far as I know, no similar
invitation has been sent to any othsr bank,

WLC
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I find myeelf teoday attemoting €0 discharge & double ALffi-
cult tack, In the fiwst vlace, he time availlable has not basn
gufficient for me to make the sort of & study anAd presontation
of the matter I shoul® have liked, As far as I know, there
has never been any attempt to require competitive bldding on
bank loans in any State in this countr§° There seene %o DS
no prior oxperience to go by. The Report of ths 3taff fre-
quently refers %o the practice in Massachussetts and New Hamp-
shire of requiring compeiitive bLiAAIng in connectiocn with the
iesuvance of utility bond, but, as far ag 1 am able to asger
tain, those States hafe never undervaken to apply the rule of
competitive bidding ¥o the negotiation of bank loans, ir-
respective of the term of %the loan,

My purpose in coming here today is %o se% forth the rea-
gons why I belisve that & commercial bank lean, whethér:it have
a maturity of 90 Aays, one year, five years or ten years, is
entirely @ifferent from & security issue., The Pundamental
reason is that every bank loan is & special tallor-made job
To £it & speclial problem. I% remainsg such a job throughout
i%ts 1life. Tho essonce of any bank loan is flexibility in its
c?eéﬁion and in its administration throughout the 1ife of the
loan,

Public bldAing requires specifications, standardization

and rigidity. Any such standardigation would destroy the essen-

tial qualities of commercial banking,
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I think ths most T can Ao is to try to give you as clear
7 vleture as I ecan, wiihout going too muoh into Aetall; of
the funotion performed oy & commercial bank in sxtending term
credlt to oublic utility companles, and Yo show how Aifflicul®,
in fact impossible, 1% would be for us to continue this type
of finanoing under & requirement for competitive bidding through
the dsvice of gealed bids. Frankly, I éimply cannot gee how
we could furnish this type of serviog if we were required to
adopt the ocompetitive bidding method;

Now here I want o make it'clear that I am talking about
bank loans and not the purchase of a block of securities that-
oan be resold to investors. It is the kind of a loan that the
bank takes to keep, like every other loan it makes.

The Chase National Bank has for many years extended bank-
ing credit Yo pudblio utility companies, including not only
its banking customers but many cther companiss who wish %o
avail themselves of our banking facilities irrespsctive of
whether or not they had bsen depoeitors. This banking service
includefl no%t only the actual making of loans, but in many
cases has taken the form of & firm commitment to maks & loan
the utility may avail itself of at its own option. For example,
a ubility company may have on hand a réfunﬂlng operation, but
negotiations with invesiment bankers for the sale of the re-

funding issue have not proceeded to the point where the utility

has a firm commitment from the investmens bankers which will
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agsure the vompany that the proeseds of tha refunding is3ue
will be avallable on or before ths date selected for the re-
demption of the outstanding issuwe. In such & casse we ﬁrovida
thie assuranse by actually making & lcan or making a fimm
commitment to make & loan in an amount equal ¢to what 1s need-
ed for redemption,

Beginning about five years ago, we began to makse medium
term loans, and by that I mean bank leans of a maturity of more
than three years. Since 1835, as you are undoubtedly awars
from the declarations that have been filed with you, this
bank has mrRde many utility loans of terms longer than thres
years and now we have on our booke a number of loans with a
‘final maturity of ten years. Some of these loans are sscursd,
and others unsecured., At this point I should like %o empha-
size that we are making bank leans in the truest sense. Ve
are not ourchasing securities., We loan the utility company
money, and the utility oompany gives us its promissory note
for exactly the amount loaned, Jjust like any other bank bor-
rower, and the utllity mpakes agreement with usg contalning
various restrictions. Thére is no question of price or spread
%o be considered and we 6o not purchase securitises which can
be 80lR to the investing publis. In most of our term leans
we require that the indebtedness be heavily amortized Auring

fhe 1ife of the loan., The amount of this amortization is

always a matter of negotiation and is dependent upon a capeful
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gstudy and foregast of the borrower's cash rescurces avellabdle
for this ourpose Auring the oprospective 1life of the loan,
This involves, among other things, an estimate and forecasy
of the ocompany’s constriction requirements during the same
period., There are matters which cannot be ﬂe%ermihe& simply
by aralyzing the borrower's balance shests and earnings state-
ment, but requipre extended consultation with the Cinancial
and operating officers of the borrowsr and frequently call
for inspection of the borrower's oproperties by our own engineer-
ing staff.

The determination of the amount we will loan and the re-
strictions which we Aecide %o impose are all matters which
require a careful study of the borrowing company’s affairs,
its properties, its past and prospective earnings, and above
all, extended negotiations with the borrowing company, last-
ing sometimes ovér 8 period of monthsg, and as often as nog
with investment bankers., The oniy way I know of in which &
satisfactory loan of this type can be set up is %o sit down
with the interested parties and %o disouss every dotail of
the partiocular piecs of financing at length. The form and
terms of the restrictions depend upon each particular situge-
tion,

In case after case, the idea of the borrowing company

as %o what they would like %o borrow and the %term of the loan

and our idea as to what we are willing to lend are; %o say the
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least, not the sams. In the light of my experisnce, the
probablility is that if a company were %o undertake, without
any consultation with us, to formulate & plan involving a
bank credit and aek for competitive bids in terms of in%terest
rate, the probabilitiss are that, so far as we are concernsed,
the plan would no%t be in accordance with our views and we
vould not want to subtmit a bid at any interest rate, and the
most we could Ao would be to submit a counter offer.

