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The Chairman: All right, gentlemen.

Mr. Stewart: Mr. Chzirman, bafore we start I would
like to esy I discussed thie matter with Arthur Dean on
Saturday and he wished me to express to you particularly
his regret that he 1s unable to be here today. He had to go
to Oklshoma on business, had to be there untll Wednesday
and oouldn’t postpons it. He had once posiponed the appoint=
ment there when 1t was thought we might come down here lasgt
Friday and he couldn’'t make arrangements to postpone 1t
again., He did, however, zsk me tc say to you that if the
Commisgsion wished him to coms down he would be at your
eervice at any time sfter next Wednesday to discuss this
thing with you in detall.

Commigsslioner Eilcher: That le day after tomorrow?

Mr, Stewart: After Wednesday.

Commissioner Eigher: wWednesday of thls week?

Mp. Stewart: Wednesday of thlg week, yea.

He really wanted to come. He thinks very highly of
this proposal, as I think ycu know.

We feel, gentlemen, that this proposed rule which has
been suggested to you ig one that will work and that the
industry will make work if you declde that you wish to
adopt 1t. It is, as I think you know, the product of a
great deal of thought and diescussion on the psrt of the

undserwriting houses ané of the Investment Bankers Assoclation

and the National Assoclation of Seocurities Deglers, who of
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course wlll speak for themselves.

The underwriting houses have not changed thelr
poeltion with respect to competitive bldding. They do not
like it and they do not think 1% 18 in the public interest.

Commigeloner Healy: I Just question the good taste, °
if I may say 8o, of using an invitation to submit a
suggestion for a rule here to restate all of the arguments
in the letter that were stated in %the public hearing,
especially 1f it is contemplated that 1t should go into the
record. There 1s nothing in the early part of this letter
that you didn't say through your representative over and
over and over agailn in those meetinges.

Mr, Stewart: That is truwe, Judge Healy.

Commlsslioner Healy: Now, as I understood it, the
purposs of thls aspect of 1t was to give us your suggestions
ag to the kind of a rule you thought we might get along with
in connection with cases where any affiliation was suspected.

Mr, Stewart: If I may say 8o, it 18 one of the faults
of the demooratic process that when you have groups of men
who must be oonsulted you must be gulded by what they
think. It hasn't been easy to get an agreement on a problem
of this kind and in order to get that agreement 1% has been
necessary to condlition 1t upon a letter of the kind we wrotie
%o you. I em sorry 1t wae necessary to write 1t, but

otherwise 1t wouldn’t have been poseible to put the proposal

forward.
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Commissioner Healy: If, as you say, it is part of the
democratic process, it works both ways and as a democrat
T have the assme rizht.

Mr. Stewsrit: Had I boen able to decide what should
have been done the letter probably would not heve come to you.

(Off the record.,)

Mr. Stewart:; fie dld sattempt to meet what the Commission
had in mind,.

The Chairmany 7T would like to ask two guestions. I am
not elear ebout it., Do I understand that you think that
your proposal is bhetter then the Rule U-12F-27

¥r. Stewart: Yes.

The Chairman: That you thin!r a rule on the subject
coverad by U~12F-2 18 or iz not deslirable~

¥Mr., Stewart; 7e thinZ it is necessary in view of the
Act.

The Chairman: You think it is necessary”?

Mr. Stewart: Right.

The Chairmen; In other words, you think some rule by
way of substitution for U~-12F-2 is necessary?

Mr. Stewart; vie think 1t 1s abaolutely necessary that
you have such a rule unless you amend the Act.

The Chairman; And, finally, do I understand that 1t
is the opinion of the I. B. A; and its Counsel that the rule
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which you propose is valid under the statuts?

Mr. Stawart; Yes; definitely so.

The Chairmen: T would like to ask as to that last
question whether Counsel for Morgan, Stanley take the same
pesition?

Mr. Stewart: T would say yes to that.

The Chairmean: That they believe 1t is walid?

Mr. Stewart:; Definitely so,

Mr. Connely: Yes,

Commissioner Heely: Do they support the rule?

Mr. Stewart:; So do other counsel.

The Chairmen: The reasson I asked about WMorgan, Stanley,
I was thinking of the argument made by them as to the Rule
U=12F=2 in the Dayton case and, without having studied that
recently -- that was ¥Mr. Brownell -- and not having
read his brief or argument recently, 1t seemed to me it
was inconsistent with the position that the rule that is
now being proposed by you is valid.

Mr. Stewart: I‘think he should answer that himaself;
but certainly it ocan be said that Mr. Brownell has egat in on
all the discussions on this matter, supports the rule and thinks
it 1s a desirable alternctive,

The Chairman: Before we go further, can I find out as
to the letter you have written us -- T understand that the

National Asscolation of Securities Desalers is not proposing
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eny rale?

¥r. Kornan: The N} As S. D, executive committze
does not feel they have thet authority wlthout going to
the membership. '

The Chalrman: VYor dones the board cof povernors?

¥Wr. Fernan: ™ell, the board of governors -- wo dldntt
have time to =Zet them torether. WRut the exccutive committee
a8 such;, with vossibly one excevtion, as individnala think
this 1a a very good rule. They didn't think that they could
teke a poaition for the Aassociation without roinz to their
mombers .

The Chalrman: Mr, ‘einsr, can you let me know what was
the date on which we closed our competilitive bicdding publie
conference”

Mr. Weiner: TFebruary 6th.

The Chairman: Youn had from Pebruary 6th until Marsh 7th
to preaent such a rule, the N. A. S. D, digd.

¥r. Kernan; Mr. Commissioner, I am chalrman of that
Ne A. S. D. speclal committee and T haven't had time to do
anything else since then except work on this rule.

It seems to me you have to aponroach one thing at a time,

e have had considerable diffienlty in selling this rule --
in getting agreement on a rule with all the lesding psople,
I put it "leading" people; perhaps what you mizht call the
biggeat pecple.
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The Chairman: Let me get some other dates. We had
a conference many months ago at which Mr. Ford was present
with a committee of the N. A, S. D, When was that?

Mr. Ford: I wasn't there. Yes; I know you did. It was
last summer some time,

The Chairman: I thought you were there.

Mr. Ford: No, I wesn't.

The Chairman: It was a confarence at which we discussed
Rule U=-12F-2. And at that time we were told that we would
be given suggestions as to a substitute, so that perhaps I
am being altogether too generous in suggesting that the
lapse of time 3should be dated from the time when our public
conference was held. It should go back to last summer.
And to say thaet you worked ever since then on this rule --

Mr., Kernan: #ell, I am talking about this specific rule

The Chairmen: Well, this rule was a proposed substituie
for Ruls U-12F-2 and this suggestion of a substitute goas
back for many months.

Mr. Kernasn: Of course we did propose a substitute.

The Chairman: Yes. And obviously you, yourself, think
it is inadeguate.

Mr. Kernan: I think it would be e good rule but the
Commission apparently didn't like it and therefore it

obviously wasn't practical;
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The Chairman: At any rate, the invitaticn was extendad
by the Commissica to the N, A. S. D. to suggest to us any
substitute rule, and the fact is that we have nothing from
the N. A, S. D. whatsoever. d4e have only a statement of what '
certain individuals think is desirsbls.

Mr. Kernan: Well, the special committee is unanimously
for this rule and I haven‘t any hesitation in saying the
membership would adopt it if the Commission wanted to put
it into effect,

Mr. Ford: Let me state this, I am not sttempting in any
way to defend N. A. S. D.%s position because I perhaps have been
as c¢ritical of it as you éra9 and properly so I think, I think
much too much time has gone by but, as Mr. Kernan has intimated,
this has not baen an easy question tec deal with, a3 you all well
know, I think. An attempt was made to have the N, A. S. D.

committee take official action on this matter. But ths rules had

to be formulated in the first instence and many people consultved.

The committee has been working on it actively and the I. B. A
and many of us as individuals heve besn working on it.

The position that some officials of N, A. 8, D. took was
that this was a matter that affected so strongly certaln of
their membsrs that they felt if they dealt with this suzzested
outline of a rule without giving them an opportunity wo consider
it, to use an expression one of them used, they were "playing

with other pecople‘s chips™ and therefore they should be given
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en opportunity. There have been many divergent views.

Out of that welter of discussion did come something which
has been agreed upon by a substantial majority of the people
effected. We don't think it is an ideal splution. As Mr.
Stewart sald, we would prefer to have things remain as they
are. Recognizing the fact that they are not going to, we
will agree on this, It was not possible to get that process
finished in time to give the cumbersome N, A. S. D. time to

e——— e~
function officially. The officers were kept advised as

individuals and I think probably the decision thess men made
last Friday is the only one they could make, really, that
under the rules and regulations of the Associzticn they had
no right to commit the Assoclation until the matter had been
discussed with all ite members. Those are the facts, and
this is more.-1a the nsture of explanation thar of excuse.

The Chairmen: May I ask if Counsel for N. A, S. D.,

Mr. Jackson, who appe:red before us at the public conference,
has expressed his views on the proposal?

Mr. Ford: His partner, who hapgpsned to be East, has
been s3itting in on this -- because necessarilv we had to
work fast -- so he has dealt wita it

The Chairmen: Does he think this rule is valid?

Mr. Ford: I can't say categorically, bu: he has discussed
i1t with Jackson and Hoétetler end I believe they all do,

Commissicnsr Healy: I talked to Harold Stanley and the



last time he was very much opposed to this kind of a rule.
He seld frankly he would rather have a straight competitive
bidding rule than this kind of a rule. Has he changed his
position?
| Mr. Stewart: He has given thls propossl his support and I

think I can confidently say that he sincerely believes it to be
preferable to a reguirement of compulsory competitive bidding.

