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FTOVer ATTERNOON SESSION
aj-l

(The conference was resumed a% 3 o’clogk p.m.)

éhairman Frank: Let us proceed, gentlemen,

Mr. Kelloggi

STATIMENT OF CHARLES W, KELLOGG
President, Edison Electric Institute, New York City

Mr, Kellogg: Mr. halrman: My name 38 Charles W, Kellogg.
I am President of the Edlison Electric Institute; New York City.

I asked you, Mr., Chairman, %o be allowel ¥o make a state-
ment here today because I obeserved in the press the impression
that the utilities, as such, were not particularly interssited
in the proceedings with respect to the nature of this hearing,
which I understand is largely on the magter of com@etitive
bidding in gsecuritices sales.

Chairman Frank: In sales of securities of publiec ubilities.

Mr. Kellogg: I stand corrected, yes. |

Just %o qualify very briefly, I have been engaged in the
public utility business since 1803, During most of that time -
I regigned from ac%ivé businegs about & year and a half ago -
I have been sonneoted with opesating utility companies, but
during the lasgt% 14 years I wasg Pregident, and later Chalrman
of the Beard of the Engineers Publie Service Company, & regic-

tered holding company,

In order %o save your time and %o olarify the record, Mr.

Chairman, I have prepared & very brief statement that I should
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1likXe to read.

I velieve there is misaoprohension as to what is tho moat
effeotive competition in the wublic offering of securitles,
The UPOpoaél of the S$.E.C. purporis to rest 1t solely on »nriss
and gnread. I maintain that these two factors fake oare of
themsslves, 1f the utility foousss on the true sgsentials of:

(&)~ A price that will.make an issue move fairly reaﬁil§
into the market;

(b)- A price that will raise the capital at the lowest
feasible cost to the utility; _

-(@)a A Aistribution that will cause the isgue %o be ag
widely held as possible by the largest poegible
proportion of permansnt investors.

Now, under (&) - If a security is priced too high, 1% hurts
everybody - the inveatof, by producing a Aefieient return on
his money; the investment banker, by leaving him stuck with
relatively unsaleable secu?iti@ég the u$ility, by hurting its
crefit from having 1ts securities go begging on the market.
Yet the whole tendency of competitive bidAing, if on the basis
of price alone, will necessarily b8 %0 over-price securities.

Chairman Frank: Has that been the case in the New England
a@durities thet have b@en 80ld by competitive idAdAing?

Mr, Kellogg: X would think that was the inevitable ten~
denoy.

Chairman Frank: It seems somewhat unreliable to rely
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solely on conjectures as to inevitability when some evidence of

some relevance is available, and to nursue your ides -- we have
done it several times in the course of these hearinge, we AiA
it this morning =~ let's follow your idea through.

If the resuit of competitive biddAing is %o over-price an
iseue, that meang that somebody is goingAto get hurt, Now the
small dealers have said that they didn't want to sell at oricss
that wers too high to.their cuatomers, ﬁeoause they would have
unegatisfied customsrs.

One would assume, then, that they would refuse %o Alepose
of them at %00 high a price. One would suppose that the undsz-
writers who agresd to take at too high a prise, as the result
of the bid, would find themselves incapable of disposing of
those securities at too high a orice, or that if they 4id, they
would have dissatisfied cﬁetomers, and it would come back on
them,

And as one of the witnesses sﬁiﬂ thie moxrning, he assuned -
and I think he is right - that if it happened 1% wouldn‘t happen
very many times before it was stopped.

If a banking group took at too high a price, and as a re-
sult the securities wore etiekyn they would either have %o
hold them until the price a&vmneaﬂ or they would have %o
gell them belew what they bought them at, and that wouldn't

happen very often.

One has %o asswe that people are going %o look out fop
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thely own gelf-interests, and if - and that is implied in
everything that has been said by you and everybody slse -- the
investment banking businesgs must depend on the good will of i%s
cus fomers, unless they maks one deal and then go out, then 1%
segems very unlikely that many times there would be bids at tono
high a orice, because as I say, ons of three things would happen:
Either the bankers that bid at a price that was too high would
take a loss, or they would hold the securities in the hope of
an advancing market, or they would injurs the purchasers, and
thelir injury %o the ourchasers would mean that they had lost
or would lose good will, and they wouldn't be able to do that
very often,

So, making your assumption that other things would %tend
%0 foree over-pricing, it secems to me that all the factors that
have been mentioned in these soveral Aays of Aiscussion indieats
that there ér@ other Pactors that would lead not to excessive
pricing, and when you say it must inevitably - if vwe are going
to argue in thié & priorli fashion, jus® on the bmgis of con-
Jectures of the operating forces, then I can point to things
that I h&vé Jugt vointed to, as well as you.

But has 1t been true that thers hag been over-pricing
of municipals; has it been true that there has besn over—
pricing of equipment %ruste; has it been true that there has
been substantial over-pricing of utility securities sold through

competitive bidding in the New England States, where it ig
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rgquireﬂ?

Now I don't see much evidence of that. So that, if you
take it a priori, or on thse basis of exverience, it seems %0
me your argument is verbally cohersnt, but it seems to me it
neglects known facts of experience, anAd on the basis of reason-
ing, the factors would tend %o lead to the other conclusion.

Now, teke youwr suggestion of wide Adstribution. I was
saying ¥hie morning, and I Aidn't receive any satisfactory ex-
planation, that if you have a negotiated sale and you are the
head of a utility ocompany, and you want wids distribufion, you
ocan have 1%, you can arrange for i, and one of the reasons, You
say, that you are againét competitive bidAing is that you might
not get adequate digtribution.

You would get a higher price, acscording %o your reasoning,
but you wouldn't get as good dAistributionr. In other words, %o
get the higher price you have %o saocrifioe the ﬂi@%ribm%ion;
which is another way of saying that you onay something for
getting the distribution which you think i3 Aesirable.

Why cap!t you do the same thing under competitive bidding;
why eaﬁ"% you, if you arc the head of a utility company, pus
in youp offer&ngo in the specification of terms on whish you
will accept bids, that you want Aistribution of a certain kind?
That will co8t you more, that is, if the tostimony here has
been correct, becausse the underwriteors WAll charge you mOYe

for insuring that dlsSribution.
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Bu%t you say that one of the conditions is just what you
wonld exact in & private negotiation, that you want a certain
kind of distribution.

The ergument b2as been made here again and agalin that if
the leading underwriters, the originating underwriters, wanted
to get the last nickel out of the dealer, and Aidn't care about
distribution, they could make more monsy by narrewing the disg~
tribution. But they do get the wider distributien, which
coste something. Why can't you specify that they shall give
you the same kind of distribution that they would give you
i€ 4% were a privately negotiated deal? What is there in-
herent in the very fact of competitive bidding that precludes
the insertion of such a gondition?

Mr, Kellogg: As %o that, Mr. Chairman, my answer would
be that ¥ was listing what geomed to me to be the really im-
poréant ractors.

Chairmanr Frank: So was I.

Mr, Kellogg: M&f@ important than price alone, as I will
¥y to show,

Chairman Frank: And I agree - as I say at times varrot-
1ike = ﬁh&t I think in thié kingd of market that we are dealing
with today, the attainment of the highest price is not the
most important aspect of esompetitive bldAing, and as Loy as

I am conceraed, what is far more important is that we should

gee that the utility executives got the beost adviee avallable
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ag to whether the securities should be bonds, or stocks, or the
proportion of bonds and stocks, whether they should be preferred
stocks or common stocka.,

Mr, Kellogg: Y agree with that, there is no question
abvout that, |

Shall I proceed?

Chairman Frank: Yes, if you will.

Mr, Kellogg: (Continuing):

Criterion (b) = So far as the matter of nricing a security
too low is concerned, this is Alstinctly the responsibility of
the utility management, In this Aay and generation, when the
criteria for seourity values.are 80 widely known and go well
understood by the investing oublic, buttressed by such inde-
pendent services as Pooé and Moody, and with the constant neces-
8ity that exists in the utility business for raising new capi-
tal - so that management is constantly in practice on the sub-
Jeet - 1% is simply inconceivable that any issue will be sold
.aﬁ too low a price, regardless of competitive bidding.

(0) - The importance of widespread and high quality Ais-
tribution shows ﬁp almost at onge in the segondary market,
arter the original offering of am igsuse. Bad distribution can
caus® logs of coredit standing to a utility Jjust ac surely as
intrinsic weakness in the seourity itself.

The kind of competition which maintains these three

essentials of the most truly effective capital ralsing hag,
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according to my experience, always been prasent in the invest-
nent vanking field, Let us ston to consider why one investment
house is more suecessful than another. Is it not the same
thing that makes one law firm more successful than another,

or one doctir more successful than another - that 1s, the
reputation for skill, judgment and integrity, of which, in

this case, the ralsers of capital wish to avall themselves?

In this fundamental respect the investment banking business is
ag competitive as any'business ocould well be,

Moreover, its reputation is always at steke in every'un&arm
writing or offering & house undertekss., The cash canital of
investment housges is not large compared to their turnover.
Thelir greatest asset is their reputation, and this can be main-
tained only by the soundest Jjudgment and the most scerupulous
and ungeasing care in every issue they undertake. By this method,
which has been the practise for dccades, the public, both in-
vestor and consumeyr, has the benefit and has had the benefis
of the most% effective, because the most enlightened, sort of
competition, |

This reputation to which I have referred ig not only with
the investor, but with the lssuing company. The investment
banker is really & Adisinterested expert, standing between the
investor on the one hand and the borrower oh the other. He

hae in the past adviscd the utility as %o its best interests,

a8 & raiger of money on & basis which, under @@mpetiﬁive bidaing,
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he would be powerless %e Ao, on acgount of not knowing befors-
hand if he was %o ge% the business.

It i8 easy %o jump to the conclusion that because some
investmend house has handled the issues of securities of a
given utility company for many years, that 13.1® the result of -
some ingide imfluence., Such an assumption, however, ignores
tvo pointss |

1. How well has the Jjob of capital ralsing besn done by
the house in question?

2. How long woulA the imvestmen% house continue %o hold
the business if the quality of its advice and gorvioces
fell ofs?

Eternal vigilanee is the only way to continue o hold susch

business,

The question may well be posed: Way shouldn't securities
be ©0ld by the highest bidder; Aoesn't the consumer of @legtrie
service win by this in the end? My angwer Would be: Not at
the price that would have %o be pald for this change, Since
%he yicld basis on which gecuritics sell always in the enf
comes back %o What the investing public is willing %o pay for
them, the inevitable effect of competitive bidALng would be %o
cause investment bankers to out down costs by reiuvcing the true
value of their services. Sourd juigment and the builAing up

of & peputation would be thrown away in the mad soramble to gos

the business at any price and let the public take the consc-
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I have heard the same kind‘of critioclsm leveled at ths
utilities themselves, - that there was no competition in the
business, it was & monopoly. Competition in price and %erri-
tory there is not, of course, Lfor the very simple anq sound
reagon that in that business, with 1¢s enoxmous ratio of
capital %o earningsg'eampe%ition of the ordinary kind ocowld
only mean & sinful waste of capital that in the end would
makze sexvice poorer and more expensive for the congumer there-
of., But of really effective competition, the kimd that makes
for betier and cheaper gervice to the publie, there is a
plenty - competition with the gas man, the ice maR and others
to do the job for the people =‘competition among the members
of a large organization Wher@by the best men are stimulated to
try to succeed to the most responsible jobs., This competition
ig constructive where the other is destrustive and wasgieful.

The same Aifforenss, in my opinion, exio%s here - ocon-
petitive bidding based on price in the investment £ield would
atrophy and £inally destroy ¢the really worth wniie resul®s
whioch have besn obtaincd in the past from competition based
on sexrviee and well-carned reputation,

Commigs ion ey Healyz I have two or three points that I
would like %o take wp with you, Mr. Kollogg.