The public utility bank loans which CNB has made have
originated in a variety of ways. In a number of cases, the
bank lean has been an integral part of a niece of financing
involving the public sale and Aigtribution of senior securi-
ties, and in many cases it has been the btank lean whioh has
made the public financing posesible. Frequently the borrow-
ing corporation knowe.that e certain viece of financing can
not be handled in its entirety by sale of securities to the
investing public, and foxr this reason the borrowing corpora-
tion has approached the bank and carried on extensive dis-
cussions and negotiations with regard To the feasibility and
size of the projected bank loan, and then we have been will-
ing long before there was any firm commitment from investment
bankers, and sometimes even before a registration statement
was £ilel, %o make a firm commitment %o losah a 4efinite sum
of money at an agreed rate, so that we were firmly bound for

a long period in the future, sometimes as long as 60 days, %o
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furnish junior money in the form of & term bank loan, subjsct
to the condition that the corporation be adle at dr bafors
the exviration of this period %o proceed with its senlor
finaneing on stipulated terms and subject, of courss, To the
approval of the S.E.0, and other regulatory bodles having
Jurisdiction. In other words, we give the borrowing company
an assurance that it will be able %o get a loan from us if i¢
carries out iis public financing on a satlisfactory basls, and
I want to say here again that I simply cannot visualize making
this type of commitment if we had to go about it on a2 sealed
bid basis, When we make this type of gommitment, naturally
we are vitally intersested in various elements involved in the
genior financing and we stipulate, as éonaitions precedent

to our commitment, certain terms of the senlor financing,

We are keenly interested in the type of morigage that will

be used in the senior financing and for our own protection we
frequently insist on the inclusion of various provisions in
the mortgage. These are things that require Aetalled dig-
cussion and negotiation,

While, as I have already sald once, I did not comse hers
to engage in a ﬂiscugsion of the vroposal of the 33aff to re-
quire compstitive bidding for securities sold through invest-
ment bankers and am not prepared to Aiscuss the oros and cons

of that particulayr problem, there is one portion of the In-

vestment Bankers Agsociation Aocument which I should like o
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comment upon. It 1a section 12 in whish it ie stated that the
oroposed exemoiion of commercial bank loans from the require-
ments of competitive bidding will give to banks a special
advantage in the purchase of issues maturing within ten years,
If this is taken literally, I should like %to say that so far
ag we are concerned, the bank loans which we make do not
congtitute a purchase of securities in fthe ordinary use of
that term.

If, on the other hand, the suggestion is that the re-
ouirement of cqmpe%itive bidding for the sale of securities
will cauge the issuing companies to refrain from selling
seourities to investment bankers ana instead arrange financing
by meansg of bank leans, I do not think this fear is well found-
ed. I think that the issuing companies will continue as in
the past %o do public fimn@ng through the investment bankers
when eorpoﬁaﬁe m&nag@ﬁent congiders that such Cinancing is
best adapted %o the company's needs., I believe that the best
interests of the corporation will alwaye be & ovaramount con-
sideration in the determina%ion.of the type of financing.

When opublie financing is best for the corporation, thers will
be public financing and resort will be had to bank loans only
when the managemént ié convineed that this is best for the
corporation. As in the past; the great bulk of utilisy

finanocing will be done through the sale of securities %o the

public. As in the past, I think resort will be had %o bank
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credit only when corporate management helieves that this type
of financing is advantageous %o the borrower. That there may
be advantages in bank loan financing, I think everyone will
concede, For one thing, a particular company nay have'a
financial set-up which causes the management and the invesi-
ment banker to feel grave doubts as to the marketability of
sgourities. At the same time we would consider that the loan
wae money goofl, as a banking matter, and we were Jjustifisd im
making such a loan if we could work out Wiﬁh the company
aporopriate restrictions and satisfactory amortization oay-
mentg and, of course, such a loan would be tested not only by
our judgment as bankers, but it would have %o be reviewed by
the Commission as & part of its administrative functions under
Section 7 of the Public Utility Holding Company Act. For an-
other thing, a bank loan offers o the borrowing comﬁany a
flexibility which is not avalilable in a public issue under a
trust indenture except by the cunbersome and expensive pxo-
cedure of a bondholders vote. Frequently we have been agked
by & borrower to coneent to a modification of restrictions
previously written into & loan contract. In sush a case, if
we are willing to consent to such a moﬁlifioation9 we can do
it by simply signing a ghort paper. We have eight cases of
loans now on our books where, to facilitate the accompligh-
mont of some propeyr purpose precluded by restrictions in our

loan agréement, we have consented to a relinguishment of
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these restrictions without, as we feel, in any way Jjeopar-
dizing the soundness of our loan,

Term loans of the type desocribed above offer the utility
industry a vehiele of convenience which is of value not only
to the company but to ite congumers and investors, the reason
for this being obvious. Subgtantial sums are saved in interest
charges as & result of a rerfunAing operation, not only as fto
the interest savings on the amount of the term loan but also
fo a far greater extent on the amount of senior securitiss
gold to the public which» in most cases, are several times

larger than the loan,
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Mr. Welner: Before you sit down, Mr. Love, .I wonder if
you care to comment on.the sugirestion ¢f;, I think Mr. Ecker,
of the Metropolitan Life, that the restrictions to commercial
banks should be eliminated, sc aeg to enable the insurance com-
panies to enter into the seme field?