Commissioner Healy: He seemed very sincere when he
expressed himself before.

dr. Connelly: There has been & lot of mental evolution
in trying to get a meeting of minds. It bas been quite & task
and we really approached it from the standpoint that nobody
could possibly get what they wanted and that everybedy would
have to reallze they were meeting changing conditions and they
would have to give something up. So I think maybe that asccounts
for Wr. Stanley's change of mind.

The Chairman: Am I correct there has been put in our
record a suggested rule proposed by Dillon, Read & Company?
Is that correct?

Mr. Fournier: That is correct.

The Chalrman: And that is substantlally different from this®

Vr., Stewart: It 1s a proposal for a retroactive definition
or, rather, for & stipulation es to affiliates.

The Chalrman: Yes.

Commlssioner Healy: 1In the first place, you are trying
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to reduce this to a determination of an affliliate by a
formula, whersas the statute doesn't sey "affiliaste.” It
seys a "person" where the relations are such =~ 1t doesn't
confine it to that. And then I notice,” also, in this defini-
tion of "affiliate" here you have gotten into the question of
control; whether one psrson controlled another inside of a
certain period of time. Of courss, this metter of trying the
1ssue of control i1s just as difficult. I think you are just
getting out of the frying pan into the fire.

Mr. Kernan: I think it should be made clear, Judge,
that the definition of "affillate”™ as hers defined 1s
perfectly satlsfactory yith the people in the industry who
have been consulted but that that is not a necessary part of
the competitive proposel rule at all,

The Chalrmen: T thought 1t was.

“r. Kernan: It is optional with the Commission as to
whether or not you want 1it.

Kr. Stewert: I think I sald in my letter that the Commis-
sion might declde in view of the competitive propoasals which are
to be required that it would not be necessary to distinguish be-
twesn affiliates and non-affiliates in the operation of the rule.

The Chairman: If we didn't adopt that definition of
Tarfiliate” the proposed rule would require that we arrive
2t some other definition, that we arrive at & determination
es to "affiliate™ in some other fashion, would it not?

Mr. Stewart: No. Our feeling was thet you would
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have genuine competition beitween at least three reglstered
dealers =- that 1s, between underwriters, ~-- or in other words
that the competition of 1tself would establish the bona fildes
of the operetion, and the question whether there was or was
not an effillietion would not bs importent. We did, however,
suggest the affiliate rule as a possible aid to the Commission
in working the matter out-.

The Chalrmen: Let me c¢all thls to your attention on
the top of page 2 of the draft, it being (b)A, I gather
it says:

"The applicant or declarant &t least days

before the filing of such application or daclara-

tion shell have invited at least three persons,

including at least three registered dealers (of

whom two shall not be affilisted with the issuer

as defined in seotion 2(a)(1ll) of the Publiec

Utility Act of 1935), to submlt written

preposals," etc.

Mr. Stewart: That is correct, sir.

The Chairmen: Doesn't that require a determination
of whether there 1s an effiliation., and by referencs to
2(a)(11) you then come right back smeck into the queation
of how we are golng to determine.

Mr. Stewart: If you eccept the rule as drafted, yes,
but we put the rule forwaerd, not as a definitive rule,
but as a proposal for dlscusalon.

The Chalrman: Then if you dropped that parenthesis
the result would be that the invitation would be to at
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least three persons, all three of whom mlight in fact be
affilistes.

Mr. Stewart: They may be, yes, but ==

Mr. Kernan: Thet 1s really the resson 1 think there
should be some pretection egeinst thelr all three being
affiliates.

The Chalrman: The minute you get into thet question
you are driven Iinfto some manner of determination by the
Commission of whether they are affilistes and we come right
smack back to our rule U~12F=2 or some substitute feor it
such as you suggzested or some other, which then means
that we are back to the administrative difficulty sgainst
which complaints have been directed by many persons pf that
determination because, es Judge Hesly hss pointed out,
your propoeal 83 to the definitlon of "affiliate,” essuming

it is valild, would bring up the very difficult question of

control, whilech 1s a factusl questlion and, therefore, involves

a hearing snd all that that implles in the way of delay and
difficulty.

Mr. Stewart: Thls is en imperfect document but if that
question 1s going to arise under it I think we should change
this definition so 1t could not srise.

The Chairman: That is unavoidable.

Mr. Stewsrt: If you are golng to‘hnve that administra-

tive difficulty the rule --
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Commigsloner Healy: 1T don't believe you can get a rule
thet will work sutomatically when you rest the rale on the
affiliatlion point. It ias true there are certain types of
affiliates that you cen detect at once, but Congress very
plainly sald that there are certain types of affilistion
thet you can't detect at once and therefore it s=ald that any
"persen” should be regarded sz an affiliate who stood in
such relation that thers wes likely to be gbsence of arm's-
length bargaining. It didn't even assy "affilliation” in that
line snd persgreph in that Act. It seid "in relstion.”

Yeu have got to meset that soms way.

Mr, Stewart: We think this rule sutomatically cures
that. There 1s not golng to be any possivpility under it of
someona standing in sueh a relatlonship to an issuer that
there could be an absence of arm's-length bargaining.

Commissioner Healy: If the three pecple are effile
lated, you gsre not going to get anything worthwhile out of
this. This suggestion can only work on the sssumption that
the three people are completely independent of each other
end of the issuer,

Mr. Stewart: It will only work if the competition 1ls
genuine and I am gulite sure that it will be genuilne.

Commlissioner Hezly: When you get down Lo your dafinil-
tion, it iz my opinion thet you attempt to state these are
the only circumstances under which thet relaetlion cen exist

and there will not be any others. Thls does violence to
the statute.
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Mr, Ford: Isn't 1t peossible to draw a definition of an
affiliste from, call it a strict legalistic point of view, so
that if there was clear affillation by interlocking director-
ships cr ownership, or anything of that nature, the Commission
gould determine emsily and atop there. Perheps I am mistaken
in my zpproach. It aecems to me the great difficulty facing
the Comnissicn 1s the borderline question; and to insure the
maintensnce of the competitive condition will be less difficult
1f you had & hard-and-fast afflliaste rule, a legalistic
definltion. It seems to me probable you might not be faced
with the difficulties you have in the past wilth such a rule
23 we have here, because with three people in the ring you
are pretty well azssured thet there will be resl compatitiann

The Chalrmasn: If it is sure they are not all three
affilistes. Suppose all three came within the, not what you
might call the automatlic definltion of affillate, but within
2{a){11){D). Now, there is that staring us in the face: How
are we going to know thet gll three of them aren’t? As I
understand your rule 1t 1s this, that if you have two, then
that wlll safeguard agsinst the difficulties thet we might
otherwise confront. Very good. How are we going to make
sure that one 1s8? Your own rule contemplates that difficulty
end attempts to solve it end, as the Judge says, it brings
you right back and you come out where you entered,

Mr. Pord: Our feeling was, sven though one invitee was an

affillate, he would be purged of the evil of that position
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by the fire of this competition.

The Chelrman: Suppose all three were affiliates or,
as the Judge saye, affilistes of one snother. Supposc one is
en saffiliate end the other two are affiliates of that one.
Then what?

Mr. Ford: Whst I was suggesting was, ian't 1t poasible
to draw a legallistic definition, let's say, that would insure
you against reel affillates, leaving out of the question the
emotional effiliates;, & phrese that is in disfavor.

Commissioner Healy: You think you cen get up a formula
or o definition that will describe all the sffillations?

Mr. Ford: Ne. I won't go as far as that, Judge; but
somebody ought to be able to svolve a definition of legalistic
affilistion leaving those in the area of doubt or granted
questicns of emofional affillation to the maintenance of
compeitive condlitions thrcugh the process of this rule;
evidence of competition by the fact that you have got three
fellows in the ring.

Commiesioner Healy: Congress wasn't able to do 1t.

Hr. Kernen: Well, they did it in the Barkley Act, of
sourse, and they have dohe it in other instances.

Mr. Stewart: 1%t seems to me this rule must reat on good
faith. If everyone who is to be governed by it is going tc try
and give it the "run-around,™ it won't worki nor will any other

rule. But I don't think there 18 any 1lkellhood of that being

attempted by ssyone in the investment banking buslness or in the
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public ugllity industry. 1 am perfectly certain that if a mle !
of thise kind 1s suopted by the Commission you will find the
public utility companies concerned will be very, very careful

to make sure that 1t 1s genuinely applied.

I am also quite certein that the underwriting firma them- '
eslves will make the competition genuine. I think they fully
recognize that this cannot be merely & gesture. 1t is a
reality; and when it 1s put forward I am sure 1t is put forward
in genuine good falth, with determination on the part of all
concernsd to mske it work if it is adopted by the Commission.

The ccmpetition under it will be genuine competition, which I
should think would cure your difficulfies as to any question
of possible affiliation.

¥r. Connsly: In any uvnderwriter's mind,; he knows certalinly
whether by ths farthest stretch of the imagination he 1s elther
an actual or an emotional affiliate. Now, thet being the case,
i1t seems to me that question No. 1 he 1s going to ask
Conselidated Edison, for example, is: ™"Do you think I am an
emotional affiliste.”

The Chairman: May I say for the record that I don't know
what an "emotional™ affiliate is?

Mr. Connely: Ieither do I

The Chairman: Congress didn't use the term. I don't
underatand 1t. It sounds to me like n slightly immoral relation.

I didn't think that existed in the investment banking industry.

( Leughter)
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Mr. Connely: &nyone who had an idea that he might be in
an affilliate category would immediately raisze the question -=
that 1s; anybody with sense. If hse is; you cen't ask two who
are, wlthout asking a totsl of four. You have got toc have two
who are definitely in thelr own minds;, and can stand up under
scrutiny of examination, not affiliates.