Can you give me gome idea as to tho membership of The

Edison Eleetric Institute?
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Mr. Kellogg: As to numbers, Ao you mean?

Commissionexy Healy: What percentage of the industry are
membors of the Edison Electric Imstitute?

Mr, Kellogg: Abtout tuo-thirde in size.

Commissionex Healy: Can you name gome of the large systems
that are not membors?t

Vr. Kellegg: Well, the largest one that is no% a member
ig %he Commonwealth Edigon of Chieago.

Commigeioner Healy: Is the New England Power Asgsociation?

Mr, Kellogg: I %hink not, now, Mo,

Go@miasioner Healy: Do you think of any other large systems
that are not members?

Yr. Kollogg: The Southora California Edison Company is
net a membow, “

Commigeioner Healy: Is the Associated Gas & Electrie?

Ux., Kellogg: No, not iteelf, but some of i%s former
gubsidiaries are members.

Commissioner Healy: Well, some of i%ts svbsldiarics ars
8%411l not meomberg?

Mr, Kellogg: That ig right.

Commigsioner H@aly:. Is the Cities Serviec Company &
menrber?

Mr, Kellogg: No, not as & company.

Commissioner Healy: Are you speaking hers on the authority

0f your membership, btased on a canvass of thelir sentiment, o
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are you speaking merely as an individual giving your own voint
of view?

Mr, Kellogg: I am spoeaking as an indiviAval., I am very
glad you brought that out, Judge Healy, becauss this is not a
guestlon on which the Institute has ever taken any position at%
all. Tho reagon X gave my standing with the Instituto in
introfucing mysell was simply because that is my businsss
addregs.,

Commissioner Healy: Then you are not here with authority
to speak for the memborship, or even the Board of CGovernors,
of the Edison Electric Institute?

Me, Kollogg: X am not, Rno.

Commissioner Healy: Xave you any intersst in 5ton@9
Webater & Blodgets?

My, Kollogg: No.

Commisgioner Heoaly: Or in any other invsstmeﬁ% banking
house?

Mr. Kellogg: No.

Commigslioner Healy: DPid youw come as & vesult of any
suggestion rrom the I.B.A.7

Mr, Kellogg: No, I 444 not., I eame, as I stated, on
acocount of sceing in the papers that there seemed to be & lagk
of intorest in this subjest on the part of the utilitises, and
ag I wag very mueh intorested in if mysolf, I askefl %o be

allovcd %o appeawr,



159
82y

Commissioner Healy: That is, you had noted the lack of
interest on the part of the utilities in this problem?

My, Kollogg: ORly from the papeéro.

Comniseloner Healy: Now, you have made & poing in your
paper about the soxviee that the investment banker can perforam
in getting vp the igswe, and so o, Porhaps you intended to
Ancludo, 1f you did not, the torms of the indenture, and so om,
ig that right?

My, Kollogg: That 18 correct.

Commigsioner Healy: And on another ooccasion - I can’t
recall Just whoem it wag, but it was not o loRg ago - you mAAO
a statoment which X have quoted tvwo or throo times, Which mads
quite an impm@@sion on me, that in these capital sed-ups, tho
common stock was the basic and the Foundatlion of the wvhols
sbructure, X don't romembor exactly Juot what your exprossion
vag, but it Uag gome cuch statcment ac. I have jugt stased. Is
that ight?

lr, Kellogg: That ¢, in goneral, correst, y0G.

Commigsioner Healy: Well, mow, lot's arsue from thag
Preminge reERrding common @%@éko apft your otheor idea ag %o the
servico That ean bo performed by imvestmont bankers, putiing in
7ith that, the statoment of the Chairzan thet his intorest and
the intersst of the othor Commicslioners Uas Ro% @90 muek in

priec and gpread, as it might bo in the capital set-up.

What vould you think of @ suggestion of this kRind: Supposge
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that an operating company stated its needs; it had to raise so
much money for such-and-such @ purpose., Supoosge, instead of
merely taking bids on first mortgage bonde, they invited the
responsible undervriters, or & group of respongible under—
writerd, to submii their suggestions as to what was the besgti
way to xalse that money, leaving the thing open far enough so
that an investment banker could come im if he gaw fit and say,
9% ¢think you ought ¢o raise 211l of this money by common &tock?
or "I think you ought to raise so much of 1% by bonds, and so
puek by preferved, and seo much by common?, or perhaps in other
proportions, |

Now 4f the investment banker can do the kind of sexvice
that you have talkked about, Uouldn't that be an apprxopriate
way %o have that kind of gonius and talent exercised?

My, Kollegg: It certainly wouwld, yes. .

G@mmi@@ﬁomer Realys Would you 806 any big objection %o
that Rind of competitiont OFf courge, the investment bankey,
in gubpdteting his suggestions, might inelude hig views aboud
prlices on the assumption that % was dene 1n'var&om@ rvays, and
he might indicate which vay he would advise tho csompany to do
1%

Mr. Kelleggs IXf I understood your question, Judge, there
wvag no competiftion invelved in that. You agked me vhether I
fhought that would be the sort of adviee whiéh 8 well-posted

nvestment banker would give %o & clien®,
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Commissioner Healy: Yes, there would be competition in

i% in this respest, that you might ask ror those suggestions
£rom several investment bankers.

Mx., Kellogg: Yes,

Commigsioner Healy: Now that would be eompétitionn not
ag %o price but as to braing, would it notY

My, Kellogg: Yes. ‘

Commiesioner Healy: You say they have got that kind of
brains, end here is o cochance for them to use them. Would you
sece any great objeotion to that kind of competitive set-up?

Mr. Kellogg: Not so far as the competition is concerned.
I qon’? know as X quite get your point,

Do you mean that a prospoctive igsue would go %o varioug
investments bankers and %ﬁe&r Judgnent would be asked as %o
what the best form of security wasg to issue?

Commissioner Healy: A% the same moment they might ask,
say, five different investment banking houses to submit theiw
suggestions as o how the neoded sws of monsy should best be
ralsed.

Yr, Kellogg: Yes, I can consider that happening, I think
£ive might be a rather large number, but 1% might be Aone.

Commigsionor Healy: OCan you soe any great objection %o

tha t?
Mr, Kelloggs No,

Commissioner Healy: All right, Now on this matter of
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the kind of service, the kind of judgment, the kind of intelli-

genge that inveetment bankers can exercise in getting up these
indentures, those indenture issusg - Ao you care %o make any
comment on thig fact, that in 1938, X velieve 1t was, on the
basis of studics made by this Commission, and their own investi-
gation, Congress concluded that the Wfiﬁing of indenturcs had
beenr so poorly domne that the contents of indentures ought to

be regulat@a by & Felleral Statute, and the éarkley Act resulted.

Do you think that would have happened if the.imves%men%
bankers had perfoxmed the kind of 86¥vice toward orotecting the
investor that I think your paper was intended %o convey or Ae-
geribe? |

Mr., Kellogg: X don’t know as I know the sircumetances
you refer %0, Juldge —-

Commissioner Healy: (Interposimg) Well, you know the
Barkley Act was passed by Congress, don't you?

My, Kellogg: I don't know about that Act. X do know that
indentures have gotien so complicated that that is a great
bugbear with the public and iavestors.

Chairman Frank: The Baﬁklay Act was aimel at the great
defeocts disclosed im the indentures, and the fact that inden-

_tﬁr@@ contained provisiomns exculpating corporate trugtees Lrom
any liabllity uvnless theoy committed murder or m&yhemglanﬁ that
was the purposc of that statute to vhich the Juige has refer=ed.

X% ig popularly known now as the Trust Indensure Act.
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The Jﬁdgeﬂs point is that i there had been the serupulous
care t6 pfbf@dt the investors in these negotiated deals on the
part of the investment bankers, there never would have been the
necessity for such a stafute.

Mr, Kellogg: My experience, Mr, Chairman, is that they
have been very sorupulous in trying to protect the investor.

Chairmen Franks: I would be interecsted to send you the
testimony before the Committees of Congress, and our reporis
on the subject, which show that almost without exception the
indentures contained exculpatory clauses that relieved trustece
from liability with, iﬁ gome cases, very unfortunate consequences
for investors. I don't mean that in the utility field particu-
larly, but since those same exeulpatory oclauses were 1in ¢ho
indentures, the same congequences might have ocourred, and 1%
is just good luck thej didn’s,

Comm3gsionor ﬁealyé I qdon'$ know how clogely you followed
the issucs of goourities that have gone through thig Commission
in rooent months,

My, Kellogg: X haven’t Lollowed them at all,

Commigsionewr H@alyzA Aro you familiar with what happened
in tho Appalachian case, the Appalachian Eleectric Power?

Mr, Kellogg: I am nos.

Commissioner Healy: Well, has it com® %o your attention
that iR a great many of these igsues that are being put through

thig Commission, in the final analysis the deal isn't set up
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by the underwriters, bui is, %o a considerable extent, the

result of negotiations betwesn this staff and the issusr?

Mr. Kellogg: Yes, I realize that,

Commissioner Healy: For example, you know how it happened
in the ocase of the Appalachian Electric Power Company, that
many millions of dollars of debd claimed by the American Gas &
Eleotric Company was translated into common stook?

Mr, Kellogg: I haven't followed the recent issues, I have
bsen busy down here with the Defense Commigsion.

Commissioner Healy: Do you know the history of the El
Paso ocase, and do you know what happened %o the original issue
as 4t was presented %o this Commission, and how it compared
with the final issue that was approved and put out, with our.
congeng?

Mr. Kellogg: My recollection is that there wés Mo ra
equity roquired %o be contributed. I have forgotten the exact
figures. I wag familiar with it at the time,

Commigsioner Healy: ©DI4 the investment bankers work
that out?

Mr, Eellogg: No, the investment bankors were, I %take 1%,
engaged in trying to ralse the money by refunding, on as cheap
2 basgis as thoy could, |

Commigsilon er Healy: That is, the %ask of ralsing that
poney in the way best suited te the i@smeég %0 the applicable

statutory standards, and to the interests of the invesbors,
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wasn't done by the investment banker, was 1t7

Mr . Kellogg: Oh, yes, his aﬂ;ice was taken, not followed
plindly, dut my recollection of the E1 Paso case was that the
total bdn&e& debt was reduced to some extent,

Commigsioner Healy: The bondablility of depreciation addi-
tiong was controlled by the imdenture, was it not? That was
put in at the bohest of the Commissionr, was 1t not, or a%
least the ratio was reduced?

Mp, Kellogg: I dare say, I am not sure.

Commissioner Healy: Can you point to any instanee where
any olausee were put into indentures in the case of a first
mortgage Aebt, that were desgigned to preserve a favorable
ratlo of debt %o net propexrty through the dovise of regtrict-
ing adqditiong built Lrom Aepreciation money?

" M, Kellogg: I don't know as X can specify that one,
Judge, but I know of @.gr@at pARY provisions that have been
in indenturcs in the past %o preserve the ratlio of debt %o
total propersvy.

Commissioner Healys Well, I‘think i% may be oper %o
question as to whether the provieions had that effect.

Lot me agk you this one: Suppose you start with an issauve
where the ratio of aebt %0 net property is 80 percent. Yo you |
think that a provision in an indenture, vermitting additions
built from depreciatlion money to be bonded up to the point of

70 percent of the cost, will preserve the 50 pvercent ragio?
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Mr. Kellogg: No, but the reason that is done is this --

Commissioner Healy: (Interposing) Just & minuge, it
would destroy 1%, would 1% nott

Mr, Kellogg: May I just finish my answer?