Mr. Love: Well, as I have already stated, I have confined
my study solely to the probleme of the Commercial Bank, and
frankly, I don't feel qu:1ified to discuss that particular
question. I have only had three “ays %o really prepare for
thie hearing, and I em not familier with the suggestion, I didn't¢
know before that he had made such a suggestion.

Commissioner Pike: While you represent only the Chase,

Mr. Love, do you hsve any opinion as tc whether that would be
the general view of other bank lending officers around New
York?

Mr. Love: I sm glad you raised that, because just before
I ceme into the room I received a telegrem which, if I may,

I would like to read. This telegram reads:

"HAVE JUST SENT FOLLOWING WIRE TO JOSEPH L. WEINER DIRECTOR
PUBLIC UTILITIES DIVISION SECURITIES AND EXCHANGE COMMISSION
WASHINGTON DC QUOTE WITH REFERENCE TO THE PROPOSED RULE =EQUIRING
COMPETITIVE BIDDING BY UTILITY HOLDING COMPANIES AND THEIR
SUBSIDIARIES WE ARE INFCRMED THAT IN EXCEPTION A-Z2 RETATING TO
UTILITY BORROWINGS FROM COMMERCIAL BRANKS IT IS NOW PROFCSED TO

LIMIT THE NMATURITY OF NOTES O® BONDS WHICH MAY BE TAKEN RY
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COM"ERCIAL BANKS WITHOUT COMPETITIVE BIDDING TO NOT OVER THRWE
Y7AR3 STOP THE “XPERIENCE OF THE UNDERSIGNED BANKS IN TAKING
CARE - OF THE REQUIREZEMENTS OF UTILITY CCNVPANIES ON LOANS IS THAT
A THREE YEAR LIMIT I3 MUCH TOO SHORT TO MEET THE PRCFER NORMAL
REQUIRENENTS OF A_SORROWING UTILITY STOP SUCH REQUIRENENTS
GENERALLY MAKE DESIRABLE SERIAL PAYMENTS OVER A PERICD LCNGER
TFAN TﬁRFE YEARS AND IF BANKS ARE TQ RBRE ABLE TO MEET THE
LEGITIMATE BORROWING DEMANDS 6F THEIR UTILITY CUSTOMERS A MUCH
LONGER LIMIT IS NECESSARY STOP WE SUGGEST THAT IN THE ®=XCEPTION
THE TEN YEAR LIMIT FORMERLY PROPOSED BE RETAINED STOP WE ALSO
SUGGEST THAT THE WORD "UNSECURED" BE ELIMINATED FROM THE EX -
CEFTION AS MANY UTILITY CREDITS ARE ARRANGED ON A SECURED BA:IS
AND WE FEEL THE EXCEPTION SHOULD APPLY BOTH TC THE SECURED AND
THE UNSECURED CREDITS THE FIRST NATIONAL BANK OF CHICAGO BY
E. E. BROWN PRESIDENT; AMERICAN NATIONAL RANK AND TRUST COMIANY
OF CHICAGO BY LAWRENCE F. STERN PRESIDENT; CITY NATIONAL BANK
AND TRUST COMPANY OF CHICAGO BY PHILIP R CLARKE PRESIDENT; CONTI-
NENTAL ILLINOIS NATIONAL BANK AND TRUST COMPANY BY JAMES R. LEAVELL
PRESIDENT: HARRIS TRUST AND SAVINGS BANK BY HOWARD W. FENTON
PRESIDENT; THE NORTHERN TRUST COMPANY BY SOLOMON A SMITH PRESIDENT
UNZUOTE"

Mr. Caldwell (Chemical National Bank): I just wieh %o

. besn
add, to what has already said by Mr. Love, that the views
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as expressel by him likewise express exactly the views held by
my own ingtitution.

Mr. Awalt (National City Bank of New York): I have been
authorized %o say that the National City Bank of New York con-
ocurs in what Mr. Love has %o say.

Chairman Frapk: Doea Mr., Quail care to bs heard?

Mr. Qualil: Yes,

STATEMENT OF JOHN J, QUAIL
Quail & Co., Navenport, Iowa.

Mr, Quails I am Ldentified with an investment banking firm
which should be characterized as a small firm, located in Daven-
port, Iowa,

I have read the ?éport of the Publie U%ilities Nivision
of the Sgourities and Exockange Commigsion, and I think that i¢
38 a very well-drawn brief, I do not agres, however, that 1%
nakes & case Lfor competitive bidding, at leagt in my opinion 1%
would geem so, and I feel that the opinion of one who has been
'in the businees for 20 years and has road the brief or the
report, is entltled %o express his opinion, and I express my
opinion as opposed to eompetitive blAAing.

In goneral, I don't think that there is any proof so far
; adduced that there is a orying neoed for the change, or the
ingtitution of the rule, or that there has been any @canaaloq@'

happening under the present method of handling the situation,

Specifically, I think i% would hurt small dealers vexry
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much. ¥or instance, at the present time and under the presensg
way of handling public utility iesues, our firm receives a
g8elling group offering on nearly all public utility issues
that are large enough %o vermit of & general selling group.

Under the pfopos&ln it ocours to me that it would very
1ikaely be that the larger firmé, the underwriters, would be
split up into four opr Live groupg, maybe twe or three groups,
in order %o bi&o anfl that having split those groups, they would
reach Lurther down the line'anﬂ take into their bidding group
smaller dealers, perhaps, who have been only in the selling
group up to nowp and that one 6f ?hoae three or four or £ive
or @ix groups would win the bonds, The rest of uws, if we wers
not in that partiocular group, would lose the offering of that
particular seourity in all probability, or get it on a profit
basie that would be very much re&gceﬂo

Now with the distribution as it ie novw handled, it séﬁms
to me that you have practiecally all the distridbutive foroe
of the indugtry applicable in go far as the uwnderwvriter deems
1%t necossary, %o sell those seourities, If i% is handlcld as
proposed, wder competitive bidding, X foar that some of the
dealers, probably most of them, will lose gome of the sirength
bagk of the induwgtry’s ability %o distribute.