The Chairmen: I% seems to me that the Dillon, Resad
memorasndum -- although I have difficulty with it on another‘
score -- was much mcre realistie in this reapect at least,;
that it recognized that we are up sgainst the definition in
2(e){11){D) and tkat to svoid getting into the administrastive
det:-rmination of fact and 1:% that is there involved, if this
rule were to work, some method would ha.e to be found. The
method that it suggests is consent:. but L would think that would
be undesirsble. It would mean thaet the Commission wss putting a
gun at somebody's head in compelling them to stipulete. That
is the way 1t strikes me. I don't know how it strikes the
rest of you. I think this would be a very unfalir device.

Commissioner Healy: ©Somewhat the same idea is running
through my head in this definition of Raftfiliate®™. First of
all; you put s fellow under a cloud who had a preferentisl
right and yet you den't say & word about the invesitment company
which within the same years might sctually have been responsibls
for the creation of the very company that he is dealing with.

Yor example, we come along and we find that one of the
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City Serviee suhsidlerins bes r contrrcect givine Helsey,
Stusrt oreferentirl rizhts; we come slon; to the United
Corporr tion end we {ind th-t Morgen ard some mssocistes
crected the corporetion. They sot it up; they brourht it into
beings they sssembled the sccuritles that constitute its
portfolio and trrded them in for securities, they controlled
the distribution of preferred stock, «hri people could
subacribe for the preferred atock «= I mean if there is any
sl mifliernce whetever gs to afi'iliation flovin+ from one of
these optionrl acreements, such as 1s -iezerihed in your first
perapgrenh, how phout rny such relationship as I describe
ney enc which mciturlly existed?

Mr, Stewrrt: Of course, our proposed rule only attempts
e definition of "arfilieste"” s the condition exists today,
The siturtion wlich you knve describved does not exlst todey.
OQur effort is concerned with s nresent-tense definition,

Mr. Yelners MNMumber one 4008 == |

Mr. Kernan: I don't think arnybody has any objection
to makin: thet "ali'llinte" rule as corplete as you went to
make 1t,

Mp, Stewart: In a present-tense definition,

Mr, Karnani As lon: as 1t 1s definite, yes.

The Chalrmen: The difficulty I brve with a defipmition
of "af"ilicte" 18 thrt I don't think we heve any power to
teke 2(m)(11)(D), to crystsllize it into rules which ere

conclusive in the pbsconce of evidence., - don't think we con

ulf



say thst Just becruse o nerson hnd & contrect with someone
es your point one says, thet that makes him an affilinte.
Thet part of the proposed rule does brinzg in, Mr. Connely,
this whole notion of "emotional" afiilistes, which I don't
think Conrress ever intended wrs to soply end which I don't
think we heve sny richt to epply. “hen we hove teo find thet
e nerson is in o certnin reletionship, thet 1s e ouestion of
frebty, nnd I don't think we ern lay down cetesoricrlly that
some specific rct estrhlishes thet relstionship., I don't
think we hsve the larrl power,

Mr, Kerneni If they were telkinz to more then one who
wes en alfilicte they would certelnly discuss 1t with you in
pdvince, They wouldn't want to 20 throuzh 1t and then find
thet two out of three gare afllliatea, They have fot to be
sure that thers ien't more then one affiliate, You \
probebly heve 0t to heve g 20-day perlod for discussion of
plens before they file their declerastion, They are not zoing
| to waste that time, they sre not ~zoinm to teke a chrnce, As
| a preclticel matter they are soins to be perfectly certain,
o The Cheirmazn: 7o iIndicate snother difficulty I heve —=

I communicated it to Mr. Desn when we chatted sbout this -
I don't know how under this kind of & rule you could meet
this situstion: Investment benkinzt house A, let's say,

is en affilirte, determined to be so, It cormas within the

precise ststutory definition of en affiliste, A is invited
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$Mes one of the bidders, B and C are the other bidders who

are invited. ~het 1s there to prevent the issuer, A, and B and
C heving the whole thiny set up so that A 1s reelly controlling
the gltua.lon end that the blds ere not real? Or that the deal
1s set up by A in advence in e wey end with sn understanding
that will actually preclude competition »y I3 and C? In other
words, how cen you prevent, under such a rule as this, no matter
how you worded it, sn un erstandin: between the three invitess,
a situstion wiich I would think couldn't possibly exist if you
had biddin~ open to everybody?

Mr. Stewart: T don't think you are rivht es to thet, sir.
““hen you 7et into comoulsory comnetitive hiddin~y for e securlty
issue of lerss smount there is just es much danver of that
sltustion srisinv, if it be a danser, es there would be under
this other nropossl of curs. There eren't so very many zroups
in this country with the crpitrl to form sccounts to bild for
a hundred-million-dollar 1lssue, You see that In the municipal
fleld desplte the fect that the brnks are eninzed in business gs
municipal dealers =w

The Chalrman: You hed better analyze that ar sument
becsuse if that were so sbhout the competitive bidding ==

Mr. Stewvart: I hoven'!t sald thet it exists., I seid that
if there be a denger, it is jusi es reel ss epplied to competi-
tive biddin- as it would be if epnlied to our alternative

pronosal,
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Mr. Kernan: I don't think there would be an objection
to inecluding a statement that there had been nc consultation
with the competing investment banking houses and subject
anybody to perjury.

Mr. Ford: Do you think as a practical metter, ¥r, Chairman,
that such & set of circumsiances, collusion, could happen more
than once? I think it wouldan’'t hapnen at all, but 1f it d4id
it wouldn't happen more than once. The facts would all be laid
before the Commission ultimately as the plans stating the
proposals are to be submitted to the Commission for their
gconsideration after the company makes its choice. When the
selected proposal ig received and cthers, and there may be
more than three, you will have all the cards on the fable
before you and 1 think you could determine if there were any
impropriety along that line, and you could certainly take steps
to see that it didn't occur again. I shouldn't imagine any
¢company would care, or if i% cared would even dare, to engage
in such a practice a second time, I shouldn't think it weculd
be a real danger with which you would be face&, I gather
that it would be theoretically possible.

Mr. Weiner: I would like to assk a question on this.

If I understend the mechanics that would be employed under
this rule, the aetual bargaining for the price of the new
securities would take place some itime after the proposed
managing undsrwriter had been selected”

Mr., Kernan: That's right,



=93]

Mr, Stewart: At sbout the time of the market offsring.

Mr, Weiner: There would then be a situaticn that could
develop comparable to that which we had in the San Antonio
case, After the face of the securities was known, as they
would be under this; any outsider could come along if he
chose and offer a price.

Mr, Kerpan: That is true in competitive bidding.

Mr, Stewart: We hoped that you might be able {0 change
the rule so as to prevent that oceurring. Our proposed rulse
is not pased on competition as to price pbut under it there
would always be genuine competition as to spread.

Mr. Weiner: But never any competition as to price.

Mr. Stewart: Not as %o price, But there would be compe=
tition as to spread and competition as to managament fee. What
posgible competition as to price could be hed at a time weeks
in advance of the contemplated public offering? Some irrespon-
gible fellow might say, "I will psy you sSo and so for it." But
if he doesn’t have to put cash on the line when he makes his
offer it wouldn't mean a thing.

Mr, Weiner: Suppose some responsible person came along?

Mr. Kernan: You are talking about after everything is set
for the actual issue of the securities? The same thing ocecurs
in competitive bldding, You can't foreelose anyone coming in
and making another offer.

Mr. Weiner: Yea. I would say two things: First, the

period would be probably shorter but, more important, I would



say that there is a pretty gensral consensus of opinion that
where everyone has had an opportunity to bid simultaneocusly

the iszsuer or buyer is not only justified but 1s rather under
an obligation to dlsregard anybody's second thought on the
subject. There 1s a general feeling of condemnation of the men
who has sither made s second or third bid and then attempts to
put the first bid after they are a2ll disclosed, hoping to get
it at & lowser price but bidding what he was prepared to bid in
the first instence, or stay out of the bidding entirely, letting
everybody else run the risks of 1t and finding out the price
after the hlgnest bid was made was such that he could still top
it and make = profit, TUnder those circumstances, typical in
all municipel bidding as I have seen it, which hasn't been
very sxtensive but not inconsiderable, the man who comes along
with a later bid was just out.

Mr ., Stewart: Becsuse the law governing the sale of munic=
ipal securities in most ceses specificelly requires that the
issue shall be sold to the highest bidder who puts hils bid in
through a certain prescribed procedure.

Mr. Veiner: Yesa. And the general moral situatlion, besides
that law, so that there will be no incentive to try to make &
deperture, those laws have stayed on the books. People have
thought: that that was right and consequentiy and without any
misgiving you disregard those later bids.

Mr. Stewart: There is a marked distinction between

municipal finance and corporate finance. There are no
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stockholders in a municipality who can bring suilt against the
menagement for selling a bond to the higheat bidder pursuant
tc a law of the state which dirscts that it shall be so sold.
It is a different matter in corporate finance.

Mr. Yeiner: Precisely., But I atill think that in corporate
finence that result would be obtained. And we have also had a
great deal of municipal competition in ceontractual work which
was not compulsory. It was adopted as a safety measure on the
basgls of the same rules adopted in a state and where a taxpayeris
suit could be brought,

Mr, Stewart: Suppose you did put your competitive bidding
rule into effect, after ths issuer had advertised for and
received bids what is to prevent underwriter ) from coming in
af'ter the fact and saying, "I will bid one point higher than
your highest bid"?