Commiesioner Healy: Yes,

Mr., Kellogg: Of course 1% woulA destroy 1% if 4% were
used %o the 1limit, but those Ligures, as I have alwaya wmdaer-
stood, have been put in there so that a company would be able,
when the bond market was particuwlarly favorable, to get the
maximva amount they poesibly could reasonably borrow on their
propexrty. They would still be up against the same oriteria
for gsouwndness of oc&plial struscture in gelling their varioug
goouritics in the fu%ureg ag they had been in the past, They
would probvably etrive to maintain that 30 percent ratic you
mentioned, and pogeibly to improve i%. But I do hinmk, in
all justice, 1t should be said that that relatively high ratio,
the 70 percent, is put in there as & matter of £lexibility in
ca2sc the bonds should be gold at a ¢time when 1% was partilcular-
ly advantageous %0 aell bondg, that is, when bond money vas
most easlily obtained.

Commigsioner Healy: Well, without trying to get into
too many specific instances, perhsps you wWill agree that if,
in the oage that I posed & moment ago, if you started with
the 50 percent ratlo, and tho company were pemitted to bond

depreciation additions to The extent of 70 percent of coot,
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the favoraﬁle ratio with which you bhegan would be Aestroyed?

Mr. Kellogg: I£ $hey utilized that, yes, but not unless
they did.

Commissioner Healy: I would like to ask yowr judgment on
this poin®:

Many of these issuss have %o go through a State Commission
and then many of them have to come here, and if it 1s an ex-
emption caée wnder 8(b) of our Aot, we have the vower %0 im-
pose conditions. Then many of %hs provisions of the indenture
are gontxolled by the Barkley Act.

Do you think that as a result of the Holding Comovany Act
and the Barkley Act, and the kind of scrutiny that the issue
gets, the kind of sorutiny that the indentuxre provisions get,
that there is a Aistingt tendency toward st&n&ar&izgtion.of
indenture provisions?

Mr. Kellogg: I should thiak, so far as the indenture pro-
visions weré coOneeINned, yes.

Commigsioner Healy: Will you agreec that the area in which
the investment banker can exercise tho kind of ability that
you have deseribed, with respest to theiin&@n%mf@ rovisions,
is being congtantly narrowel ag & result of those statutes?

¥r. Kellogg: As to that particular point 3% might bs,
yed. |

Commiss ionsr Healy: Now you spoke in the early pare of

your statement to the effect that A% was inevitable that
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oompetitife bidding would lead to prices which would be %oo
high. How Go you arrive at a judgment as to whethner a pric@
is too high or not?

Mr, Kellogg: Merely from the results of the offering.

If the price were too high, the igsue would go badly, and would
come back on the undervriters' and dealers' hands. They would
probably have %o sell it out at a 1@390’

Commigsioner Healy: Well, assuwming that they 4idnit sell
it out at & logs, but succesded in selling i%t, would you give
any weight to the market bshavior of the particular sscurity
over & period of a few weeks, say, arter th@ isgue was sold?

Mr, Kellogg: Yes, quite considerable weight. I think the
secondary market would indicate, unless there had beer some
bagic oh&mge in the whole market, would indlcate whether the
price had been right when it came out.

Commigel onoy Healy: Now, asswming that Queing the dis-
tribution periocd before the Aissolution of the syndieate, the
price bas been stabilized, and assuming also that the market
in genexal hag remained about statie, do you think that the
marizet behavior of the socurity during the stabilizing period
givos you any adequate basis om whish to fomm a judgment as
o vhether the price wag %oo high, too low, or just right?

My, Kellogg: X am not suwe that I know oxmotly what you

mean, You say "before the syndicate was dissolved®?

Commisgioner Hemly: During the period that the syndicate
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ié-in exigéenas; and assmming that the syndicate stablilizes
the orice during the period of Aistribution,

Mr. Kellogg: In that eveni, the nrice would not, of course,
prove anything in itself, but ths price after 1t is over, would,

Commitsdoner Healy: After the asyndicate is dissolved and
the law of supply and demand begine %o operate. without artificial
regtrictions, you feel that you oan then form a true judgment
as to whether the issue was priced too high or %too low, or aboub
right? ’

Mr, Kellogg: Necessarily, yes.

Commissioner Pike: In this matter of bonding dAepresiation
reserve, instead of using a 70 percent bond clausse in the in-
denture, if you started out with & property boaded at 50 per-
eont, and had a 50 percent limitation only, and still bonded
your construction made out of deprscilation funds at 80 percent,
you would s%ill be adding an undue amount of 4ebt to your
property?

My, Kellogg: Possibly 80, but I want %o repeat, Mr.
Commissioner, that in all my past experience the size of thag
ratio between oogt'of extengions and the amount that can be
bonded has always boen way beyond what the @ompanies have used,
and has been fixed at & price so that they wouldn'¢ be cxamped
in a particularly favorable bond market situvation.

Cheirman Frank: Well, a particulerly favorable bond marked

might be partioularly favorable %o the issuer, dbut 1f it helped
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towards or led %o a A1lution of the outstanding seocurities, and
a refuction of the margin over the bonds outstanding, 1t is
something that ought not to be allowed, ®/on't you thinkt?

Mr. Kellogg: 7% is something you would want %o corréo@ in
later years in ordsr %o get back to whers you would considew
the thing ideal,

Commigsioner Pike: OFf courge, in the history of the
elestric industry up %o, say, 1870 or 1831, we have been de&liﬁg
with an industxry that grew at & vate of 6 percont per annum com-
pounded, or not much undey, sometimes nearoyr 10; so that 1t
doubled itsell every 12 opr 14 years, and Trequently more often,
and this whole guestion 6? depreciation has been relatively
unimportant, because from half to two-thirds of your nroperty
in gérvice was new,

Mr., Kellogg: Yes.

Commigsioneyr Pike: I% may very well be that we are not
in that ares any more, I mean, that is the typiocal history
of new businesses that get popularity, that they come up with
a big push, and the electric business has been pushed, that
somewhere along the line they level off and grow with the
pogulatﬁcn, Now the electrical business 18 gtill growing
fagter than the population, but the prognosig would be that
somowhere 1% would act like all the others, and either level

off and go with the populatior, or some other new invention

like Uranium 235, or some directional waves, or the like, may
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take & part of the businesz or all of the business.,

And 1f 1% Just levels off so that depreciation alone re-
sults -~ I am leaving out obesolescence a% the moment - the methoed .
of handling depreciation bacomes very, very importan®t in setting
up the final earnings, and also in saying what should be the
1imi% of debt on the propsriy, mumch more so than when the thing
is growing. |

Here we have all been following -~ I say "we' - most of
the operating utilities have been following the retirement re-
gerve method, rbughly taking out of earnings enough to retire
the property, to write off the property that came out ofisera
vice, which roughly 48, say, 20 years old. It 48 property
that came out of service in a company that was a half %o a
third the size of what 1t is today. Where, if you go at a
method locking forward %o the time when the present property
goes out of service, you wWould have to doubls or $reble your
provision, either including or not including interest, let's
leave that out for the moment.

And when you get to a static level in earnings, your
actual physiocal retircments are going %o build up %o vhat you
would necegearily have to 8ot agide, with the retivement re-
serve and the straight line depreciation methods tending %o
ocome togethewx, |

If woe look forward to that happening in $he next 20 ysars,

4% looks pretty reasonable to expect that we should be more and
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moxre insistent mpén adequate depreciation now, and muoh more
insistent that money taken from depreciatlion and put in the
property, which is the practical way to handle it, should not
be bonded at all.

Thie is getting away from the original question, but it
zots back %o i%, and that is omse thing, to the best of my know-
lodge, we have never seen in any indenture, or at least in very
few indentuwreg, and I must say that the investment bankers have
been right shocked at having been agked %o put it in, They have
put 1% in, al though not too graciously.

Mr. Kellogg: Well, when you say "put it in®, that affects
the ratio of total p?@p@?ty.ﬁhat can be bonded or arfects the
ratio of %the nevw investment that can be bonded?

Commissioner Pike: The new investment made out of the
depreciation moneys saved within the system 1tself at the ex-
pense'of the consumer, and %o make sure that the péople who
have put senior money in there won't have & lot of other bonds
along with them to be paif off, oo, but they themselves have
furnished the money out of which the property was built, and
out of which this depreciation was earned, where the new oon-
struotion was made.

Now give yourself & 20-year property, operating under
gtatic conditiong, a 50 percent bond ratio to stock, and allow-

ing 60 percent bondabllity of new constiruction., The only new



construction you need ie -~ you save enough nut of ybur dgprecia-
tion to Ao your new congiruction. AT the snd of 20 years your
0ld property - let's say the impossible, but assume the cir-
cumgtansce - all goes out of service at once. Your property

now 1is the property built in the last 20 years out of deprecis-
tion money. You have bonded 60 percent of it., Your oiAd bonﬁa
haven't been paid off, and you have bonded 30 percent qf this

new gongtustion., So yow have a 70 vercent ratioc on your present
PrOpPerty.

Mr. Koellogz: In tho meantims your bonds would very likely
have been cut down by a sinking funél°

Commissioner Pike: I hope so. We have a good many issues
come in without sinking funds, and 8till trying to allow bond-
abllity of all adAitions, no matter from what funde the con-
gtruction was done.

Mr. Kellogg: I will say this, in commenting on what you
have sald, that of course if i% is conceivable that the in-
dustry ever reachef & period of absolutsely no growih What@vef,
then the rotircment resexrve depreciation method and the straight
line depreciation method would be the same thing in figuvres,
that ig perfecily trus,

Commigsioner Pike: They tond to come Sogether over a
period of years?

Mr. Kellogg: Yes., Of course, on the other hand, if you

had zero growth, you wouldn'’t be raising any more capital money
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and your bond igsue, through the sinking fund, would be vexry
substantially redused at the end of 20 yeare,

Commigssioner Pike: Again presuming the ideal --

My, Kellogg: (Interposing) What I mean is: the effect of
that sinking fund oveyr 20 years would probably be to out the
bonded debt down toe, say, 60 percent of what it was, and you
would have the same properties you had before, and the same
earnings, and 1% would be a very much better buy.

Commisgsioner Pike: 1 agree thoroughly.

A great many issuers Adon't want %o put those provisions in,
and a great mARY wnderuriters bring the issuss down to us afisyr
all the negot&a%ions, and they are 8till not% in, and they are
not too happy when we ask that they be put in,

Commissioner Healy: I think that thore is one comment I
would 1like %o make about & question that I agked yow, Mr.
Kellogg. I asked you i€ you had any interest in Stone, Webgter
& Blodgetst, or any other investment banking house. I want to
say that I 4i4n’t think you 434 have,

Mr, Kellogg: I have not, Judge, not aie gens.

Commissioner Healy: I wanted %o ask the question %o get
¥he fasts in the record.

This i a 13¢%le off the subjest, I Aon’t know how much
i% has %o Qo with this subject We are Alisocussing, but 2inee

you axre here before us, and singe you have said many things

today and in the past that have been of great intersst <o us,
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I would like very much to get your ideas, if you are willing o
give them, as £o what you think the ideal capital structure
should be of an operating electric light company, the ratio of
securities to total capitalization?

Mr, Kellogg: As I have said many times in the past, I
think that the 50-25-25 ratio ig a good, sound ratlo, 50 percent
bonds, 25 percent preferred stock, and 25 percent common stock.

Commissioner Healy: Which goes without saying that 40
would be better, or does i%?

Mr, Kellogg: It devends on'what you are trying to &ccoma
plish, Judge. If you wanted %o play frightfully safe and could
ralge money easily, of course the besgt thing woubé be nothing
but common stock, that would be a pserfect company, it cowldn's®
go broke; but it would not necessarily ralse all the monsy as
the cheapest rate. That i@ why bonds, on the whole, have besn
8014, becauss a well-securel Aebt can raise that much of the

monay cheaper, and, in the composite, is gupposed to raise money

cheapexr than in any other way.