Thersfore, I think that I would like %o leave, as oupr

opinion, that the wule would Sake avay geme of our already

inadequate profits through climinating some of the securities
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that our particular firm would have %o sellé
That is about all I have %o say.
Chairman Frank: Thank you very much,
‘Noes Mr. Moss care to be heard?

Mp, Moss: Yes.

STATEMENT OF JAMES W, MO0SS3
Preston, Moss & Co., Boston, Massachugetts.

My, Moes: Gentlemen:

In submitting this statement I wish %o say that no one
has assistefl in its preparation or read it exeept my own part-
ners. I present to you for your consideration some of the more
important reasons why; in our Jjudgment, competitive bidding for
public utility securities should not be m&de compulsory.

The participation as & selling group member in under-
writinge is of Necessity a relatively small, but nong-the-leas
important, part of my Lirm’s buginess. We reserve at all
timee the right %o be coﬁpl@tely infdependent in our judgment
of new lgsues and are of the oninion that hundrefls of loeal
dealers throughout the sountry acting in a similar capacity
is healthy for the business and arfords invesiors & real pro-
tection. If competitive biAAing for public utility secwrities
is made mandatory, we believe This part of our business woulé
be reduced o the vanishing poimt. I think it might woll

cauee us, for oxample, ¥o discontinue our business in the

State of New Hampshire where we have had an able repregentative
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for the past eight years,

At present we, as a small local dealer, recelve our
allotment of bonds from the undérwriters. We can then accept
or rejest this 1liability, and if we accspt, have the ovrotec-
tion of & dealers’ consession of, let ue say, three-quarters
of a point. This 1iabllity is usually not sufficiently serious
to impair our financlal standing or foroe us %o borrow, How-
ever, under competitive biading we would be unable to our-
chagae bonds except, iAf the experience of the }ast few years
ig true, at 2 small re-allowance. The other sliernative
would be for us to join syndlcates, which would mean that we
woulAd probably have to establish a 1lability of 100,000 bonds
or more, borrowing at the bank in many cases in order to carry.
This would certainly tenid to weaken the finansial etability of
the multitude of small Aealers throughout the sountry.

It is sbated in the Public Utilitlies Division Staff re-
port, and I quote - “The main case for competitive bidding
rests on the element of coneentration in and the non-competi-
t4ve aspects of the security underwriting bueiness,? I be=
lieve that a dircerent interprotation of the statisticse proves
that such is not the cass, but even though a substantial amount
of unrdeswriting is handled by xrelatively fev housses as mRNAZErs
of the syndicate, I sce né harms per 86 in such & condition. If,
by virtue of & long and sucoessful record, the poesession of

ample capital and other qualifiecations, a comparatively few
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houses aé% éé syndicate mahagers fof a sdﬁstanti&l amown® ox
new u%ility issues, I cannct sée why this is harmful unless
someone suffers as a result. If 1t could be proved that through
the private negotiation of financing with thess houses the’
utility companies or investors are being hammed, then & change
in the present system should he made. Agtually, in view of
the complete and valuable publicity to which the details of
all new igsues are~eubmitteﬂ as é result of the rulings of
your Commission, ¥o assume that utility companies arse not
getting a falr price under present conditions is to assume
collusion or stupldity on the part of management, and we have
seen no evidenes of either,

Becauvse I believe that competitive condltions tempered
by regpongibility now exigﬁg 1% appears to me that over the
long run the imposition of unrestrained sompetition would
merely accentuate oyeclical swings., X think it would cauge
utllity companies to éet higher prices, investors to pay more,
and underwriting spreads to narrow under conditions like the
precent. Similarly, I would expect in Aifficul times to Find
companies getilng legs than they otherwise would, $o have
unﬁ@rwri%&ng spreads widoned unduly, and o have 1nves%o?@.
offered bonds at lowsr prices than would otherwise prevail.
I think that the removal of the él@ment of continuing reo-
Bponsibility would tend to increase high-pregsure gelling ag

times and that the burden of this, as usual, woulq fall upon
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tae gmall investor,

And, finally, 1 would like %o say.a word &bout the human
sgustion or pereonal relationshin vhich is an lmportant part,
and one of the pleasant narts of our business 1life. Such
relatlionshipg extending over a longvﬂerioﬁ of years bteiween
investment banking houses of high character and integrify and
corporations whoae securities they have handled certalnly musgs
have great value, By competitive bidaing iesuers would be
forced to sell their sscurities to the highest bidder regard-
less of whether the issuer wished to Ao businese with that
group or not. Business ethics, standards and ability dirfer
between investment houses in our business just the same as
in any other. Some houses are inclinsed to be more akin %o
what may be Aescribed as the hit and run® type of sponsor-
ship, while other houses deeply fesl a coptinuing re@ponéie
bility for the securitises which they sell, Such sponsorship
may almost be considered as a part of the quality of the
security itself. It is possible now for a dealer %o confine
his participations to those houses whose vast record and
standards are such as to cause éonfid@nc@ in them. This we
believe o be an aﬂ&eﬁ source of protection %o thevinvestarg
be he individuval;, trustee or institution, whose interest it
is one of the lmportant duties of your Commission to safseguard.