Sr. Vielner: Nothing cen prevent that, but how would you as
en offigcer of an issulng corporation regard the problsm of
re jection of a bid under the circumstances?

fir, Stewart; I think that unless there is some way of
foreclosing the matter by rule it would be no less difficult
to reject a bid under your proposed competitlive bidding
procedure than under the circumstances that arose in the San
Antcnlo case.

The Cheirman: As I understand it, in ordinary competitive

bidéing in whatever field it has been employed, you heve a

deadline,
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Mr., Stewart: By law -« in the case of municipal financs -~
the state law specifically provides,

The Chairmsn; Now, it seems to me that the perscn meking
the offer, whether it be an lssuer or a city or what-not,
governmental agency, or if 1t be the Federal Government, is
amply justified in acting on the basis of tﬁe bids submitted
by a certain date and can say thet that is the guiding rule
on the subjeet and after that date has been closed T dontt have
to consider other bids, and he is morally and legelly prctected
in those circumstances. Whereas you have the sort of thing you
had in the San Antonio case and the poor 1ssuer 1= in a mlserable
position, The officer, Mr. T.olfolk, was in a terrible position.
He got bids every minute and he didn't know when he could close
his deal, T suppose if he walted a week longer he would havs
gotten even higher bids,'but he had to sew off some time; and he
did. 71 think that kind of competition is highly undesirsabls,

Mr. Stewart: So do I.

The Chairman: I think it puts the executive of the issuer
in an impossible position and 7 don't think 1t is fair to the
banking house 17 it is aecting in geod faith. It has made an
offer and worked for months on the deal. But from that kind
of competition we can't protect issuers and investmsnt bankers;
there is no posslble way except through some competitive bidding
rule, The difficulties that you depict might arise just as much

under your rule. In other words, a last-minute offer couid be




embarrassing theoretically tc an issuer even if you hed your rule.

Mr, Stewart: Unless your rule made it clear that the
issuer after he hed gone through this process of competition
was free morslly and legally.

¥he Chairmen: That's right. I sssume any competltive
rule, whether of the kind the staff proposed or the one you
are proposing, should provide --

Mr. Stewart:. Should so provide.

The Chairmen: I think you esre egein going to be in
kind of hot water.

Mp, Stewart: I don't argue against such a provielon.
I do, however, smphasize my view that the difficulty arises
under the proposed competitive bidding rule as well as under
the proposed rule which we are dlscuseing thls morning.

Mr. Welner: That is what I feil to ses.

Mr. Kernsn:. BSuppose you had competlitive selling and

bide and sfter the blds were let somebody offered & point

higher. Now ies the lssuer protected?

The Chairman: Because I think the existence of & rule
iteelf, an appropriate provision, would be a protection
becguse 1t would have shown appropriete diligence &nd good
gense in stopping shert 2t some point.

But, as I get VMr. Welner's point, 1f you limit 1t to
three -~ 1& this your point?

Mr. Weiner: Yes.




The Chairmen: That since you haven’t then glven every-
body & right to bild, you can't sgy "I fixed & ceiteln date.

I can't go on forever listening to everybody, but everybody
had & chance up to this dete.® It seems to me he is amply

protected 1f there 1s open competitive bidding. But where

he hes only three people, of which one may be an afflillats,
then he cen't e2y he hes mede & best effort up to a certain
date to get the best bid.

Mr. Welner: May I =dd that under this rule these
taree people have never even &3 among themselves had the
occegsion to sey what the perticular securitiee should sell
for or what they were willing to pay for them. The
proposale may be entirely dissimilar end investment banker A
whose suggestion ee to the type of scocurities was rejected
might be perfectly willing, for all we Xnow to the oontrary;
to pay & fer better price on the type of securities that were
accepted than investment benker B who proposed 1t.

#r. Kernan: We have gone on the theory that the
guestion of the sctual price has not been of grezt concern
to the Commiselon and more sttention hes been given to
determine whether or not the price errived at is falr.

Mr. Ford: It would be possible under this rule to
insert price gg & requirement. Thet ides wee abendoned for the
resson thet many people felt that submiselon of price

a8 Ter in gdvence of the prebsble sele dste as would occur

under the set of circumstencee provided for by this rule
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would be totally inconclueive, HReally. you would hzve to
put the price in here esome twenty daye, or more probably a
month, sheed of the date gt which 1% might reasonably be
exnected the securities would be sold To the public and that
price could give only an indicetion of what the eventual
offering price would be., It wouldn't be very conclusive,

Mr, Kernan: Cf course, there is nothing to prevent the
issuer, if he wante to, getting before the tlme of the lssu-
ance price ideas from eny or &ll of these three people if he
wants to do so. He has got at leeet three people cocmpletely
famillisr with 1%, people who hseve studied 1t, and there 18
nothing in the world te prevent him discussing 1t wlth eany
or €11 of the three if he wente to. Furthermore, as far as
any reeponeible firm not having a chence, I shquld think thse
issuer would be in a pretty indefensible position, For
inatence, Halsey, Stuart, if they esid they would like to
make a propesel on the securlties they were qualified to sub-
mit one on, I should think ean issuer would be in a pretty
indefensible position if he refused to let them submit &
proposel.

Mr. Weiner: But thst hes happened in & number of
in2tences in the pset yeer,

Hr. Ford: There hese been no euch rule ss we suggest
in effeoct,

lir, Weiner: I am st a loes to see what difference the
rule would mgke, I should think the rule would strengthen

the iseuer’s stand becszuse he feels that he hee complied
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and Halsey, Stuart are not one of the fellows salected

Mr. Ford: The rule says at least thres.

Commissioner Eicher: Does anybody know waather Halsey,
Stuart have submitted any views?

Mr. Stewart: It hasn’t been discussed with them.

Mr . Xerpam: 1 should think they might like it.

The Chairmen: As I recall, when Mr. Dean wes down here
somebody -~ Mr. Pike or somebody -- asked him what Halsey,
Stuart thought¢ of it, and he said he would find out. I am
pot sure that he sald it just thatl way

Mr. Sheridan: The way he put itlwas that "I would be
very glad to assk Stuart." That is exactly what he said
about it

Mr. Stewart: I don't think that has besn done s0 far

The Chairmen: You see;, one of the suggestions mads in
that informel discussion by someone was that the rule should
provide that ot leasi one of the persons invited to bid
should be a banker in the region. Objection was made 1o
that by Mr. Dean; who pointed out several objections, butb
it was pretty obvious that the person who mades the sugges-
tion was thinking of a situation where the utility was

logated, let‘s say in and around the Midwest, sand in those

giroumstances the idea of the person who mads the suggestion --

I have forgotten who 1t was -~ was that Halsey, Stuart ought

to get a cracgk st it
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Mr. Kernem: I don't% think there is any objection on
the part of any one I bave heard discuss it in the industry.
Z think Dean brought it uvp from the point of view of the
utility companies who might be forged to talk to some
locel underwriters who might not have the capacity or
the expsrlence %0 handle large lssues, and you would get
the thing to & chamber of commerce, say in the City of Omehe,
apd i% would put the utilivy in a very embarrassing
position. I think if that could be limited in some practical
way to a situstion whers you had to talk to any issuer who
was qualified from the point of view of capital in the
business -

The Chairman: You mean underwriter?

Mr. Kernen: Yes.

Commissioner Healy: What do you mean by "qualified
from the point of view of capital?®

Mr. Kerpnan: 1 mesn if Commonwealth Edison were
financing. Halsey, Stuart would be qualified to manege an
underwriting for them. They have the capital and the
exparienoge

Gommissioner Healy: I don't quite get your point as to
capital. What differsnce does it mske as far as capital is
concernad? Does it meke a difference if it is Commonwealth
Edison?

Mr. Stewart: The capital of the underwriter; not the

capital of the issuer
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Gommissioner Healy: .There heve been any bumber of these

oepses that we had where ths capital of the underwriter was less

than the amounts underwritien.

Mr. Ford: I think we know they have people and departments
who know how to handle deals. What we are fsarful of if compe-
Ziticn is opened up wide is that some irresponsibls Joe Zileh
who had an ambiition to duy a deeal and wouldn*t know how to
handle it properly might through force of c¢ircumstances be high
bidder, which wouldn't be fortunate from enybody's point of view
| Commissionoar Healy: I don't see the distinction between
| someone with a million dollars underwriting $20,000,000 and

someone with $8, 000,000 being a principal underwriter of a
‘ $200,000,000 issue
Mr. Kerpam: There is this distinotion. After all, a
maneging underwriter has to negotiate the price. The other
underwriters arse very much interested in going elong if that
gnderwriter bas his gapital at steke in thinking those price
ideas have been well studied.
‘ Mr Stewart: It seems to me the ocapital of the underwriter
has to be related to the sommitment which he takes as an upder-
writer. If you have an uaderwriter with 7 or 8 millions of real
capital taking en underwriting of $£5, 000,000 there is no ques-
tion that his capital is adequate %o his commitment . If you

have an underwriter with $300 000 capitel taking an underwriting
oommiiment of $5,000,000 thers is grave question whether his
oapitel is adequate.

Commissioner Healy: Leading underwriting houses in



thils country have been doing it right streight along-:

¥r. Stewart: Speaking for my own company I can assert
that our capitsl has elweys been sdequate for our commitments.

Commissioncr Hesly: I huave seen underwrliters go through
here where the amounts underwritten were far in excess of the
capital of the underwriter.

lr. Stewart: I think 1t should be related to the under-
writing participation.

Commissioner lleely: I don't think there 1s much of en

arcument on this capltel point. Personslly, I don't bLelieve the

kind of underwriting we are getting in this countiry =t the present
time 1s based upon glving the lssuer asn assurance that he will get
his money. I think the underwriter must become & rood distributor

Nr. Stewart: I think that is & fellacy, but I know that has
been your view,

Mr, Kernans I agree wlth you.