Commissioner Healy: Of course, it also affords leverage
for the common stockhclders?

Mr, Kellogg: Well, Judge, I don't think it has bsen done
for that reagon. I won't say 3t never has, but I don’t see
that as the basis for setting up cavitalization of the company.

Commigsioner Healy: You have got & good many companies

where the common stock ratio is even smaller than you have
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indicated. Bub this is true, is 1% not, that if you assume &

7 or 6 peroent retuzrn on total capitalization, or total property,
that the stockholders not only get the allowed rate of return

on their own invegtment, but they are also the beneficiarieg,

are ‘chey.not9 of the difference between the effective rate of
interest on the bonde and the falr rate of refturny that ig, ir
you have got 4 percent bonds and a 7 percent rate of return,
there is 3 percent that% goes to somebody else, - in other words,
that is leverage, is 1% not?

Mr. Kellogg: Thet is leverage,

Commigsioner Healy; And it does eoxist.

Mr. Kellogg: It does exist, definitely. Of course, 1%
worke two ways, Judge. The mere fact that that would be the
cage 1f you got 7 percent on your whole investment doesn't®
mean that you necessarily would get the 7 percent. In other
words, common stocks, as a whole, are not doing so terribly
well these days in some ways, so that the leverage does work
tWo waye. |

Commissioner Healy: Wsell, my observation is that the
oommon stocks that represent actual investments in companies
are doing quite well; and common stocks that represen% write-
upe and are baged on mere bookkeeping entries, are not doing
8o well,

We know of many cases where the common stock is owned by

2 holding company and the operating company cost the holding



31J

B4'7

gompany nothing, and in some cases less than nothing. It ilen't
surprising that people aren't getting as good a return as they
used to, in thess Adays of intensive regulation, on a common gtook
that cost them nothing, isn’t that so?

Mr. Kellogg: That is inévitmbleo

Commissioner Healy: When you find that situation, doesn't
it appeal %o you as sort of poetic justice that tha? shouwld
happon?

Mr, Kellogg: Well, I shouldn't think of 4% so much along
the lines of poetic justice, as 1% being the inevitable rssult
of an unsound capital struciurs,

Commigsioner Pike: You oan teake a good rifle and hisg frog
here the power plant of a company that has a common 8%ock which
co8% its ownexrs nothing, and yet is earning well over 100 per-
gent & year on its stated value, It has no ésset value what-
ever,

Chairmen Franks Thank you very much, Mr, Kellogg.

My, Webster!

STATEMENT OF ROBERT C, WEBSTER
Naghville, Tennessee.

Mr, Webster: Mr. Chairman and Gentlemen of the Commigsion:

I am from the couvntry. My firm operates at Naghville,
Tennresses, has no branch offices, and our function 18 %o sexve

the investment dcmands of Nashville anAd the immediate vieinity.

A% the outset I would like to state that our clientele
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18 not unaware of the additional safeguards which have been
afforded them by the Seocurities Ixchange Act and this Gommission,
and the éact that I appear on this occasion Aoss not mean that
we are oppnsed to ths purposes of the Seourities Exchange 3@%
or this Commisslon,

But without going into any academic Adlscussion or technical
discussion, both of which grounds have been thoroughly covered
duriﬁg the process of this hearing, I want to address myself
to one asubject, and that is the welfare of the small insfitutional
and individual investor btack in the country distriocbs, and the
small dealex,

My firm anf its predecossors have been in continuous opera-
tion foxr a period of 650 years. The only reagon that I can ac-
oownt'for the fact that we are still in business is that we have
conceived that our function ig two-fold, and I don't know which
function should be stated first; that is, to offer as compre-
hensive and thorough an investment service as possible %o the
people of our communidy; and to make money for ourselves,

One is so Asependent upon the other for eii@%enee that I
don't know which should come {irst.

Under the old omier, not necessarily old order but uniil
the past few yeare when we all began to feel the pressurs, our
policy on the matter of Alstributing syndicats issues was

briefly this, that every issue offered by certain pringipal

undervriters which met the investment requirements of the
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people of our commuwnity, we Took the entire amount of bonds
offered to us, We didn't worry & bit if they dldn’% go oufk
the fivst day or the eecond day. Vs had a point or more pro=-
teétion in the bonds, we had enough profit in them %to Jugtlily
carrying them, and epough profit to pay & salesman, %o Justily
a saleaman going out in the sticks and peddling the bonds, iY
neceagary one and two &% a tims.

Our individual sales on syndicate issues have run as hign
as 30 on a given igsus, and ocur partieipations are esmall.

My problem is entirely different from that of Hr, 3tark-
weather, who stated this morning that these syndloate issuss
were & prineipal source of revenus or proflt to his business.
To us they are not., I think that I would be glad %o sulmit
our books for examinm%&on onn syndicate isgues Loy the pagdt
four or five years, and I Woule Ye veory thankitul if we found
that we came out in the black.

But it is aboolubely necessary, in ordor to render the
kind of investment service that our people require, that we give
them the opportunity of getting the %op name utility and other
corporate 188ues,

Wo believe, and our olientele belleve, ﬁhat if this rule
ig put into exXfect, we will be deprived of that opportunity.

Now you gentlemen are well aware that under the N,A.3.D.

ruleg, and the torms of the selling agreement, if wo take 50

or 75 bonds, due in 40 years, at a yield of 2.81 percont, with
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& half point in them, until the termination of that selling
agreement we can sell them only st one price, regardless of
the demand and regardless of what our customers may think they
are worth, Our hends are tied.

Commissioney Healy: Do you think they cught to be tied,
Mr, Webster?

Mr. Webster: Judge, I would much prefer that they not be
tied as tight as they are. I think that an sighth is very
1ittle oompensation for selling a bond, and when my selling
agreement only permits me to re-allow an eighth, it makes it
e 1ittle diffioult to move the bonds if another dealer has the
order,

Commissioner Healy: Have you naticed some distributors
finding th emselves in that predicament, who have dealt with
the men in the G.I. market?

Mr, Webster: In times past, yes, but not recently.

Commissioner Healy: Is that besause the N.A.5.D. has
somewhat crampsd the style of the G.I. market recensly?

Mr, Webster: That would be my guess, sir, I think 1% hag-
had a decided effect on 1i%.

But that is a problem %o us when we have such a small
margin in the bonds, and the constant threat of changing money
policies emanating perbaps from thie center, or the constant

threat of war developments that might break a market 5 voints,

and if you make a half point on 50 bonds, if that is youxr
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ooesibility, and one of these market oracks comes along, and
you taxe & & point ioss, it takes a good many syndicate igsues
te make that bagk. |

Commisgioner Healy: But when you see that coming, this
agreement leaves you rather helpless?

Mpr, Webster: When we see that coming, we ocan put them
on ice and hope, that is all we can Ao, sir,

Commigsioner Healy: Just sit there and take 1it?

My, Webster: Yes, sir,

Now we have felt the effeat of two recent developments in
the investment businesse, and I don’'t intend fto Alscuss this
academically, I think we might argue the rest of the year on
whether or not compulsory competitive bidding would over-price
igsues., I am Lirmly convinced that it would.

Chairman Frank: One way of finding out would be %o £ind
out?

Mr, Webgter: To f&ha out, 83r, and we have found out, Hr.
Chalirman, and I want to cite just & few inetances.

Firat, I would mention the Southern Bell Telephone 3's
that oame out in 1939 —-

Chairman Frank: (Interposing) Wers those sold competi-
.tively?

Mr, Woeboters No, sir: but the threat of competitive

biddAing was there.

Chairman Frank: That 1s an interesting question. Let'sg
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develop that.

Suoposing we don't make & ruie - we haven’t had a rule on
conpetitive bidding, but we have had competition of a certain
ind in cne issue, Yor instance, nretty well known, the San
Antonio, not Aue to any requirement of %this Commission, but
due %o the fact that at the last minute the banking house
sought to take the iassgue and offeraed, krowlng the price That
had béen agreed upon, to top that price, and the utility exeou%
tive felt obliged to, notwithstanding all the previous negotia-
tiona, consider it. So the original parties with whom he
negotiated topped the original price. I{ was distributed at a
half a point.

Now that was in no manner any conssquence of anything dons
by this Commission or any competitive bidding rule, It would
seem Yo me that that kind of a situation can develoy again and
again and again in the absence of any competitive bidding rule;
whereas, if you had competitlive bidding of the kind that this
oroposed xule would contemplate, each person would make his
bid without knowing what the other person had bid, and the
advantages obtained by the adversary bidder in the instance
to which I refer, would be non-exigtent. In other words, every
fellow has put his cards up at the same tims. 30 that the
&pp?@h@ﬂ@i@ﬂ@ Fou have about such a deal as the Illinois Adeal

or the San Antonlo Aeal, are not going to be relieved by the

Ron-promulgation of a competitive bidding rule,
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On the contrary, I think the competitive bidding rule would
do & good deal to stop that kind of situation.

Mr., Webster: Perhaps you are right, Mr, Chairman, buf
my observation on that point would be that that is atill an
agademic disoussion. My actuval experience ie that we 4id not ‘
feel ihe effeoct of the threat of competitive bildding until the
attitude of this Commission became known.

Chairman Frank: Oh, this happened long before we had any
attitude - we haven't had any atti%uaeo Let's get the faols
here, We sent out in February, I think it was, of 1940, a re-
quest for comments on our Rule U-12-F-2 because cortaln
persons in the investment banking industry were critical., It
ie true that two members of our Commission, but not the majority,
had indicated an opinion that they thought competitive blidding
was Gesirable. And all we A4 - three of us 4id not so indicate -
we sent out & request for comments, and we got & 1ot of them,
and most of them were numerically from the same persons that
have besen appearing here the last few days. The Commisgsion Aid
not indicate its attitude, and has not yé%,

The etarff prepared a report which went out December 18,

I bvelieve, of last ysar, which was the staff's view, and as %o
vhich the Commigsion sald 1% had not reached a conclusion,

But even assuming that anybody believed that that repre-

|
sented the Commission's thenr view, that was December 18, 1940,

and the Telephone issue to which you refer wag —-
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Nr. Webster: (Interposing) July, 1939,

Chalrmen Frank: Long before this Commission had even
remotely indicated any interest in competitive bidding,

Mr, Webster: I was under the impression, sir, Shat Alg-
oussion of the subjest had been invited by at least individual
memboers of the Commission.

Chairman Frank: Not at that %ime.

Mr. Webster: But in any event, we diAd not feel, prior %o
tvo and @ half years ago, approximately, in the inland points,
in our job of distributing securities we felf no effect of
either the acgtual eompeﬁitive bidding or threat of competitive
bidaing.

Now in thoe case of Southern Bell, the preliminary price
discussions and ideas were 105, at which price we had a sub-
stantial local interest. The Southern Bell serves our terri-
Sory. When the several 3tate Publiec Utility Commissions were
approached by one underwriter on the subjest of competitive
bidding, and they communicated with the Seourities and Exchange
Commigsion --

Chairman Frank: (Interposing) And the Commission sald
it bhad nothing whatsosver to 4o with it, which it hadn!%, be-
cavse They were‘teiephone issues, and @vén if we had been
sympathetic to the idea, it was none of our business, becauss

we have nothing to do with telephone issues except o see thas

the registration honestly sote forth the facts, and that is what
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this Commission sald in stateménts which were published at the
$ime, 1% had nothing to do with the matter.