A most important function of the investment banker, o my ming,

is the negotiation of 8 new issue of securities at a price that
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ie fair to the issuing company, falir fto the.inVesting public,
anf at a spfeaa that allows & reascnable profit to the under-
writers and selling group commission to dealers. In my opinion,
this could not be ag gucoessfully done undey comnulsory con-
petitive bidding.

Chairman Frank: May I aek a question?

Recognizing that thers may well bé differences bstween
different invesitment bankers, A0 you think you can make the
unqualified statement that the leading invesinment bankers of
the country have sponsored all the securitles they have lssued,
regardless of the adversities of the market or the charaster
of the management of the companies whose securities they have
iseued, which have led $o unfortunate consequences to investora?

HMr. Mose: Do you mean by that, My, Chairman, the market
of seourities over a period of years, that they have always
protected the markets?

Chairman Frank: Yes.

Ur, Noss: No, I don't mean that as much as I do in follow-
ing it from the standpoint of information. You eall up some
houses and they alway@ have all of the information. They can'¢
be expected, of courge, to protest the market in & Asesline, oy
anything 1like that, or if some unfortunate circumstance happens
%o the company's affairs,

Chairman Frank: ¥You spoke of the highest bidder as

inevitably getting the deal. As I recall the Staff'sg proposal,
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it 4id not so provide, and an issue might come to the Commission
under the rule - am I correct, Mr. Welner?

Mr. Weiner: Yes,

Chairman Frank: (Continuing) -~- and indicate that there
were circumgiances making 1% not desirable in the public in-
torest that the highest bidder should get them.

Mr, Mosgs Wouldn't that be apt to be the exesption, in
your opinion, yather than the rule?

Chaixman Frank: I agsume i% would, but if the issuer
?el% there were gircumstances affecting the character of ths
proposed wndervuriter, that the issuer thought would be in-
Jurioug to them, I am eure the Commigsion would --

Mr, Moss: (in%erposing) That would be probably a matter
of opinion between the 1ésuing e§mp&miegp whether it was thelr
vigsh to do businegs, and one which you probably couldn’t pass
judgmont on,

Chairman Frank: On the basis of whim, yes.

- Now you speke of the swings or cyclical swings. I would
like to ask - Y am agking for information, fér I 4o not know -
whether those ohar@ct@rigticé which you anticipate would be
attendant vwpon competitive bldding foxr mtilit& seourities,
have been found in the case of equipment $ruste? Has thers
been this oyelical character so that when the market was good,
the orices wore too high; and when the market was bad, the |

prices were too low, and the company guffored?
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Mr, Moss: I don't know, Y can't ansWer that as rsgards
equipment trusts. Cne of my partneré, who foes largely &
municipal business, tells me that that has been truse 1in hia
exXperience in municipals,

Chairman Frank: Well, 1t is obviousgly as true of muni-
cipals as it is of anything else that, when the market goes
down, the security goes down, shd we know that in the depths
of the depreseion all the munieipalities were in very had
shape, and i% was very Aifficult to sell their securities at
any prise.

Mr. Mosss Well, X meén largely as regards %o higher grade
bonds; where you get & trend of very esasy money conditions, which
we have had, your market is going up, and I assume the same
would hold true of equipments and munigipals, when they are
of the highest caliber. |

Chairman FPrank: You spoke of your apprshension that
competitive biddaing wbul& lead to a narvowing of profits with
the conssequence that 1nvestment bankers that originated <the
deal would be narrowing'the gpread avallable to the smallep
houses, smaller ﬂ@@leésq The implication of that comment must
be this, thét %@&Qy they are giving up & source of profit which
they could retain if they wished.

- Now one could assume that they are doing 8o for ono of
WO roasenss g@n@roéity - and that 48 unlikely, and it isn’s

cynioal at all %o comment that that is unlikely, because the
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nature of business is such that you don't give away money in
your business, you give it away after you have made 1¢.

And the other impulse muét be, if i% exists, if 1% be
true that they are now giving up & source of profit, that they
think there 35 a desirable mechanism that should be maintained.

Well, we will assums that they still would think so, and
1et us recall that we are talking solely of the utility sscuri-
ties now, and that there is s%ill a large field of enterprise
for those same investment bankers, where they would need %o
use the mechanism of the small dealer,

S0 it would seem that the implication in your yemark is
that the margin of profit will shrink so greatly that they
can’t afford te maintain the small dealsw. |

Now that, in turn, implies & knowledge on youyr part of
what their present profits arse.

My, Mogs: You mean the profits of the housea?

Chairman Frank: Y@s9 of the large houseg.

Mr. Moss: Or ¢the profit on any individual deal?

Chairman Pranks No, I mean what they are making on their
capital today. You dom't know, do you?

Mr, Moss: No, I don’t. I have been %old directly and
indirectly by somo. None of t&emp I agsumre, have mads very
nugh money.

Chairman Frank: But we don?!t know?

Mr, Moss: WNo,
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Chairman Frank:; They haven’t put it of record, then?

My. Moss: No.

Chairman Frank: If they have been making very lean profits,
then i% might be tha% They would be compelled against their own
best Jjudgment to take & course of eliminating the small dsaler
beocause of ¥he necessiiy of themsolves remaining in business,
but if their profits have been gensrous, that would seem to be
a foolhaxrdy course. Now we Jjust Aon't know what their orofilts
are, o we?

Mxr, Moss: No.

Chairman Frank: »So your apprehongions are btased in large
measure vpon one huge element of oconjecture, as to the rate
of return on their capital?