Commissioner Healy: It scems to me that 1s &ll there 1s left
of 1t.

Mr.,Stewart: There has never to my knowledpe been an
underwrliting contract signed where the lssuer wasn't sure of
getting his money. There wus no questlon about Bethlsehem Steel
getting i1ts money in 1937. It 7ot it richt on the line desplte
the faet thet many underwriters lost money on the transaction.

Commissioner flealy: You boys have seven or elgnht "conniption

fits" if the 1soue doesn't 7o out the window like a skyrocket.

Mr. Stewart: ie don't like to lose money.



Commlasioner Healy: Of course you don't. And your
capitel i8 so restricted thet you must want the stuff to be
sold qulckly; otherwise it 1s a failure. If you had real
underwriting that lsm't wvhet would happen.,

lir. Stewart: I am sorry, but I think you are mistaken
as to your views about underwriting.

“sa Chairmen: I would like to go into this underwriting
by 2ileh, Zilch snu Zileh. It secms to me the answer thure
would be that if such & house made an ofier under & competi=
tive bidding rule properly worded -- and I think the staff

rule has such a provision =- if the issuer could come to ua
snd sey, "We erc not going to take the highest bldder," he

wouldn't have to take the highest bidder; he can sey, "We
are rejecting thls bld, even though 1t 1s seemingly on the

surface the bseat, becsuse it 1s obvious that this fellow

can't do the job." And any rile that didn't heve rubter

in it enough to permit tlet would be absurd because I doubt

if even Mr. Zilch could set up a deal to make & sensible bid.
Fut suppose he dld get some fellow wilith brains, an

astute fellow that knew how to sct up a deal but he sat in a

1itile shop end had no contacts or capitel for setting up

proper syndicetion, well, they will just say, "You see, this

18 just an organization that can't handle the operstion," then

thet would be ample Justificetion for rejlecting such a bid.

Fr. Kernan: I don’t think you will find anybody in

the industry opposing some practical rule thst required

taking people in tho locallty scrved by the 1ssuer
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if there was something to protect the utility compsnles from
doing business with somebody who couldn®t do the Job.

Mr., Sheriden: Suppose you took Federsl Heserve dlastricts,
I think you could phrase it some way so that it would glve you
the region in which the utility operates principally.

lir. Stewart: It would be wholly unreallstlc because of
the fact that the btonds are not sold in the district in thch
the utility operates. If a compsny out in St. Louls flozts an
80-million-dollar issue you caﬂ‘be perfectly certain that the
bonda won't be sold iIn Missouri.

Mr.Sheridan: Ve had a case of Consumers Powsr where the
allotment for the Michlgan area was suddenly raised by several
million dollars, proving that sauitionsl sscuritlies could have
been sold 1in that region, Thers was an ap.etite for them.

Mr., Connely: I belleve that the inerease in the undere
writing allotted to Michigan dealers was ;1,000,000 exactly.

Mr. Ford: Did you trace the ultimate resting-place of
thosc securities, Mr,Sheridan?

Mr. Sheridan: No.

Mr, Spencer: Let's take Consumers Po.er Company &8 an
example, Assuming this rule wss in effeet and they Lad gotten
thres proposels, one proposel for 28 million of tonds and
%3 million of common stock, the second one would be 18
million of bLonds, 10 million oi common stock to the publie

end 3 million of stoek to the holding company, and the third

bid was another combinetion. Now, the company, if it did
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vhat it did, would have aocepted the first bid of 28 million
af bonde. And we came down to this Commisslon and the
Commission esald, "That does not mest the standards of
3gction 7.® What happens then?

Mr. Stewart: You mean?

Mr, Spencer: KHow doss your rule work under this rule?
We have followsad presclsely what you have said and followed
ths Commission's rule. Ths company has gotten a bld that
this Commission won't approve.

Mr. Stewart: I suppose as & praoctlcal matier most
iesusrs would come down and see you beforehand a3 io what
were the chancss of the plan being approved and if a par=
ticular plan ia not golng to be satisfactory to you they
probably wouldn't accspt that,

Mpr, Spencer. What we propoee in our ruls ia that
averybody bide on ons,

Mr. Kernan: Your suggestione to the utility will run
along the lines in most cases of "We suggest additional
gommon and/or preferred stcek."™ For instance, I mean you
won't say it ought to be 10 milliion common &nd 5 million
preferrsed beoause you wani to know what the markat 1a,

Mpr, Epencer: Bui in our competlitive bidding rules the
issuz 1s failrly erystallized before any bide are asked Tor,

Mr. Ksrnan: Judge H2aly hae slways rale=d the questlon

of the “oompe tition of brains,® and he sald that undsr the



piresen’t system you don't get 1t

Mr, Spencer: You don't get 1t because nobody comses in

under this rule. You had the competition bsfors thay came
down here.

| ¥r, Kernean: Yee, but you have had at least eors

agsiastanes 1ln getting the 1deas of ssveral men who are
gualified To know what markets are.
Mr. tgpencer. Thie rule might put the Commiesion in a

. very ssrious poesition of a ocompany having gottsn a proposal

that wasn't sntirely satlsfactory to the Commission.
| Mr, Kernan: But 1% isn't made publlc., It comes down
%o you, these proposals comz down To you,
Mr. Spenger:. ‘Then do we say, "Doc 1% all over sgain?®
Mr. Kernan: You may say, "At lsast you have had
competition on the spread and nanagement fee, which is the
prinoipal =-
Hr, Lessar: But you had different proposals. You had
one for stook and ona for bonds, one for bonde and ons fopr
L- stook, and your propoeals &8 to price and as to spread
aren't comparabls,
F~ ' Mr, Kernan: The utility ocomes down with three differant
( | proposale and you say, "I don‘t like then” or °I like a
: combination.” Here is a eituation --
i ; Mr. Spencer: The point I am getting at 1e what happena?
|

Mr. Esrnan: You have got three people that ars in a
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posltion very quleckly to give their ideas on prioe.

Mr., Spencer: Do they compete wlith each other?

Mr. Kernan: Certainly,

¥r. Spencer: Would you get competitive bidding for
ideas, then having declded on tha plen, let the three bld
against each other on the prics?

Mr, Kernan: Bld agalnat esaoch other on spread and
management fee.

Mr Spencer: Then all you have done 1a, having
orystallized the issue, reduced the competitive bid To
three people instead of ten people. You are right back
where we staried.

Mpr. Kernan: Yes, but you have satlisflad the require-
ments of the Act,

Mr, Spencer: You do if you have competitive bidding.

Mr, Kernan: No, you would heve competitive bidding
that has a lot of objeotlons surrounding 1%,

Mr. Spencer: You are getting prscisely to the same
plaoce.

Mr., Kernan: No. You would have your competition on
spread and on the menagement fee,

Mr. Spencer: Among three people,

Mr, Stewart. Or more,

Mr., Sheridan: Why did you take three?

Mr. Kernan: Just for the convenisno® of the lssuer,

If you 1ike five it is all right with us. It is going to



come to e question of competitive bidding on everything
except price, and there may be some tendency to use the
other perscn to negetlsate price.

Commissioner Eilchar: Thsre ls snother objectlon that
I don't belleve has been msntlioned., 1 have difficulty with
the fingl epolication of the exercise of the Commlisslion's

Jurisdlction that thle rule contemplates; namely, the

invitetion to the Commiession to defermins whethsr or not

ressonable managerleasl discretion hss been exerclsed and
good faith exercised in the selectlon of the three under-
writers, Ncw, 1t 1s notorioug, of course, that good
falth 1s one of the most dAifficult etanderds. It is hard
gnough for courts snd jurles, but 1t is cdoubly -hard for
gdministrative bodies in arriving st factual determinstion.
Then this invitation to us %to exerclse ressonable mana-
gerlial judgment, or to determine whether 1t hss been
exercised, seems to ug le an invitetion to us to go into
a field which we have been sgseriously oriticised for
entering 1n the past, I think Mr. Connely, for one, hasn’t
"pulled his punchee" for entering the fleld of managerial
Judgment. Hers is gn express lnvitatlon %o ua to do so.
Mr. Kernan: The resl purposs of that oatchall is
where you heve hed competitive statements made on spread an

on management fees, obviously, 1f they get somebody that
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will do the Job for 25 or 35 thousand dollaras and they plck
somsbody that is golng to charge e hundred thoussnd dellsars,
and wers going to give them a2 hundred thousand dollarse, I
think thst 1s pure bsd falth. Those fects will be right
before you, It 1s 8 perfectly simple mettsr.

Mr., Spencer: Let me get bagk to what you said. That
ia, we heve three proposals submltied.

Mr. Kernan: Yea,

Mr, Spencer: Thies Commission refusss to approve that
proposel. That ia your Consumers csse right over sgain.
Thig Commisslon ssys, "No, we won't hsve all bonds. It mugh
be bonds and common stock." Now what heppena? Ona fellow
has bid on bonds snd common stock., The company hes selected
bonds end we 38y, "You can't heve bonds, It muet be bonds
end common stock," Now, dees thet mean that you glve 1t to
the other fellow and the two other men that had bid on
different competition ere out? Does 1t come beck and we
say, "You cen eell bonds and common stock and ycu three
fellows bid on that cormbinstion of securlties?®

Mr., Kerpan: I would think the compeny would then go
back tc A, B and C, the three underwriters, and sey, "Hers
1e the plan the 5. E. C, 18 going to permlit us to de and we
ere going to go shesd with 41t." We and the 5, E. C. have
hed the benefit of your ideas on the plen in the "competition
of breine® snd so you want to know what wlll be the under-

wrlting spread and the menrgement fee on 10 million of
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common stock snd & milllon of bonds.