Mr. Webster: Well, in any even%, the bonds, instead of
goming at 105, came at 107-1/2, at which price we sold 5 bonds,
and gold the remainder of our very nice allotment at a orice
of around 108,

Chairman Frank: Which exastly illustrates my point that
in the absenca-of any rule on our part, you are going o be
subjeot to that situvation,

There are two gentlemen in this room that believe in going
after business, and the regt of the banking community don's
like i%t, but they are going and nothing thie Commissior can
do oan stop them, even if it wanted %o. I don't know why it
should want %o, becavse it is rone of our businesa, But if
they want to go and actively comvete for igsues, they ask us
'to make & rule, If there were a rule made, then the competition
would be that everybody at one moment would have his bids
opened, But, there not being any guch rule, if banking houss A
makes an offer, and the deal is about $o go through, anrd the
terms axre publighed, and Mr, Stuart or Mr. Otis can come in
and offer & better prics, then the utility executive who
cavalierly turng that down may £ind himself in ALLficulty with
his soourity holdere.

Now we cam't do anything to stop 4%, but you have got the

threat of competition in its worst form in $he abssnce of a
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rule, and as I say, that sort of thing started long before we
manifested any interest in 1%, and with‘respec% to a type of
security as %o which we had nothing to say, the Telephons issue.

I don'¢ know how you are going to stop i%; we can't., And
if that ig an evil, I think you might mitigate the evil by a
competitive bidding rule, but you won't augment 1%t.

My, Webster: Ws may have a very Talse impression, v,
Chairman, but back home we are all of the belief that the urge
of competitive bidding has been more or lesa fostered by this
Commigslon,

Chairman Frank: Well, 4if you will take your dates you will
see that it can’t be 8o, that that Telephone issue To which you
refer came out before this Commission had exXpressed any views,
even remotely, on the subject, at a time when we had no rule and
there was no discussion on i%,

Our rule U-12-F-2 orovides that where we find a banker to
be an arfiliate, so that his participation would be limited to
§ percent, that he may avoid that limitation by either having
oompetitive bidaing or shqwimg it to be impractical. But thasg
clause has been a dead letter, and that is the only remote
ref erence %o competitive bidding w %o 1940, as far as this
Commigeion is concerned,

No, I don’t think we stimulated the interest of Messr8°

Stuart and O%is in the problem of competitive bidding, They

can speak for themsslves on thag. They may think they stimulated
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us, I ﬂon"i znow that they Aid; I Aon't think we put any ideas
in theilr hsads, ¥ don't think we nsaefed to.

Mr. Webster: And if I am in error, I want to correct my-
self on that,

But to nroceed with my actual experience, and I intended
to stick to cases instead of an academic discussion, a reoent
case of the Boston Edison is of interset. I want to show you
the mechanics from my standpoint, my problem as a small dsaler,

There was one losal order in our market for those bonds.
We wera given our proportion of that order. ihen the price wa
known, as soon ag we got the telegram from the First Boston
Corporation, we immecdiately entored the asubseripdilon, whioch
was all we could o, for the bonds. We were not offered any
firm bonds. This was an insurance account. The bonds were
offered publicly at this price for subscription. We had to
confirm our bonds to the insurance company. We got confirma-
tion from the syndicate manager the following €ay «-

Commigsioner Pike: (Interposing) For all the bonds
you wanted?

Mr, Wobster: Yes,

Now 4f the issue bhad been hot, and I had been left oud, I
‘would have been short and would have had to cover two voinss
lose, verhaps, Now that is one evil and one serious injuatics

%o the small dealer back home. We donr't mrintein a trading

pogition in those issues that would enable me t6 recover that
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loss, When I am shordt, and have to cover two soinis logs, that
i8 the end of that story on that issus,

That is contrasted with the method ﬁhioh is usually in
vogue, of offering us a given number of firm bonds for acespi-
ance up to a given hour Auring the day. 8o I think that
plagss an undus penalty on us,

Chairman Frank: What qu you say %o the suggestion mada
several times in the course of these Alscussionsg, that an
issueyr who wanted to see that kind of &istribution that you
refer %o, could impose the condition in his offer for com-
petitive bidding, that there be such syndicate arrangement
made, so that the erall dealer would have an opporiunity <o
deal in what you consider the traditional manner?

Mr. Webater: I would out that in gomewhat the same cate-~
gory as the statement of principle of the Congressman from
Illinois this morning, - 1% is a beautiful idea, but it won'?y
work,

Chairman Prank: Why won'¢ it work? I undersiéand you say
it won't work, and I heard that sald many times, but I Jjust
couldn't follow the reasoning. It is said to us that the issuer
finde it Aesirable te have that kind of Aistribution, and thad
it costs him something to get that kind of distribution, be-
cause - go 1% is salid - competitive bldAing of a kind thatg

would eliminate that kind of distridbution would senable him to

get more for hig bonds, oy, $o put 4t differently, you get é
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higher price in ocompetitive bidAdling, sc 1t has peen saild, be-
cause that type of Alstribution drops out and the spread ia
narrower.

Now if the issuwer wants that tyoe of ﬁistribﬁtionv if he
thinks it is desirable, why can't he put that in his offer?

If he doesn’t want i%t, if he doean't think 1i¢ is dssirable - and
it has been said again and again that he does - but if he does
'notg then I would think that was hig own business, But 1f he
doesn’t think it ig desirable, if he doesn’t think tThere is
going to be over-pricing, if he dcesn’t think these consequences
are going %o ensue, he ought to be allowed to use his judigment.
But if he Aoes, he can get anything he wants, Why can’t he do
that in competitive biAAing Just the same as in private negotia-
tiong?

Someone answered that the syndicate manager has to 8it
there watching, minute by minute, and he can't make such fimm
arrangements., Well, if he can't, then he can't in a private
negotiation. He can make just as good arrangemente in & com-
petitive biddlng deal as in & privately negotimted Qeal, As
Judge Healy suggested, the best you ean get in any kind of set-
up like that is the "best effort* clause.

Someone sald here this morning that on a privately nsgotsiated
deal you couldn't absoluiely agree yoﬁ were going to have a

certain Aistribution, but you could have an understanding that

you would endeavor to do So. I Aon't see why you can's put
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that in a competitive bidding orffer.

Mr, Webster: Well, my understanding of the chain of
liabilities under the competitive bidding system would make
that very difficult %o be workable., As I understand i%, if
compulsory competitive bidding is put into effest, we, either
ag underwriters, the underwriting group would either have %o
be relieved of certain liabilities which they now h&ve unfder
the Securities Exchangse Act, or would have %o spend a tremendous
amount of money prior to the date of sale of those bonds in

the investigation of the issue.
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Chairman Frank: Now sse if I underaﬁand you. You are
now talking of the liabilities of those who are underwriters?

Mr. Webster: Yes,

Chairman Frank: Well, it is astonishing to me, and
I think %o all of us here, that that question has been ralsed,
because we justé 30 not understand how the very psereons on
whose behalf that argument has been made had dared to take
those allegedly tremendous burdqns and liabilitiss in connec-
tion with'competitively sold utility securlties of New England
companies, I% is a very funny thing that we never heard of those
liabilities, and that 1% was practical %o ssll those things, and
that Mr, Arthur Dean was counsel for the company that did it
and he never came down here and saids_?You have got to change
the Securitiee 4ct in order %to do 1%". Arthur Dean, when we
talk about competitive bldding, suddenly discovers, by Heaven,
he made a mistake., He said ths other day, rather humorously,

we ought not to bring that subject up any more., We Just'cannot

-avold it, It is just too significant that we never heard of -

these %errible things about the millions and millions of New
England bonds sold. The Securities Act suddenly takss on the
form, vis & vis, competitive bidding, when 1% never has been
up %0 now.

Mr., Wébste?: Mr. Chgirman, I have never been the originator
of & public utllity issue., Our-firm, in recent years, has

originated one corporation issus of a small size, $2,500,000,

! .

H
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in vhich ws were Joint managers, and it Yook us a period

of abou} three months and a good many thousand dollars to
become fully aware of what our liabilitiss and resﬁonslbilities
were. During the process of preparing the statement and filing
the s tatement, the incubation period, during that period we
bscame fully aware of our responsibilities,

I did not intend to get into that field? If you will
pardon me, 1 wiil confine myself to my field., I wender if you
have ever been on the regeiving end of these 35-percent cassg?

Chaifman Frank: Mr, Pike has.

Mr. Webster: Here is our problem. We gs% an ilssue of
30 or 40 year madurity, @e%ween $2.50 and $2.70 yearly, with
a half point yield in i%t. We find our average cost of salesmen’s
compensation —- We in the country do not have the large
institutional ac@ounts that Mr. Starkweather has, thersfore our
syndicate business 1s ﬁot as profitable. Wg £ind our sales
commission averages 35 percent on such issues. If we take and
successfully sell, without any write-off and without wholesaleing,
50 bonds, with a half‘point yield in it,.after payinz our costs,
our firm has made $37.50 on the 50 bomds. If we have three
quarters in 4%, we made $212.50. That is a very small profit
for a$60,000 commitment, with war threate changing money policy
and everything of that kind, without giving us an additional
threat of competitive biddimg., As I say, I do not want o

discuss that asadesmically. I am firmly convinced, my clients are
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firmly convinced that'competitive bidding of necessity will
produce higher prioces. They se2 1% operate on our emall
municipal issues.

Our house makes as much money primarily out of municipal
bonds, and on corporate bonds, not on syndicate bonds., As
I say, that is a service we must render in order to kesp the
position we hold in our community. We say on a small municipal
;ssue0 such as 50 to 100 bonds, in our immediate vicinity,
with these dealers bidding %o recover their position, we make
3/8%hs or 1/2, and the same thing will prevail in the corporate
fisld.,

I am thoroughly in accord with Mr. Starkwsather, as far as
he went, on one point. I think there will be one principal
benefactor of this rule and perhaps half a dozen of the
principal wnderwriters who might beﬁefit from this rule., I

think this rule would serve to greatly corcentrate the undsr—

writing in a few hands, rather than in approximately 125 %o 150

houses, who occasionally par®icipate im 1%.

Chairman Frank: May I ask a question? This is not sald in
any eynicism. Human nature, with a dollar sign in front of it,
acts uniformly. I mean men ordinarily in business Qo not dis-
closs amazing gemerosity in giving away their funds, I¢ you
were going to be the beneficiary, financlally, of a rule %o be
promulgated by the Commission, you would not come down and object

Yo 1%, would youy
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Mr. Webster;' If I were the benef‘iqiary9 i would not, I
gald "benefactor®, I meant beneficlary.

Chairman Frank: You would not objszct, would you?

Mfo Webster; No, I would be here suppording 1it.

Chairman Frank: Is it not surprising, although you and
Mr. Starkweather say the underwritiﬁg firms would be benefilciaries,-
that they come dovm here objecting to it?

Mr, Webster: I say those are the posfibilities. Perhaps
a half dozen additional ones would benefit. I can ses one
house that would very definitely benefit, and I can think of
another hal? dozén9 by reason of their position in ths under-
writing field, that the underwr;ting would be more and more
concentrated among those houses,

Chairman Frank: If there is going to be more concentra-
tdon than there 18 now, then those persons who are in that
group known as the concentrated group are all going to bs
beneficiaries, and yet most of them are.objectlng, People
do not usually object to something that they think will benefit
them. Therefore, they must disag:ee with you.

Mr. Webster: Perhaps they de. Buit, on the other hand, they
may feel they can do a better job under the conditions under
which they have opsrated, becauss, as I understand 1%, the
iggusr wants a steady mafke% in his issues. He prefers not %o
have them concentrated in a few hands., If we cam place the

bonds in a dozen differsnt hands in and around Nashville, Tennesses,
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it will help, rather than have them all concentrated in
New York.

'Now I see another group that might materially benefit,
vhere there ie a possibility of thelr benefiting, and that
is your top five or top ten insurance companiss who might
bid dirsectly to the issusr and bid a higher price than the
undsrwriters might bid. Either of thoss would deprive us of
the opportunity of offering our clients an opportunity to buy
those top grade names. That is what I an primérily interested
in. I am not in%srested in Mr. Stuart's problem, or Mr.
staniey“s problem, I am interssted in Mr. Webster's problem
back home,

Chairman Frank: Quite right.