Mx, Moss: Yes.

Chairpan Frank: That ien't% of record at all, is 4%V

Mer, Moss: No, but in the fow competitive issuses of utili-
ties that I can reeall, unless they change your re-allowance
will be only a commiseion, a take-dowm, "first come, £irst
served”, the way munieipal accounts are run, rather than
allotting geographiocally %o Aealers throughout the country,

which I think ig & good thing.

I think you would be more apt to get concsntrated Aistridbu-
tion, whether through dealers or largely ﬁhramgh the houses,

as I belisve 1% wouwld be, in the accownts.

Cheirman Frank: Now if the igsuer, as hag been indieated
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in earlier hearinga, thought it Resirable to get that kind

of Aistribution, the issuer could svecify, in létting his bid,
that there should be such distribution, could he not?

Mr. Moss: Well, I think --

Chairman Frank: (Interposing) I% might reduce the price
that wowld be bid?

Mr. Mogs: I think that would be so. .I think that would
be & good thing, as a matter of faect.

Chalrmen Frank: But there is nothing in our proposed
rulec that would preclude that, so that if the issuer felt 1%
deslrable %o pay & 1ittle more to get that kind of Alstribution,
which i what you say the issuer is doing today, he san per-
poetuate that imstitutional deviee by specifying in his offer
that there should be such Aigtribution.

Mr. Stanley (Morgam, Stanley & Co.): Mr. Chairman, if
I may interrupt. Without having %o repeat what I said on the
same subject last week, I think the same suggestion that you
have just m2do, you made %o me last woek. I don't think it ig
prastioal.,

The small doalers are not actiang through generosity, and
i¢ i@n"% a matier of the profits of the issuing houses, either.
Bu¢ taking each deal by itself, there wouldn't be enough, in my
opinion, teo include the small ACALEY == |

Chalroan Frank: (Interposing) I¢ gets dowm %o price,

doesn’'t 4%? Suppose the igsuow imposes any Rind of requirement
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that is goimg %o cost the competing investment bankers more
monRey, Well, one would assumne, knowing human nature, that that
faotor would be taken into the calculations and that the price
bid would be that much smaller.

Mz, Stanley: But in all deferense, Mr, Chalirman, I don'y

think sueh & thing as that would work. I Aon't think i% ig
practical.

I might say, 8lnee our Lirm was mem%&oneﬂp»%hmt the reason
we inslude small Aealers throughout the sountry is because
generally the issucr wants i¥ done, and is willing %o pay usg
an amount that we ean pay the dealer. It ig not a quegtion of
gonerosity.

Chalrman Frank: Why @qmlﬂﬂ“% he ingis® on That in lotiing
hic bid?

My, Stanley: X don’t think you could do it oh & competitive
bagls with narrov spreads.

Chalrwan Frank: You wowldn't bid & price that wouwldn's
give you sufficlont to cover your costs, you weuld be foelish
t0. If ke put in that rogquirement, and that was going %o cost
Jou more money, assvming that 1% would, you would take that
into accowmt i malking your bLAY

Mr. Stanley: Then you get iRte rogulating how the sproad
is Advided; vho knows vhother you should pay am eighth or &

gquarter or threo-quarteors?

Chalrman Frank: I% vould be up %o you in naking your bid,
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Mr. Stanley: Excuse me, but I just Aon't agree.

Mr, Starkweather: Do you mean to say that you would have
an issuer specify in his offer that the winning bidder must
give three-quarters of a point %o a large 1ist of dealers, or
do you mean %o say that he must merely offer 1% to Aealers, be-
cause if you mean the latter, he could satisfy that by offer-
ing us an eighth, which means practically that we are out of
business.

Chairman Frank: Why couldn's he specify how much should
be given, = in other words, if I am an issuer, and listen %o
and believe the testimony that has been put in here in the last
fow days, and I were convinced that it was good Lor my ocompany,
Af I were an executive of & utility company, to have the kind
of distribution that we have today, and that you fear would
disappear under competitive bidAing, then I would Ao something
_abom% it and I would say, "I am going %o put in my specifice-
tione how mush ehould be given to the Aistributing housses, %o
the small dealexs". Well, the bidder, the bidding group would
bave to take that into account in making their bid.

My. Starkweather: Would you have him specify how mush
they would give to dealers, %oo?

Chalrman Frank: If that were necessary %o &ecompliﬁh the
result. I would put anything in that would accomplish my

result. What is %o prevent met Nothing in our rule.

I am agsuming that the executives are intelligens. They
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want to accomplish a certain result and they specify that re-
gult. It coste them more monsy, as you say, but they are will-
ing %o pay that, according to the testimony here, they are will-
ing %o pay more monsy to get that Aistribution. Why can’t they
put, in the offer that they make publiély, a statement that to
the end of accomplishing thie result thoy want to specify how
muech the small Qeoaler shall get, and that they want Aistribu-
tion of & certain quantity over the couniry.

My, Starkweather: In theoxry, I can imagine that, but in
actual praotice X £ind 4% very Aifficult %o imagine an opera-
tion ocalling Lor a bid, specifying that of the issue, you
should offor a definite percentage to Aealers and Aistributors,
and that you sell 1% %o those dealers at a specified spread.

Chairman Frank: Is there nothing like that done in
-negotiations today?

My, Starkwveather: X don't thimk go.

Chaizman FPxanks Then how is the igsuer assured %oday, in
& negotiated deal, that there is goimg te be the kind of disg-
$ribution that you think deosirable and that, ascording o the
tegtimony, %ﬁ@ issuers think desixable?