Mr. Spencer:. The only difference between that rule
end the one we propose 18 you have twe competitions 1lnstead
of ona.

Mr. Kernan: The second competition is replly part of
the firast. It doesn't take eny ftlme.

Mr, Ford: Mr., Chalrman, we were discussing a few
moments gge the posaslibility of regional flnencing. I
showed some of the gentlemen at this and of the table
some charts my firm has prepared showling the dlstribution of
two ilessues. One of them heppens to have been an issue
sold 8t compstitive blddéing end the other one was &
negotiated desl. They are not grestly slgnificant
because they ere only two dsels, but tThey ars interesting
in illustratling the way bonds settle arounc the country
undsr the distribution proceas. I am having prepared for
my own use, and would be gled Teo submit %o the Comamisslaon
1f you went 1%, an average chart runnlng back over all
the pleces of business my firm hss handled over the last®
four or five yeers, which would be fer more slgniflcaat
than these two 1igsolated instsnces. If these two would
be of eny use I would llike to submit then.

The Chelrmen: We would 1lke %o heve them.

(Two mep charts were submitted.)

Mr. Stewert: It ssems toc me Tthey ere chsrts 1ndloating
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the distribution to dealers and not eharts indicating the
ultima e distribution to investors, and that fasct shiculd be
kep¥% in mind.

There was some mention made recently of the dlstribution of
Consumers Pewsr, The faet that additionsl ameunits were givoa‘
to dealers in Miechigan does nct mean that investors in Misghigaa
becamo ultimately the belders of thess beonds.

Mpr. Weiner; Is that correct, that these charic show
distribuvion te dealers rether than ¢ the ultimate purchbassp?

Mey. Ferd:; I think they reflect both.

My Sheridan: The cenverse is alse true, is 1% net, tpat
the amount alletted the Michigen investors might well have
ultimately taken mere than the amount alletted e Michigan
dealers?

M. Stewart: I den't think se I have studied at
subjeet and a great many stetisties and I have never found
any ovidence of that.

The Chalrman: Well, there is something in the P.N.E.C.
record, 1 happen te know, a letter -- I den't know as of what
date -- from one of twe partners in an underwseiting house te

= another, with welerence e distridbuvien inm 5% Louls As I
regall Lt, 1t indicated that they were going to give a2 small
amount to S%. Ieuls deazlers but the eriginating house wes

' going %o hgﬁdle the bulk of the S8Si. Loule business themsslves ;
80 Gthat 1% might well be that there would be more bonds sold

in St) Iouls than had been allotied to 85%. Louis dezlers
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My, Sheridan; I think that must be se.

Mr. Connelys: I know {rom experiencsa that we have had as
to Michigan disteibution in Detroit HEdison, and it goes back
over a great meny yeavrs, where wo have boen one of the under-
wplters, that we are always consulted to see how many bonds we
acttually think the Miehigan market will take by Michigan dealers.
1 think there are a lot of Edison bonds probably sold in
m1§higan by others thaa the syndlieata.

The Chairman: For instance, from Chleago.

Mr. Connelys: Yes. But we try very hard to say that
Crouse, and Watling & Cray, McFawn and-others ean distribute &
cortain number of bonda. We have got gulte a long time of
experionce. We know, for example, w9 ecan go tack to 1932 and
s96 whether they toock the bonds that were then given them and
if the bonds came back through the syndicate manager as unplaced
or having been picked up in the over-the-czounter mavrket. And
you do got a basis of judgment. Now, I assume that other arsas
are tresated somewhat in the szme way by the prineipal under-
wiriter consulting a local underwriter and getting his judgment
ea it. We know that the Michigen merket is good for about so
many Detroit Edison bonds yoar in and year out.

Comnissioner Pike: I didn't see any room for the poor
insurance company in this ruls.

Mr. Stewart: Yes, there 1s, definitely. The insurance
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company ean put a proposal in.

Commissioner Pike: They ean be asksd by the issuep?

The Cheirman: Are you spesking as a guardlan ef the
insurance compenies?

Compissioner Pike: I have to spsak a good word for them.

Mr. Stewart: (A), a2t the top of pags 2, says that the
epplicant shall have inwited at least thres perscons, including
&t least three dealexrs; s¢ that might include thrse insurance
companies as well.

Commissioner Healy: What is the magie in "threo?™ Why
aid you meke it three instead of Tivs or six?

Mr Stewartis; Ne magls.

My. Kernan; We would have made i five except we thought
the utility wouldn’t want twenty pecpls maréhing around and
going over theiy books.

Commissione? Healy: You were very careful o see thai
et least three registered dezalers wore ian the thing.

My Kernan: That ig so you couldn'i havs just one
cdealer and two insurance companies.

My Ford; A simple, Torihvight stztement.

Commissloner Elcher: In ordey io have an insurance éompany

in the picture you would have to maks 1% at least four.
My Kerman; As & matier of fact, you €ould exempt
insurance companise 1n (a)(b) of the flrst page, 3¢ we

raally haven®® got at them. You can exempt tham thers.
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Commissloner Healy: We ought %o go on and encourags
private sales and fix the invesiment banker so they wen'f
got any -~
Mr, Stewart: That definltely 1s not owr view. Our
view 1s thst this applies equelly to insurance companies.
Commisgioner Healy: Why didn't you put im (A) at the %op
of pege 2 at lsast three of them must be insurence companies?
M. Kernmen: There iz no holiness about that word "fhree."
Commissloner Healy: Let me ask another question. We
are having & 1ittle fun with words. I want to get over e
this effiliate thing on L. Assume 4% 48 No. (1) and your
X years hae some virtue iIn 1%, what would you think the
reaction would be if you expanded that tc the poiat whers
it includer ths persons who wera resgponsible for ths creation
of the company that you were dealing with?
Mr. Stewart: Whaet bmsis in law could there be for that?
Commisaioner Healy; What baais 1s there for this one?
Yir. Btewart; We are dsaling with the proposed pres:nt
tense dafinlition. The basis for 1t 1s thet it 1s & reasonable
rule. Lewyers tell me that 1f you reach back temn yzars the
proposal beccmes unressconsble-
Commiseioner Healyi You have reached back. You have
aturted by saying any person who in those years pricr.
Mr. Stewart: Iet’s say elx months, then, or «-
Fr. Kernamn; I don’t see any objection to making it asn

8tiff as posslble.
Mr. Weiner: The first I have heard of this rule, I



might say, the suggestion, as I underatecod it, coniemplated
ten years in thet blank.

Mr. Ford: The original consideration wes a retroactive
rule, but all the lawyers told us there was no basis in
law for e rule --

Mr. Weiner; The 10-year suggostion came from Arthur Dean.

Mr. Kernen: He said 1f you went back e the date of
the passage of the Act that that might be all right.

lMr. Foster: Have any holding companies been promoted
gsince the passage of the Act?

lir. Kernen; Anything that is legal. We don't care
what it ie.

The Chairman: Scomecne might surmlse that 1t is that
provision that has induced the Dillon, Read counter proposal.

Commissioner Heuly: Suppose you expanded this No. (1)
%0 include a person who had created or promoted -= I am not
trying to indlcate language now, but an idea -- perscns who
were responsible for the creation of a corporation, expand
the epplication of your paragraph (1) as between that person
aadl the corporation so created and its affilistes, and then
assume that any of the statutory type of affiliation that
is under 11i{e), (b) and {c) had existed within some shorter
period that might be nemed, a year or two, how 4o you think
that would do in your ranks?

¥r. Stewart; I think they would prefer open ccompetitive

bidding to that in a great many cases. If you are talking
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sbout United Corporation, as I think you are because that 1s
the specific case that was mentioned earllier this merning.

I am quite sure that the underwriters concerned would not be
prepared to accept such a rule.

Commmissloner Healy: You sey I em telkling about Morgan
and the United Corporation, snd I am. Of course, there are other
Instances of investment bankers who e¢reated holding companies.
Who are vou talkling about? Perscna who have coptiona?

Mr. Stewart:; I don't think there are any such contracts
in effect at the present time.

Commissloner Healy: But there have besen within "X" years.

Mr. Stewart: The “X" represents sloppy drafting. 1 mean
ieaving 1t there. It was not intended to mean "ten"” years; 1%
was intended toc mean "blank" years.

Commisaloner Heely: It doesn’t mean anything 1f there
aren’t any in effect. The rule doesn't have enything to
apply to.

M. Stewart: I think I can tell you who has had thess
optional purchase contracta within the pest ten years: Halsay,
Stuart has had certain of them.

Commissloner Healy: Yes, Halsey, Stuart has or had:
and they haven't been consulted about the effect of this kind
of a rule that puts them under the cloud of "effiliate." But
it seems to me that kind of a setup, resting cn en vld option

80 Far aa arffllistion ls concerned, is far lass significant

than the relation that grows out of the fact that the
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investment banking house created and promoted and sold
the heolding company.

Mr. Stewart: I agree with you. But let me say, speaking
for the Securities Acts Committee of the Investment Bankers
Association, which I represent, that the "X" in the draft rule
is not intended to represent ten years at all., Our view is
that there should be & present-tense definition in the rule
so as to prevent & ran who is on & board jumping off, under=
writing an issue and then going back on the board.

lir. Weiner: This rule;, as 1 understand it, was
ganvassed considerably and discussed before you submitted
it £ind T assume that in the course of that discussion
one of the things that undoubtedly cropped up at all times
was, who would be affected by that rule?