Mr, Webster: 4nd what I can do for my client. I am
speaking on behal? of, and I think I offer the sentimsnt of
85 percent of the approximately 1500 small dealers in the 48
States who at one time or other do participate in these offer-
ings. We think that our clients will be done a gross injustice
47 this rule goes into effect, and IAmake the plea in their
behalf, gentlemsn. _

Ghairman Frank: And the same injustice that Mr. Stuart
and.Mro O0¢is will continue in their activities, We cannot stop

them, How are we going %o atop them? - If they are going to

- pid these issues up and get¥ them;, how are we going %o stop .

them? Thexre were two cases pointed out in which this Commisg-
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gion had no rule whatsoever. They Jjust went ahsad and bid,

Mr. Webster: MNr. Chairman, 1% is a strange thing that
we did not feel any of ﬁhat\influence until the last year or
80, We did not feel it befores this Commission came %hfo
existence.

Chairman Frank; A lot of thingé happensd in the last
fwo years,

Mr. Webster: Yes. That is all I have.

Chairman Frank: Mr. Ford made the statement this morning
to nme privétely that something I had said this morniég wa s not-
quite correc%. I wish he would correct that for me,

Mr., Ford: i meant to ksep off %he’air today, Mr. Chéir«
man. We had a great deal of discussion. As I said the other
day, you wers very patient. ¥You did make the s tatement, in the
heat of discussion, that it was impqésible that there could not
be profits mads by the underwriters. That it not strictly
accurate. *8 I recall, the New York Times ehowed our figures
were incorrect. Roughly a million and a hsalf. We showed a net
profit of $28,000, I think, the last year, before portfolio
losses, which amounted to $100,000 or more. The Halsey Corpora-
tion published a sgatemsent at ﬁhe end of January. You can tell
very readily from the state of those figures what has been the
résult of our operations for a ysar,

As long as I am on my feet I would 1ike to just make this

remerk. The Boston Edison Company hae been bandied about this
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WLe floor pretty freely for the last four days, I think. I 4o no$

7 think they would obj2ct in any way, but you vourself raised the
point several times that there 1s a perfect example of competi-
tive bidding, and paople like myself and otherslobject %o 1%,
representing other undsrwriting houses., I think I gaid the
other day, and I want to repeat it today, to se? the rscord
straight, the reason the Firat Boston bid on the business was
because we have been ‘bankers9 as you all know, for the Zdison
Company for a great many years. Looking at it from the open
point of view of my corporation, that was not a competitive
deal in the full sense of‘the word. We were callsd in by that
company in 1935. We set up the debentures, we sed up the

deal for then, Now thgt is the way we were called in, We
set up the deal for them.

There was mention made this morning of an indenture that
had not been fully corrscily dramn., Everybody knows it was ths
Boston Edison indsnture.

Chairman Frank: I do not think we had ths Boston EdisonA
in mind at% all, We wers thinking of private nsgotiated deals.

Mr, Ford: How is that?

Chairman Frank: I say wé were thinking of privately negotiat-
ed deals ip which there were, what we considered, sub-sgtandard
indentures. |

Mr. Ford: I% may be; I do not know. This one was brough%t

out. Ths reason my associate bld on that deal was because we



VN
h'.il\l

knavw about 1%, we knew 1t mas sei ou‘{so

Chairman Franlk: ¥ou made the eame point the othar day,
and since you are repesating itp I will rapeat what someone
said by way of commsnt on 1t. Leaving out the Firs¢ Boston,
there have been a considerable number of compe$itlive bidding
dsals on which most of the first-rate investment banking
housss have bid, and they have bszsn advissd by eminent counsel,
and apparently neither they nor their counsel saw any difficultiss
under the Securities Act, and we never heard of any untll thera
wags a proposal that we should issue such a rule. Maybe, in thse
case of your house, your famillarity with that deal may sxplain
that deal, but it does not as to the others. '

Mr, Ford: I think we have got a realistic problem, Hr.
Chairman. That is what I am trying vo be specific on. I think
in this discussion one isolated instance of compstitive bidding
has been used as a gensrality.

Chairman Frank: No, you have used ths one instance, Mr.
Ford. Have youw got & copy of our report? .4 good ins%ancee_of
compe $itive bildding are there in the New England associations.

Mr. Ford: 8ix or eight, I do not recall.

\_Chairman Frank: About 17. Thers are 17 issues running up
Yo a considerable sum of money, in which eminent counsel adwised
thelr exeoutives that there were no difficuities under the

Securitiss Acs. I doubt whether the same counsel want to stand

up here publicly confessing that they erred and that their clients
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ars liable undef the Securitles Act?

My. Deany I %aks it that what ﬁe are here for is %o
air all of the pfos and consg of compstitive bidding.

Chalrman Frank: I think we have done eo pretiy well,

It is getiing to be mere pros than anything else,

Mr. Deans I balieve I sald the o¥hsr day I believed you
could get along under every set of conditions, When I was ia—-
college I worked for an old fellow, The students would come
in and look all around the sters. If you did sell them you
made something, but if you did not sell them you could not eat.
When they went out of the door without buying anything Ike
Alexander would say %o ms, "Why did not they buy it?¥. T said,
"They looked around.” He said, "Ring that up on the eash
register and buy yourself a Christwas present with 4%". {(Laughter)

Well, now, on an issus of the public utility companies in -
Massachusetts or New Hampshire, or any of the other New England
g8tates, where you have competitive bidding, and say %o & house
1iks the First Bgston Corporation, the Lehman Brothers, or Otis
& Company, or anybody slse, that "We are going to get out an
issue of securities. We want you %o work with us on 1%t,* and
you naturally are going to do it. If your underwriters, or
their 6ounselo are going to sit around and say, "I% is far mors
difficult to do this thing under compatitive bidding¥ you
naturally are going to do the work, because you are going %o

do the very best you can under all possible circumstances. You
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are golng to keoep your mouth shut about the difficultiee,

hecause nobody is interssted in heaving anybody beey gt any time.

Chairman Frank: We are interssted in hearing it.

Mr. Dean: I do feel, - and it is only a matter of opinion; -
that on & negotiated issus you can do a better Jjob of sitting
down ov¥er a period of months or weeks, working with the exe-
cutives in private confersnces over a definite psriocd of tine,
in drafting the reglstra%ion4statementgiin ironing out the
problems and in drafting the indenturses., I 4o belleve that
you can do a better job that way than you can where you have
got a large number of people, a large number of counsel, all
trying to work on the same problem at the same time,

I do not want to stgnd here to be hsard to say that, to
the best of our ability? the underwriters did not do a very
competent job in investigating these issuss that they bid on
competitively, that we did not do our very best to draw the
regisiration statement and that the indenturss were ¢the best
poesible we could prepars, I can only say this, that we negot-
iated, in a private nsgotiation, for the issues, and we said,
¥Ag financial vice president, we urge you to put in a clause
with respect %o bonding of property." |

I would like %o say on that point, in answer %o Judge
Healy, that 4n all probability one of the reasons why those
provisions are not made is because there is suqh 8¥1ff competi-

tion betwsen investment bankere for the isswer; that you could
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do a better Jjob Iin sitting down in vrivate conferance with

thes financial vice preeldent, or the counsel, than you can

with 30 people sitting in the room, bacause you can say to
avery one of them, “Why should I pay any attention to vhat your
argunents are with respect to these covenants, because we

are going %o put this wp for competltive bidding? Ws are
zoing to draw these indsniures.,’

I do nof believe any of the underwriters, or any of ths
counsel, that have worked on these compeltitive bidding issues,
wan® this record to show that they had dons a bad job, I
think the record should show that they have done the very
best job that they couwld possibly do under the circumsiances.
X think that they can, speaking perseonally, I would offer it
purely as a personal opinion, that you can do a better job on

negotiated issues., I think, sespecially 3inoce ths Trust Indenture

. Aot of 1939 has ¢ome along, that that has added to the complica--

tions of trying %o work out & public utility issus. That also
comes under the Trust Indenture Aeto'on the basis of competitive
bldding. I do not mean to say you cannot do 1%, because you
can do any thing if you make wup your mind to do it.

Mr, 8tanley: May I ask Mr. Dean whesther he can do a
better job with the margin of dirfference inm returne greatsr in
junior securities and second-grade securities than im high-grads

securitiesy

Mr. Dean: Yes, Mr. Stanley, I would think that would be
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L& opinion on the preferrsd stock in the North Amsrican Company,
that was a very interesting and significant opinion. I think
everybody who wae working on preferred stock issuss of public
utilitles studied the opinion of Chalrman Frank in the North
American Company.

Chairman Frank: Apparently sfudied it more than my
collsagues did, _
Mr. Dean: They studied it with a great deal of ingarest.

8hortly fellowing the North Amefican case I was counsel on a
negotiated isgus for the Néw York State Electric & Gas, I
drafted the preferred stock provisions which, %o the best of
my abilityg‘l.followad what the Chairman sald in the North
American case, We came down here and submitted it to the
Public Utilities 8¢aff, and as I recall it was pesced with
favorable comment. A great many othsr peopls in the utility
business crificized the exact terms of the New York State
Electric & Gas case to the executives, without allowing me to
get away with it. All of the ideas on this thing came %o the
head of the buying deparitment of the First Bosten Corporation,
and the entire provisions of the preferred stock were worked
out i@ collaboration with Mr. Woods, vice president of the
First Boston Corporation and vice president of the New York
S¥ate Electric & Gas., If we wers working on that issus on the

basls of competitive bidding I believe the counssl for New York
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gtate Electric & Gas would have drafted those provisions and
have bid on those provisions, and the Commission could very
properly say, "Well, we would not have allowsd the New York
State Elactric & Gas to have gotten away with anything., We
ourselves would have set up the terms and provisions of that

preferred stock issue, and therefore you would have had just

-as great protective provisione in that preferred stock issue as

the First Boston Corporation set up.® That may be trus; I

do not know, It does seem Yo me that the issuer is belng
depri%d9 in competitive bidding, ofAﬁhe best judgment of the
buying depariment of the undsrwriters.

Chairman Frank: Does anybody else care % be heard?

My, Deans .Mrc Chairman «--

Chairman Frank: ({(Interposing) May‘I ask, befors you
start, 18 there anybody else who carss %o be heard?

Mr. Wedlker: May I be heard for a moment?

Chairman Frank: Yss. Anybody else?

Mr. Rodgera: <Yes, I would like %o be heaxrd.

STATEMZRT OF ﬁRTHUR Ro DEAN (Continued)

Mr. Dean: Mr., Chairman, when I was $estifying the other
day, X think in response %o a question, I referred {o the fgct
that 1t was sasier to do businzss with people that you knev,
Some members of the Investment Bankers Association called my

attention to the Fact that 1t ssemed to them that I was making

& statement that when I mentioned that one specific person, that



874

WG
I thought he was better able to do financing for that particu-

lar issuer than anybody 2lse was, I would 1like to disclaim
any such s tatement, I have worked with the investment bankers
all over the United States, and I am quite sure that there is
no monopoly on braine of the people in any one firm or any onse
city, and I am quite sure the investment bankere in all parts
of the country are juest compesent as they are in othzr parts
of the coun¥ry, as, for example, in Chicago, Dallas, or 8an
Fransisco.

Chairman Frank: Somebody was unduly sensitive. I do not
think anybody wp here noticed 1t.

Mr. Dean: I did not mean %o give that impression. I am
very soxry that I did.