Mr, Starkweather: Well, the custom has growm up and it ig
‘a well-established ocustonm, sé that thore is no reason for an
Agsuing corporation to assume, in negotlating privately, that

all custom 48 going to be thrown to the winds, and that the

grovp is noi going %o Ao their business in the customary way.,
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Chnairman Frank: We have bhad insgtanoes before us where the
isgsuer at least went to the voint of saying that nhe wanted such-
and-guch & house inoluded, or that he wanted such-and-such a
Aistribution in a certain State.

Mr. 3tarkweather: I agres with you, ank that brings wo
another point,

How would you assure logal representation in the asyndlcate
under coﬁpetitive biﬂ&ing? You can't do 1%, as far as I can
866, Any group can biﬂon If you have & local issue in Iowa,
let’s gay, one group may inclufle & lot of Iowa dealers, and
another group may be all New England.

Chairmer Franks If I were the execuiive of a company
operating in Iowa, an& I vanted & certain amount of Alstribu=-
%ion in Towa, if I thought that desirable, and I were negotiat-
ing my deal, I would éay that, and I don’t see why I can't say
that just asg well in letting the bid.

Why must you suddenly become tongue-%ied when you are
doing 1t publicly? Wﬁy san’t you ingigt uvon the same condi.
tions of the deal when you are letting a bid as you do in pri-
vate; why the sudden reticence about saying what you want?

Mpr, Starkweather: I fipd it very difficult %o jibe that
kind of an offer with what 18 commonly conceived %o be oom-
petitive bidding.,

Chairman Frank: Well, we always like to make wordd rigid,

but after all, let‘’s stop uglng any known word, let's call 1%
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something new, invent an abairact Lerm such a8 "alph-alpn?.

What you have done 1s %o say %hat competitive biﬁ&ing
as we have Xnown 1% has had certain undesirable characterigtlos,
Ve answer by auggést&ng tenvatively, %lLet's have the competitive
bidding that we might exaot so phrased as to get rid of those
characteristics.,”

Then you eay, *It isn't competitive bidding.®

So what? If we think it is desirable, call it something
elsa,

My, Starkweather: You certainly, Mr. Chairman, wouldn'®
be able %o put out a bid saying that every Dbidding group must
have a cortain number of local houses in that group. All they
could poesibly do under those sirocumstances would be to offer
it fo them on selling growp terms, whigh, in itsell, means a
great cut in the earnings of local groups; in other words, I
can't conceive of your offering an issue of bonds of the MNes
Mo@n@s Utility Company, and saying in it that each group must
oontéin e certain number of Yowa dealers, and that those Asalers
must be offered & gertaln amount, and at such-and-such a
prigce.,

Commissioner Pike: You make 3% sound very diffieu1$°

Mro.Starkweathers I nust admit 41t soundg d4ifficuls.,

Commigsioner Pike: IS may be Aaifficult, but it 48 not

inconceivable that it could be done or that youw could put in

certain minimum standards that you would like %o see upheld,
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and 4T the boys &idn't come and bid under those circumstances,
then you would say, "Well, that one falled, we will putl out a
new request for bidst,

I think it ie probably a questior of mechanizs., I Think
you are olose to the business and you see teehnigal difficulties,
and the Chairman 18 not as close to it ~--

Mr. Starkwgatheéz (Interposing) I don’t want%¥ to maise
artiflicial ALfficulties, certainly. They seem very real to me.

Commissioner Pike: I meant only "technical" in the sensge
that they are part of the business practice, and you are in the
midale of that, |

Mr, Moss: Isn't it fair, Mr, Pike, %o at 1least hazard &
guess that with the competition we have had in recent years,
partioularly for high grade utility issucs, between underuriters,
with insurance companies in private placements, that your spread
ig narrowcd %o the point where it is pretty thin, and if you
got A% ﬂown; a8 you presumably would, much further shrough
competitive bidaing, there would be very little in the nature
of a re-allowance left %o the Aealers?

Commissionep Pik@: I think the testimony has been almost
wnanimous, from both sides of the fenoe, Auring these hearings,
that that 1s apt to be the case., None of ua yot knov.

Mr, Mogse: That would be my éuess, that 1% has gosten

down %o where 1% couldn't be reduced, with any reasonezbls profit,

much fu?th@rp and allew one-half? op three~quarters of g poing
- 9



which has been the usual selling group commission,

Commissioner Pike: You are still on the area of opinion,
but nobvody seems to Aisagree much that the spreads are apt to
be somewhat narrow. Our staff report suggesis it, and the
story from the investment bankers and the dealers has been
along that line.

While you are here, something you raised worriss me, I
don't think that probably it ig right in your area, but maybe
gome legal historian can help me.

You mentioned ¢he service that the investment banker gives
in the way of later 1nform&tion, helping the investor %o follow
the course of the seocurity he has bought.

Sqm@ years ago, I think about 18 or 17 years ago, I was
doing investment wWork for & group of insurance companies, and
we had & case in New fbrk called the Gresn Star 3teamship Con-
peny against the Equitable Trust, which broughﬁ that natter
right %o the fore. I% wemt up twWwice beforé Judge Proskauver,
and before the case was 4decided the Equitable ti@& in with the
Chass, and the company disappeared. But the itwWo decigions were
very much indicative of the fact that it was the legal duty
of the inveatman% b&nkér éo keep his clients avars of.wh&t had
h&ppénea to the secwritics that had been sold to them. As I
8ay, the oase ended up with & gettloment so that it never was

finally decided, but two decisions on the point indicatel tha v

if he failed he was bound almost to the peint of rescisgsion for
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not doing ift,

Y wondeyr, Mr. Dean, 1if you remsmbef that varticwlar oxse,
the old Green Jtar Steamship-Equitable caseT

Mr. Dean: I remember that very well,

Commissioner Piks: Didn'¢ it pretty well indigate that it
wag the legal Auty of the underwriter to keep his olient advised,
particularly upon application by the client, of changes that
wors taking place in issuerse' affairs, whather favorable or
unfavorable? Do you happen to remembsr?