Mr. Stewart: Yes.,

Nr. Weiner: Can you name any person in a position of
an underwriting house who would be en affiliate under your
dafinition?

Mr. Stewart: At the present time?

VMr. Weiner: <Yes, under this definition.

Kr., Stewart: No. I know of nc one who would be.

Mr., Weiner: So that the whole rule is simply --

The Chairren: Let me see if I understend that. Then,
if that be true, you have this consequence, that you have a

rule which indicates that one of the three persons, if there

are three, 1s not o be an affiliate, Then you define
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naffiliate™ soc there will never be any such person?

Mr. Kernan: I don't see why in that case, on the basis
of this competitive proposal rule; you can’t put in the
"gffiliate” definition anything you want, make it as strict
as you want. I would include anybody who organizsd a hold-~
ing campany, sure; I think they should be included.

Mr PFord: That rule is designed as a present-day rule.

Mr, Kernan: Do you think, Mac, there would be any
objection to putting in & retroactive rule?

Mr., Sgewart: Yes, I think there is very strong
cbjection to a retroactive rule, I think there is no
objection to puttinz in & hard, strong present-day rule.

The Chalrman: And do you think that by some inadverience
you have brought us in a retroactive rule?

My, Stewart: Yes, that 1s true. We intended to leave
that vrovision of the proposed rule biagnk, and our intention
in I. B. 4. was to sujgest, say, one year to provide for a
situation in which a man might resign as a director today,
handle 8n issue tomorrow and go back on the board of the
igsuer the next day.

The Chairman: As you construe your own definition of
Paffiliate” it would not include thie person who would come
within 2{a){11)(D)?

Mr. Stewart: I don’t know thet there are any such

underwriters at the present time,
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The Chairman: Well, if thet 1is so?

Mr, Stewart: I don't know that there are any such
affiliations existing today.

The Chalrman: I want to restate my qQuestion. Under
2(a)(11)(D) there mey be persons who, because of historical
relationships, are affiliates. We haven't found any case
which we might =-

lig. Stewart: The Byllesby case 1s the only one we know of.

The Chairman: We have twe cases pending, and let's
assune that we were to decide that in one or the other of
those ¢ases such a person was an affiliate. In those
circumstances there would be limltations upon that person's
action. The proposed rule would complstely limit the
activities of such a person or, to put it more speecifically
without indicating what our deeision is; suppose that the
Commission were to find that Mergan, Stanley is an affiliate
of Columbia, and in the Consumers Power case that it is
an affiliate of Commonwealth and Southern =- let‘s suppose
we had meade that determination and then we adopted your rule.
llorgan, Stanley for purposes of bidding under this statute
would cease to be rezarded as an affiliate.

lir, Stewart: Unless they prove t0o be an affillate
within the meaning of this definition.

The Cheirman: You say they wouldn*t be.

Mr, Stewart: I don't think they would be. That 1s

merely my ovlnion.
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The Chairmen: Sco that means that we would abandon
2(a)(11)D in so far as 1t effected the question of under-~
writers with respsct to securities.,

Vr. Stewart: If this rule is not sufficlently farreach-

ing in the preaent tense we would he perfectly happy to
.mnke it much stiffer in the presont tense. 7ie don't recommend
a rle that would go back ten years,

¥r. Yeiner: The difficulty is this: ‘Then you say
"in the present tonaa"™ you are shifted back to Rule U-12r-2,
which deals only in the present tense but mekes it a gueastion
of fact. 1In other wordey, I think your proposal to ma'e 1t
comprensngive in the present tense would have to resd richt
beck to the lanjuaze of the statute and of the existinz rale,
which brin® us back to the difficulties which I thouzht this
setup waa Iintended to get away from.

¥Mr. Stewart: %We don't see what the difficulties would
be here.

¥r. Weiner; ™e are not sayin~ there are difficulties
hers but, ss the Chairman pointed out, the diffienlty 1is
not in what you have nut in but rathor in what you have
omitted, and your suczestion that ws =0 back to what you have
omitted zets us risht hHack tn where we aro today.

Mr. Stewart: I think not. It scems to me what the
Commission 1s seeking to 32t 1s more compatition. Tha Chatirman

on occasions during the competitive bidding hearings said

that the Commission was not prineipally concernad about
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price and spread, We were very much impresasd by the dlscus~
sion hetween Judre Healy and ™r., Kellor? at one time during

the hearinzs, in which Judze Healy ssked ¥r. Tellos~ if he
didn't thin't that 1t would be desirable to have a procedurs
under which en issuer went to tw> or three underwriters and ot
thelr views ae to the kind of setup moat suitable to the iasuer ==
haed available to him the "competition of brains". That is
where we 30t that phrase in here, We thin¥ that that kind of
real competition, and it would be real;, would fully dispose of
the question of affiliation. 8o that the queation of affil-
jstion is not important to this rule.

VMr. Weiner: I was going to say, without disazresing with
anything you have said, the logic of your position 1s that the
whole provision as to affilistion 1= really suporfluous. It
adds nothing to what yon have proposed and if you dropped out
the parenthetical claunse in the first part of your rule you
would really me expressinz what you are proposing.

Mr. Stewart: Wa think we would st1ll have a vary sound
rule, a rule that would gzuarentee very real competition,

¥Mr. Weiner: Jell, you would have a rule which in fact
departs in no resl aense fyrom the rule you have proposed,

Mr. Stewert: I think not,

Commissioner Healy: It seems to me that may not be
entirsely so because this kind of a rule will not work from
anybody's point of view if the people who aceapt the

invitation are affiliates of the issuer or of each other.
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You will s2t no real "compstition of braina® under those

conditions, or sny other kinds of competition., Suppose we

struek out completely your definition of “"affiliato” -- 1t

begins at page 4. Then we turn back to paze 2. At the top

of your pa e, under (.), we find a reference to affiliates.
Mr. “einer; WMr. Stewart will strlike that.

T2 Chelvrmern: He would strike that.

Wr. Kernan: I don't think you can dc that under the Act.

The Chalrmen: The minute you say you have got to,
then you come ri-ht back to a determination under D.

Mrr. Kernan: T think there are seoveral ways under the
sbatute that you could wmeet that. You could mest it by
changzins it from three to five, beceuse there isn't any
compeny that could have three afiillates on any basls,

The Chairaer: I the number is sufficiently lar—e yon
approxinate comnetitive bHidding. If you sald twelve you
mizht just as well have opern oowpetitlive bLiddinz.

Mr. Stowart: Much better.

The Chairaen: You have almost ot 1t, then, I am Just
thinking out loud.

Commissioner Bicher: You haven't got 1t as well aam in
competitive bidding because you would have twelve different
plans.,

The Chalirman: Assuming that difficalty 1s out == T am
Just araln thinking out loud -- if you did say that with re-

spect to issuea over a certein size, end if the Commisalon
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would be matisfied with six bids, it may be that you would
have the equivalent of competitive bidding thers bacause
on the lassues over a certain size it may be == I don't know o
that thers are not over six that would bid in any event.

Mr, Stewart: You are talking sbout competitive
bidding now?

The Chairman: No. I meant that 17 you said on an
issue of over a hundred million dollars thers need only De
six bidders I suapect you would arrive at ths =ame result
as compatitive bldding bocause there probably aren't over
six that could bid, Is that right?

Mr, Ford: I think that is a fair statement. It might
not te six if you had an issue of a hundred milllons.

' The Chairman: It just occurred to me as a possibility ==
I don't know if there 1is anything in 1t <~ that might have
some sort of a staggered system, if that would make you

feel any better.

Mre Kernan: I think the way 1% will work practically
1s that an issuer is not going to go through all this
dressing-up period 2nd spend a2ll this period of time unless
he is darn certain that he hasn't zot more than one person
you people down here consider mizht be an affiliates

Comrissioner Healy: I wonder in how meny of these
instances the invitatlon would be aceepted? Suppose you
sald five persons, HOw do we know that anybody except
ons or two would make any kind of bid?
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lir. Ford: I belisve there would be the most intense
competition for Invitations. People are alroady laying
their planes that know of this proposal hore.

The Chairman: You could facetliously put ancther way
what you have sald, that the result of all the discussion is
that the Street 1s thinking maybe competitivs bidding msy not
be s0 bad, maybe a 1little compsatition might be fun.

Mr, Connely: There is a good deal of confusion in the
minds of the industry on this and they have ziven it a lot
of thought, There are many firms thnt have agreed to this
that obviously are giving up something that they now have,
particularly firms that have never in =ny way been accused
of being affiliated, but in the intersst of the devalopment
of competition in the business, and ths development of
"competition in brains” in particular, that they would like to
sae the Commigsion try this out, polish this rule up if
necessary, but give it a trial, rather than a fixed, hard-
and-{ast competitive bidding rule, and that after a perfactly
faeir trial the cass can he reviewed.

Nr. EKernan: I think everybody expacts, from the faot
that it was so difficult to bring their minds to agree,
first, that this thing is going to develop into a much
sterner kind of competition than ws have had befora, I donit
think there is any doubt, as M¥r. Ford says, sverybody 1is
already laying thelr plans to go out and 3et businsss that



heretofore they mighd nos have gons afier bLecauss thsy
bhovgns somsbody elss was handling it well.

Mr, Stewart: I want to add this to what Nr. Connely
sald: T reslly think that in putting forward this ruls the
underwriting houses and certainly we in the Investment Bankers
Agsociation have been actuated by the bslief that 1t is for
the groatest good of the greatest number In the businsas, We
do seriously and definitely belleve that compstitive bildding
would hurt the small dealer and ths small underwriters and we
think that under this proposed ruls ths small underwriter and
the small dezler would fars probably just about as well as
he does today, We think that is a highly important con-
slderation,

Mre Fords: That is reslly the reason this proposal 1is
put forth. I ecneur entirely in what Mr. 3tawart esaid.