Commissioner Pike: There Just is not any such thing as bad
whiskey. (Laughter)

Mr. Dean: In giving the figures on rallroad financing,
private raillroad financing, the othsr day, - and I might say
that seems %0 be a very difficult subjz2cet% on which to ge%
complete and exact information, - I gave a total figure of
839,928,000, I think the total Ligure on the igsuss thas I
el ted should have beemn $51,925,000 as against @1934690009000
total railroad financing, exeluding equipments,

Mr. Churchill Rodgers has also called my attention to an

issue of Chicago Heights amounting te $862,000, the Union

Terminal of Dallas in the amount of $1,750,000, the Adlanta
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Terminal in the amount of $1,600,000, which bringe the total
of private financing %o $55,837,000 ag against $1,346,700,000
total. Thers may be other private issues which s¥ill we
have not stumbled onto, although ws have tried., We have
checkad with a great many peopls and we have examined a
great many por%folios of 1ife 1lnsurance companies and insurance
companies.

In response to Judgs Healy's question about the standardiza-
tion of indentures, as %o why investmsnt bankers did not put
in a great many of these restrictions im covenants, I would like
to say that when I was working with the First National Bank
in Ithaoa, New York, in 1818, public utility bonds, as I recall
1%, were selling down in the low 70's and 60°s a% that time,
and the savings bank and %trust company there and the First
National Bank would not recommend public utility bomds, they
thought they were highly speculative, and the type of issuves
the people shouwld buy wers interurban traction and rails. The
public utility business at that tme was regarded as a highly
speculakive busingss.

When I firss came downtown tﬁa'staff of the Milwaukee
Electric Reilway & Light Company had besn w?rking for some time
with the Bureau of Mines on pulverizsd fuel. They had beemn
carrying on experiments for the psriod of quite eome time. Thers
wag a tremendous dispute in the public utility bueimess as %o

vhether a plant that was going to burn puwlverized fuel was going
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%0 be efficient or not. Somes 0of the best engineers in the
country gave it as thelr opinlon that that plan would not
succeed. The staff of the Milwaukee Electric Rallway &
Light Company and ths Bursau of Mines, on the other hand,
felt that they could bring the relativs efficienéy of a steam
plant up from, I think it was roughly 16 or 17 percent, uwp to
posesibly 25 percent. They talked with a great many invesiment
bankers, and a great ﬁany investment bankars said they would not
finance the securities of that company if they want‘ahead and
designed that plant on the basis of pulverlzed fuel. Other
investment bankeors with whom they negotiated for some tims had
enginesring firms in vhom they had confidencs to make a long
study, and finally the bankers said, ®All right. If you go ahead
we will do our best to sell these securities,” and they finally
went ahead and bullt the plant, with great dispute, and finally
sold the securitiss. As I recall it, the Wisconsin Ra ilroad
Commission had a good m&ﬁy investment bankers come out there
and testify as %o the price, because the bonds wers seven or
eight percent bonds sslling down in the low 80's. There was
tremsndoue discussion in the utility circles at that time as
to whether that wes a goodvor bad iesme; but eventually their
Judgment was proved,

In the City of Milwaukee thers wéa an announcement that the

New York Edieon Company was not going to uwee pulverized fuel. I

remenber Mr. Wade said %o me, "y will make you a be$ of a
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nickel that during the construction of the plant they will

change,® and they did. I merely cite that to show that at
that time thoss bonds had been put up for competitive bidding.
If the company had msrely given this long engineering report
I doubt very much whether that particular sdvance could havs
been carried through.

Wheﬁ you ars discussing with operating public utility
companies, as the Commission wsll knows, these resirictive
covenants, if you are golmg to oushion your amount 6f bondable
issues Yo, 8say, 50 percent, that means for ewvery 50 cents you
are going %o bond you have got to find 50 cents either of
preferred)or of common stock financing, or plow it back into
your property. X think the Consolidated Edison shares were
gold the other day over the counter and the yield was somewhere
around 7 or 8 psreent. If you had complete common stock financing,
if you took the Consolidated Edison Company as & representative
company and you had no bond or preferred stock financing, and
you also had not the benefit eof the dédmcticns now given you
by the tax laws, with reference te the actual cost of money

to public utility companies, the ability of those companies

%0 reduce rades would be seriously avfected.

Ig seems %o me a greal many of these questions are soclal
questions, In the sarly 20's, when the peopls were Faced with

e public utility industry that was growing exceedingly rapidly,

X remewbeyr many discussions as %o vhether it was propsr to bond
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the depreciation money. The argument was constantly made that
if the business was static, that might not be propsr, bdbut
in a dynamic, growing industry, vhere the plant account vasg
constantly on the increass, where there was a tremendous
demand for elesctricel enexrgy, where you were constantly replacing
the property 8o that probably at% the end of 20 or 25 years the
entire plant would be replaced, that that was a sound thing
to o, Whether 1% was or not is probably arguable, buil you
have to bear in mind that the company was faced with the question
of how many dollars they could ge¥ for bond financing, and how
many dollars they could get fer common or preferred stock |
financdng. You recall at that time a great many people criticized
it becauss of i%s social Amplication. Public utility companisg
had great dAifficul ¢y in making public offers of preferred stock.
They were using the old public ownership plan argument. They
were getting thelir salesmen, thelir own smployeas to $ry %o
get peopls to buy preferred stock and the common stock of the
company, and those securities wers very unpopular,

Commissioner Plke: I% was mostly preferred, was it not?

Mir. Dean; 8ome operating companies, I believe, Mr. Pike,
s0ld common s8%ock. I think the holding corporations, the sub-
sldlaries of holding corporations gemerally held preferred
stock, It was all a question of an cve$ba11 plan of what you
could do under all of the circwmstances.

Commissioner Pike: It wae & question, in other words, of
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expedisncy, of what‘you could g=2t at that time.

Mr. Dean: Yesg. Many utility exeoutives and many bankers
would say, “If we would be able to draw an ideal indenture
here, this wag what would be 31deal®,

But, on the other hand, with the utility business being
a growing business and the public not yet having accepted
the public utility businesg --- I think the best proof of
that is that the bill in the New York State legislature failed
for thres years, 1924, 1925 and 1926, %o make possible the
buying of public utility issues by savings banke or trust
funds. That was because a great many people felt the securities
were 80 speculative that it was not proper for %trusises %o
invget in them.

Commissloner Pike: Is not this a souwnd time, where there
is a cholce as to what sort of securiity can bs lasued, for us,
as a Commisslon, %o bring what pressurs we can, either to
ﬁ@ep capi%alizgtian gound or %o push 1% in a gound direction
by geotting more and mors of & common stock cushion, so the
next time youw cannot sell any of the bonds there will be a 1ittle
lesway there so the boys can s8ll bonds? Is not this ths time
that we ought %o be very careful and very chary about allowing
bond issues and get close to the upper edgs of the propsr pro-
portionsy

My, Dean: Well, I wowld say, Mr. Pike, that the work that

the Commission has been doing is recognized by most people in the
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business as vary helpful and very constructive, while thers
may well be differences of opinion as to whether or no?d the
covenants that you put into a particular indenture are proper
in all of the circumstances, in view of the particular program
that a utility is facing. I find 1t a very difficult thing.
When you st%art out as a young lawyer drafting an indenture you
can think of about three hundred ways that the issusr can
defsat the security back of those bonds, and then you sit down
and you find while that is probably %rue, it also makes the
actual dally operation of the property almost an impossibility,'
and you finally have a compromise between the best judgment of
the investment banker and the best Judgment of the utility
executive, and only time will %ell vhether or not they were

$o0 liberal or whether they wers 00 severs. I do not say this

disvespectfully at all, but I think that some of these covenants

of the Commigsion you may find are too severse.

I would like %o say in connection with this standardization
of indenturesg, while I think that ths work of the Commission
under the Public Utility Act and the work undsr the Trus$
Indenture Act is very good, I thimk you may also find im the
next% ten oxr rifveen yesars that In your efLfort at standardization
you have also impeded progreeéo Just as we £ind our chiidren
are far more healthy because they have orange julce and go to
bed a®% 7 o'clock, but they also cannot stand the ravages of

diseass nearly as well as other childrem on the gtxrees,.
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WLC Commissioner Fike: I would not know about that.
21 Mr, Dean; When you get into this question of how the
covenanis are going to work, one of the provisions that I would
personally 1ike very much to see put into %rust indenturss
but you cannot put in because of the Trus$ Indenture Act is the
provision that is in all 3ZInglish indentufes9 which permits a
majority of the bondholders to change certain provisions in the
indenture, or if you call a meePing and publish it and you
cannot get the majority of these present, then the majority
of those present at a reconvened meebing can make the changgs°
It also ralses a question of the negotlability of the bonds, I
think you are goling %o Tind a great many provisions which able
and in%slligent utility executives and the Commission themsslves
night like to put in the indentures, that if you put them in the
indentures you are going to be impede@ because of the restrictive
provisions of the Trust Indenture Act.
Gommissioner Pike: Wo can all go up on the Hill together.
Me, Deang With the existing provisione you cannot amend

the imdenture. ‘
thirman Frank: Youw implled that that was in the future.
Mr. Dean: ¥es. On your question, Mr. Chairman, as %o

whe ther your isswer could not ask bids on the basis of a specific

price, it seems to me that that falle within the same category

of a %tle=in clawse im the condract., %The very fact that you have

had %o have legislation such &s the Miller Tydings Ac% and the
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Prosser-feld Act in New York seems to me a good commentary on
the fact that manufaciurers are absolﬁ?ely unable t¢ enforce
the resale provisions ¢f their product. Once a man has bowght
a product, gemerally speaking i% is his. It 1s generally
impossible %o try %o follow that inte his posssgssion and try to
gforoe him to sell i% in & manner which the original seller
thinks is proper.

Just one thing in conclusion, I havevnoticed geveral times
in the course of the hearings that the Commission itself, and
I belisve also the staff in their report, said that the question
whe ther or not the advice the issusr received in connection with
its effer of ocaplfal set-up, as to whether or not it could issue
bonds, debentures, notes, or preferrsed or aommon stock, was in
many respects more important than pricing or the spread, and
that the Commission, as long as this Commission sa%, that the
Gommission would ses that the imdenturss, and so forth, were
§6% up vpon a proper basis,.

Ir theres is not any real problem, as far as the pricing
and spread is concerned, if the Commission is satisfied that
they themselves can pro%ect the issuer and pro¥ect the investor
with respect to the proper set-wp, then your problem narrows
down; does it not, to the question of the maintenance of compsti-
tive conditions? May I merely make that suggestion, because I
think that statement has been made at various times in the record,

and tha¢ is my conclusion that I can draw from your report. So
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if you oan be satisfied that there was maintenancs of competi-
tive conditlons, then I should think the probiem vhich the
Commission has to administer wnder the Act might be solvad,

Commissionsyr Pike: Bring us up a golution. |

Mr. Dean: We are working on that vary actively.

I do not oare to make any detailed commeni on what Mr.
Love said this morning, other than to say that we fully recognize
that to a certain extent long-term Tormse made by commercial
banks to public utilities are competitive with securities that
would be publicly offered in the market. We also very dsfinitely
recognize that in many respects bank loans are not compstitive.
They are, in faét9 supplementary, In a great many.instances
1% woudld not be possible %o carry out the public offering of
securities were it n@t for the possibility of the commercial
banks to make loans in the interim perilods., The many imvesijor
plans which they submit to publid utilities recommend %o the
management that the bank loans with serial maturities have a'
definite part in tﬁe program that they play.

I think we wowld simply rxreiterate our thems song, that
we think competitive biddirg is bad im long--%erm finanoipgp
and then we algo think 1% is bad in short-%erm fimancing. We
regret, even though probably the commercial banks are competitive
t0 a certaln extent with investment banrkers, we regret very much
to see any regulation drarted which would hamper elither Lnvest-

ment bankers or the managemen$ or the issusers in 8e¢ting wp
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financleal plans which they regard as the soundest possible
financial plans under all ths circunstances.