Mr, Dean: Yes, theée were dicta in the oninion to that
effeot.

Commissioner Pike: Of course, the case was never declded,
the main cocase, but I %hink Judge Proskauver had it once in the
Supr@me Court and once in the Appellate Division, or maybe
one gtep higher, the Appellate Division and the Court of Appeals,

Mr, Dean: You will recall that there was a very unusual
hedge clauge in that case, in which the Equitable Trust Company,
I believe, brought out the securitiscs, and as I recall it, the
hedge clause read that while the above information is not guar-
anteed,; it is the information which We ourgslves have relied
upon in conneotion with the purchase of these securitises, And
Judge Proskaver commented ﬁpon the faet that if it was good
enough for the Equitable Trust Comvany, it ought to be good

enough for the average man.

Commissioner Pike: Of course, there was another peculiar
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thing in that oase, that Mr. Xracke was both the Chairman of fthe
Board of Equitabdle, and s Miregtor of the borrowing S3teamship
Comnany, which was already in the Equitable up to ite ears, and
the net effect was to get the Equitable“g loan out to the DUL-
lie, It wasn’t such & beautiful pisture,

My, Dean: I also think it was vrobably one of the quick-
est defaults on record,

Commissioner Pike: That is vright, they never pald a coupon,

My, Moss: I ﬁon"f know the legal agpeocts of that at all,
but I 4o know that in practice there is & great differencs in
certain houses in their feeling toward how much information
they give, the way they give it and how quickly. Some you can
go to time and %time again, and you don't get %o first dbasge with.

Chairman Frank: We had eonteﬁplateﬂ perhaps adjourning
now ungil 3 o'clock. Z have the names of certain persons that
have agked %o be heard.

Mr, Webster, 4o you wisgh %o be heard?

My, Webster: Y@é, gix,

Chairman Frapnk: We will hear you this afternoon. I can’t
$e1ll whather th@s@ gentlemeon wish to be heard or not., Mr., Hupd?

My, Hurd: My name wasn'’t put in o be heard, Mr. Chairman,

(Lavghter. )

Chairman Frank: 'The unheard Mr. Rurd. (Laughter,)

Mr. Scot%, @0 you care %o be heard?

Mr, Scot%: No, sir,
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Cheirman Frank: Mr. Cutler?

ir, Cutler: No,

Chaimman Frank:; Mr. Bennett?

Mr. Bennett: Ho, thank you.

Chairman Frank: Ir. Connely?

Mr. Connely: No, sir; not at this momento

Chairmen Frank: Do you want to be heard this afternoon?

Mr, Comnely: I don't thimk so, Mr, Chaimaan,

Chalirman Frank: Before we adjourn, 1t has been suggested
that perhaps you, or someone on behalf of the I.B.A., may cars
to reply to Mr. Love's comments on your reply to our 3taff‘s
report.

Mr. Dean: We wiil commont on that this afterncon.

Chairman Frank: ?@ry 8004,

Mr, Burnett Walker: While the subject 18 Cresh in your
nird, may I mako one conment on the subject of thse specifica-
tion by the issuing corporation tha t the bid should include &
certain amount for the sellﬁng group?

I happen to think that that occuld be done. I don't think
in practice i¥ would work very well, but I think that the
issuing corpoxation could say, we oculd say, Yo want three-
quarters of & point, or three-eights of & voin% or a point
pald o the selling group'. The thing that I think would cause

the diffioculty would be in $ying ¢the hands of the gyndicate

manager, the fellow who sits at the desgk, to Aecide whether he
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will put out the ssecurities in Ohic oy bring them in from Ohlo,

or put them out on the Coast, or uring them in from the Coast.
If you should say simply that there would be a gertain amount
specified %o the selling group, I think there is no pracstical
way of saying how much of that would go to the underwriters'®
gelling group interest, and how mush would go %o the veople who
are entirely disassociatod from the underwriters,

30 that I ¥hink 4% would be hazardous for any issuer to
say, whether the issuc were bought by competitive bidRing ox
othefwiseg that he must have a cerfain amount of that security
sold in a certain area or in & certaln group.

Commisgioner Pike: It wouldn't be Aifficult to gay that
he must make his best efforte, would 4%, %0 A0 8o-and-so?

Mr. Walker: No., I have never been & synfdicate manager
in the sense of sitting at a desk and hanﬂling an issue, but I
have made 1% my business ﬁo sié at hig degk and wateh him operate,
and I know he must be just as flexible as anybody in anry walk
of 1life, where he can at an instant’s notice, put in or put out.

Chairman Frank: I have some other names hers of persons
who haven't indicated whether they care t0 be heard oxr nos.,

Is there anybody else that wishes to be heard this afitexrnoon?

(No response, )

Chairman Frank: We will reeénven@ a% 3 o'cloek,

(Whevewpéno at 12 a“elod& noon, & recees was taken wmbtil

3 o'sclock p.m., of the same day. )
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