Commission=r Pike; Do you also take the opposite stand,
that ons who might consider competitive bldding was good for a
long ®erm it would also nesessarily carry it through a financial
emergency, in a short-term seourlty?
© Mr. Dean: I think it i very difficult to answer, I
think 1t is a very psriinent question, but i% also is a very
difficult queétlon 0 answer.

Commissioner Pike: I know 1% is. That is why I asked
you,

Mr. Dean: We wouwld say if you have %o have competitive
bldding for long-%erm fﬂnaﬁciﬂgg it is our honest opinion it
is going %o be terribly dirfioult to sst wp proper financial
s¢ructures Lfor public utility companies, and logically I suppose
1% should follow we would rscommend compstlitive bldding for short-
sexrm fimanoing, %00, ¥ 4o not think we would, however., Maybe
individual members of the Association would disagree with that
viewpoint. IX thihko afer discussing 1% at consldsrable length
with.a good many members of the Association and the public
utllity executives, it wowld be very Aifficult %0 set up any
kiﬁd of a plan whers you would mot be able, in connzction with
your whole financial set-up, where you would not Be able %o go
to your executive officers or baﬁk-am& say, "Will you or will

you not do this? Because of the basis of 1%, will you or will
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you not change your whole financial struc%ure?”. Conv=rsasly,
I know there is definite disagreement, thet it does not make
any Adifference who the investment bankers are, Nevertheless,
I think you would find that loan officers of commarcial banks
would give you one answer on whether or not they would give
you & short-term loan., If so-and-so sald, yes, in principle
they wers committed to longuterh financing, and they might
give you another answerlif somebody elee were going %o do the
long=%2rm financing.

Now let me say 1% is ferribly difficult to project this
forward into a realm of trying fto do business in a sset of
circumstances where none of us have ever found ourselves,

Commissioner Healy: Have you made 1% sufficiently definite
as to what your reaction is to Mr., EBicher's suggestion that if
a compstitive bldding rule is enacted insurance companies who
want to take private placements should be exempted from 1t7

Mr. Dean: We have been discussing that at great length,
Judge Healy. Mr. Connely can correct me if I am wrong. I QO
not think we are prepared to take a position on that as yet.

Mr o Coﬁnely: I think Mro Eicher made a pretty good case
for us, but I think what Mr. Dean sald is right, tha? we would
rather discuss that & little furthe? among ourselvss,

Commissioner Healy: All right.

Mr., Dean: Thank you very much.

Commissionsr Healy: Is there anyone else who is ready to



\pp

Wi

26

G

886

speak tonight?

My, Walker?

STATEMENT OF BURNETT WALKER,
representing 8mith Barnsy & Companyo.

Mr, Walker: Mr. Dean covsred one of the points that I
would 13ike %o remerk on, I might amplify 1t slightly, and
that is in connection with capital structure. Ths Chalrman’s
remarks and then yours, Judge Healy, made me think you devoted
considerable thought to the best way im your program here %o
get an approved capital structurs., I £ot the impression from
some comments from the staff in the past that they have felt that
some of ws in the issuing houses have used bonds because that
was eagier for us and more lucrative. I think as %o the first,
that is correctd, 1t is easler. I wouwld like to correct the
seocond though, it 38 not more lucrative.

My houwee, for exampls, issues a substantial amount of
common stock, and the disparity between profit on high-grade
bonds and common stocks is very substantial.

When you are talkingAin generalities, I happen %o havs a
memorandun which the head of our stat;sticai department prspared
for me last night on some bond yields. I might say I do not
have any in%en%;on of using 1% in this connection, but I think
4% is pertinent. He remarked on the disparity in yields, or
rather co8% of money, putting 4% in %erms of the uﬁilities“

position, he remarked that in the last three or four wesks there
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bleocks of utillity common stocks issued in the New York market;
not issusd to be sold in the New York market.

Commissioner Plke:; Sscondary dis:ribution?

Mr, Walker:; Secondary distribution. Those thres were the
Consolidated ©dison, the Pacific Gas & Elecitric, and North
American. Two of those are operating companies. It happens
that we handled two of the three. Those three issues show
yields of from 7 to 9 percent.

Commissioner Plke: Did he give you ths price and earning
ratio on those two?

Mr, Walker: That is on the current yileld. As a matter
of fact, those would run wp --= The Pacific Gas & Blectric
I happen to know is around 10 times earnings, and an average
of utility companies would be around 12 times earnings. This
wasg on the current yileld of the dividends, .

Now if you will contrast that with the ylelde on these
securlities: Cleveland Electric Illuminating, ths markeg
yesterday showed a yleld of 2.84 percent. Southern Bell

Telephone, 2.71. Souwthera California Edison, 2.81., Dayton

Pousr, 2.88. Even the Indianapolls, which is no% a company

that ranks with the very top begamse i% has it8 problems and is
evolving, - even that s on a 2,94 basis. You comrtrast that
with the 7 or © percent on current yield and 12 times earnings

on an average of first-class companies of common stock. When

you add to that the advaniege in having a deb$, whers yow can
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deduct the ingerest in calcwlating your income %tax for the
cor_poration, it hss made a barrler that has been almos%
impossible to hurdle.

Commission=r Plks: The prsssurs is pretty strong. Thers
is no question about that.

Mr. Walker: If you will ask me the question you asked
Mr. Kellogg as to the ide=al capital structure I should answer
it a 1little differently, but it would be, in substanoce, the
same, Ag Yapr as I am comecerned, I should like %o sese about
a 40 or 50 percent debt on thess companies, in order %o get
some cheap money and high rates for cbmmora9 but you would have
to have some help on that from the Commission too, to keep
impressing on the utilities and everyone else that we must
roduce the over-all cosd of money. Anything that the Commission
can do to aid in that connection of balancing the corporate
g¥ructore I ehou;d say anyone in my profession would be
d=lighted to see.

Commissioner Healy: You might read what we put out yester—
day in the ocase of B Pasgo.

My, Walker: X did. I have not rgad 1% exeept in the
newspaper accounts, but I have sesn ig.

Commiesioner Healy: That is tending directly 4in the
direction that you ha?e Jus$ approved of, is &% not?

My, Walker: Yss, N@w there 1s one.@%her thing thas

X showld ask %o be permitted %o remark om. I was not able %o
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b2 here in the hearings last week, but in those hearings I

o underetood that the Northern States of Wisconsin was referred

to from time to time.

Commissioner Healy: It was Minnesota, was 1t not?

My, Walker: No, it was the Northern Statss of Wiscomsin,

Commisgioner Healy: Th: Northern States of Wisconsin?

Mr, Walker: Yes. I think that is a rather 1nteresting_
case and illustrates the point of view at lesast that I have.
I do not undertake %o speak for all of my associates, because
the'aubject did not happen to come up for considsration. X
think 1% 31lustrates our attitude towards competition in our
business, Asg Lfayr as I am concerned, I haven't any objection
to any form of compe®ition in this business vhich permite
two maln over-all objectives. One is that we shall be able o
preserve the facility for the corporation and the Commission,
and whosver 318 going to do the banking, %o 8it down 1ike three
civilized human beings and work out & program. We all have our
points of view, we all have our expariences, and I think they
should all thrown into the pe%, end X think any system which
makes 1% impossible %o do that 1s a material sacrifice in our
Tinanclal structure.

The seeond thing is this: Oyxr house is quite concerned
@Vér the possible inauguration of any system which weakena the

gensral investment banking structurs of the country. We have

wrlitten a letier %o you, Mr. Chairman, with coples 6 your
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WG Commission, saying that 1t is our visw that this country has
&0 before it a colossal Jjeb in connection with financing., We think

it would be a very serious thing for this country if any steps
ware takap which seriously damage the investment banking
machinery. We think rather that 1% wouwuld be pertinent for
this Commission U0 make the corrections that you think should
be made in our industry, or tsll us what they are; dut do not
do something which destroys a aubstaﬂfial part of that machinery,
a8 ws bellsve would be the case if the competitive rule wsre put
int%o gffect.

I thank you.

Commissioner Healys Deoes anybody else wgsh w0 be hsard?

Mr. Rodgers: May I %ake a minute?

Commission=r Healy: IYes, Mr, Rodgérso

STATEMENT OF CHURCHILL RODGERS,
Assistant General Counsel,
ﬂetrOpolitan Life Insurance Company.

Mr. Rodgsrs: I wish %o comment very briefly on {wo
poin%s. First, the figures given by Mr. Dean in regard %o
railfoad financing., I submit that those figures indicage
eimply that railroad issues have not been an appropriate inves-
ment for life insurance companies and other long-term investors
recently. Our total purchases of railroad bonds during this
period, the.last six ysars, has amounted to a 1ittle over

$50,000,000. 0f that amount a 1ittle over $20,000,000 is repre-
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g2nted by privete purchases oi rallroad sscurities. Y6 you
see the psrcentage 18 about 40 percesnt, wﬁich is not much
belong the percentags on; say, uwtilities or any other type of |
gaourity.

The other point that I wieh to comment on ie Mr. Love's
statement this morning. Mr. Love gave a very able descriptien
of a type of fimancing vhich does not lend itself to competitive
bidding., Without now atitempting to discuss our request for the
.brnader exgmption, I wish to point out that in this rGSpebt
inewrance companies and other financial ins%itutions should be
treated on the same basis as commercial banks, Under the laws
of the 8tate of New York, under which we arse organized, we %oo
are authorized Yo engage in that ﬁype of financing. I think it
ig imporgant that the borrowers be able %o turn t0 ws in the |
same way that they are able %o tarn to commercial banks, in
order %o get this type of rimancing.

Therefors, X would swgges® that if that type of sxemption
is put in for commercial benks, that poseibly “financial
institutions” or "lending institutions? be substituted for the
words “commercial banks®. |

Mr. Fournler: Do you have any difficuldsy in gstting a
ten-year note in connection with the broder program of an
operating compary? Do you have the same difficulties which

" Mr, Love mentioned this morning?

Mr. Rodgers: Yes, I think Mp,

=

Love madg a Vary g9ed a%zgeo
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Wi.C ment of just about ths problems that would ariss, like
financing, even more so in long-%erm financing, where you
nesd to sit down with the berrower and work out the terms of
the loan. Now you take & case such as the financing of
emergency plant facility contracts, the Government there pays
the corporation back in 60 squal monthly installments, and the
corporation needs %o berrow the money privately and pledge that
contract. Therefore, you nsed‘a S5=-year note, you need & 3-year
Joan or you need & S-year loan., You need to provide for ths
details of pledging thatlcontrac% with the Governmen$, and
there are many terms which have to bs worked out. i% is not
the type of a loan which can be readily distridbuted. It is not
a matter for public financing, 1t is a matter for direct
financing. 1% ie necessarily a matter of %wo people getting
together and working it out. I do not think it lends 1tself
to competitive bldding.

Mr. Dsan: Mr. Cha@rmana I do not want at all to entger
into any debate with Mr. Rodgers, but if the Metropolitan
bought $20,000,000 in reilroad securities and private placsments
at a total of $50,000,000, if that figure is correct~I say 1%
is probably subjec® te adjustment— then it is obvious that

- other people buying securitiss privately wag the remaining
securities in the total of §1,346,000,000. BSo the ratioc of the
other 137e insurance companies privately bought securitiss to

the total bought can hardly be as high as the 40 percent Tigurs
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that My, Rodgers mentionad for the Metropolitan.

Chairman Frank: I suggsgt that you and Mr. Hodgers
gndeavor to stipulate the factsand get together on them,

If there is nobody else that caree to be heard we will
adjourn until 10:45 tomorrow morning, as we have at least
ons witness who desires %o be heard who has not bean able
to be here today,

(Whereupon, at the hour of 5:15 p.m., an adjournmentg mas
taken until 10:45 o'clock, 8,.M., Of the following day, /

Thursday, February 6, 1941.}