Comissionar Healy: Of courss, you have now changed
this quite a lot from the written form as it came in.

Mr. Stewart: You mean by this discussion?

Commnissicner Healys Yes, slr. Or you have susgested
a number of changes in the written form.

Mr, Stowart: No. I said in my letter omn the
"affiliate™ question == perhaps I didn't maks 1t clear ==

"The definition of an faffiliste? has baen
included with the drait rule so that the Commission

may mors easily determine that two of lihw persona

invited to submit propesale srs non~affilistesn,

It is, of course, recognlzed that the Commission may
declde that since =t least throe perscns (underwriters,
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dealers or other prospective purchaszers) must be

requested to submlt plans, it mey not be necessary

to distinguish between affiliates and non-

affiliates in this connection.”

S0 from that point I thipk I bhaven‘t changed.

Commiszioner Healy: Suppose this rule were changed
to read five, and suppose only one perscn came in. The
issuer made the effort to get the five people but suppose
only one person came in.

Mr. Stewart: I would amend the rule to say that the
issuer should bhe required to obtain proposals from at least
three paople ratvher than invite at least three people. 1
think that 1s a fault in the rule as drafted. I would
certainly amend the rule to that extent.

Commissioner Healy: Suppose ths Commission got down
to the consideration of & thing of this sort in an actual
case, under your item (B), and found that all of those items
had been pretty well complied with except that the
Commission thought that the negotiations hetween the issuer
and the persons selected, or the persons meking the
proposals, had nol been conducted in zood faith poasibly
because of soma; well let's say some affiliation hetween
an issyer and one of them; we would be in rather a "hot
spot™ at that point, wouldn‘t we?

Mr. Stewart: I think if you question good faith,

if this thing isn‘t bona fide done in each case, then

the rule will fall down. 1 am sure of that.
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Commissioner Healy: Haven't we got %o meke provision
against the possibility that it may not be bona fide done?

Mr, Kernan: You have got:

"Nothing in this rule shall be deemed

to preclude the Commission from entering any order

which would otherwise be appropriate under

applicable provisions of the Act.®™
And if you have the authority under a competitive bidding
rule you could certainly enter it in & spscific case.

Commissioner Hesly: It 18 conceivable that even in a
rule of this sort along the lines that have been dlscussed
you might get a case where the Commission might went to step
in and say, "In this cese you ought to have competitive
bidding. You fellows have just been getting into (something
different) and you heven't really observed the substance of
this thing. We are zoing to throw it all out."

Mr. Stewart: WVNe have had some pretiy frank discussion
and thsy recognize that if the Commission adopts this rule
it has to be made Lo work by genuine, unquestionable
competition for this busipness, 1 am sure there is a
definite recognition and acceptance of that

Commissioner Healy: You would want it to work,'wouldn*t
you?

Mr. PFord: Yes.,

Mr. Stewart: Yss.

Commissicnzr Healy: Then it should be strengthened as

much a3 possible so that it will work. Isn't that right?

Mr. Kernan: That's right.
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Mr., Connely: You very soon in a trial psriod would
determine whether there was any collusive effort. I think
anyhody would be stupid to do 1t on any other basis but all the
cards face up om the teble, I cant imagine an issuer or &
suspecied affiliate wanting to get Jockeyed into a position
that the Commission would use this power they have got.

Mr. Foster: May 1 ask whether it i1s contemplated that
the person whose proposal is not, eaccepted would pafticipate
as a co-underwriter in the offering?

Mr. Stewart: There is no prohibition against that in
the rule as draffed

Mr. Kernan: It 1s probably bad to make a prohibition
against that for this reason, suppose California Edison were
finaneing. Now they want it to go to three underwriters.
They would certeinly want it to go to Blyth and Company,
or Dean, Widder. Thay are the two bizgesi underwriters on
the Coast. If.Blyth and Dean, Vidder didn't win thas
competition it would bs very foolish not to permit them to be
in this business because they are the largest organizations
on the Coast and to preclude their selling orgenizastions
from belng in this business would be a bad thing for the
company. 1t would prevent getting as gcod a price as you
could if yod had their organizations available.

Commissionsr Healy: Well 6 this thing sort of shapes up,

it seems to me, when you consider these suggestions thai

have grown up around the table. It would seem to indicate
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that instead of the rule as written what we have really got
to deal with is a proposed rule under which at least five
are invited to participate, under which you get propcsals
from at least three. Now, suppose that the thing 1= rigged
up that way end suppose you don't get proposeis from three,
then what does the Commission do?

Mr. Ford: I would say in that case the issuer would
heve to go through the performance and sndeavor to make sure
that he did get proposals from three.

Mr. Connely: He would come to the Commission and
explein his dilemma. ILet’s assume 1t was ridiculous,
asaume 1t was a 500=-milllon-dollar issue and it wasn't
possible, there weren't enough underwriters in the country.
You would consider the clircumatences and say it was all
right tc proceed slong those lines, glving very broead
discretionary powers.

Commissioner Healy: You say he didn't succeed in
gotting three but he got one. You think in thet case he
should be given opportunity to show that he should be
allowed to go ahead with that one?

Mr. Comnely: It would seem like common sense to me.

Commissicner Healy: Suppose that one were a statutory
affiliate?

Mr. Connely: The Commission might not determine it was
improper; 1t might determine it was proper to proceed.

Commissioner Healy: Would that be an appropriate cese
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for competitive bidding?

Mr. Connely: It might be, but I should think 1t would
be extremely difficult to provoke competlitive bidding when
they had been unable to cbtalin three people from whom they
would get proposals.

The Chajirmen: I would like to ask this question and
see if I ocan rephrase about what you have suggested.

In effect, you heve dropped the subjeet of affillates.
That is really what you are saying? (Addressing Mr.

Stewart, That you, at least, are saying?

Mr. Stewart: Yes.

Mr. Xernan: Or edopt any kind of stifi rule,

The Chsirmen: Assume that we dropped affiliatea,

I understand thet you are now suggesting that we have a

five-invitation rule. Also, am I correct in the under-

stending that you would include in such & provision thﬁt
there will be soms invitation on a regional basias?

Mr. FPord: We would like thet very much in N. A. S. D.
bt you haven't provided something in the ruls to prevent the
necessity of the issuer agcepting & proposal from one who
wean't cualifled; en irrssponsible person. We belisve that a
prerequisite.

Fr. Stewart: I em sorry to interrupt. I didn't suggest
that invitations be obteined from five persons. My suggestion

wes that the rule be made to require the issuer to obtain

proposals from at least three personz. I don't think there
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is any nead to go beycnd that number unless the issuer shooses
to do so of his own veolition. I wouldn't go any further than
to require that he must obtain proposals from three.

Mr. Kernan: I don't care, if it is all right with the
utility companies it is all right with me.

Mr. Ford: I think you might run into the difficulty that
the Judge trought up, thet cn a large lassue they might find it
very difflsult to obtain five proposals. Then that would throw
1t back in your laps again. It seems to me three provides the
competitive element which we are seeking to provide,

Comuissioner Healy: It would be feasible to provide
that he should invite at leaat five, then provide that they
should have at lesat three proposals snd then doviae scme
way of taking care of the situation where you couldn't
succeed in getting even the three.

Mr. Ford: Yes, you could do that. That would put
flexibility into it.

Mr. Stewart: The difficulty i1s, of course, that people
wno are zolng to go genuinely to work on these invitations
are golng to incur gquite a lot of expense and put a lot of
labor on the development of their plans, If their chances of
success are reduced from one in three to one in five there is
less justification for thelr doing the work. That i1g really
the reason that we suggest three initlally rather than five,
erd I would like to keep to that point of view, changing

the rule, however, to say that the lssuer must obtain
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propoeale from st least three.

Commiseioner Fegly: I think you would help your case,
You would make a batter cgase, 1T you had eald five,

Mr, Kernan: 1 think if 1t helps you on tha affiliate
idea, I don"t eee any objeution,

¥Mr. Fournier: I would like to sxpleore the question ef
the axpense Lif you had a considergble number of invitees
to submit proposple. To turn to the beginning of ths rule,
the proposele are to bear upon not slone the kinde of
securities that might be issued, but alec the tTermes which
the proposed sscuritles should contain in ressonably
comprehensive form., I would like to know whal expense
- would that ispose upon invitees in a slzeadble lssue, a 50~
millicn-dellar issue? 1§ my undargtanding correct that only
one of' those thal submitted proposals would heve his expenae
reimbursed by selling the lasue?

Mr, Ferd: Thgt is the way 4%t stands

¥pr. Stewart: The best way I can answer your quesgtion is
to say that when we went to work on the Port of New York Au-
thority and set it up in my own company we were out of pocket
gomething in sxcess of §50.000 without considaring the gpotusl
time that cur exeoutives pul on 1%. It was & ebmplate
financing plan for the whole refunding of sones $200,000,000
of securities, but the issus esold initially wae a relatively
small one == 1 think about 30 million., That 12 a conorate
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cese., EBesides putting in between six and nine months'® time,
for which there was no compenssation at all, we were cut of
pocket {50,000,

Mr. Foster: How much of that would be applicable to this
initiel astage?

Mr, Stewart: In the integratlon proceedings -- 1ln arranging
for the sale of common stock or portfollc securitlies, anyone who
ie going to do a resl jJjob must git down and put substantlisl legbor
into the development of plans, perhaps at considerable cost. OF
gourse, if youw wers merely refunding a 10-million-dollar bond
ispue it wouldn't take much Time mor involve much expense.

Mr. Weiner: Mr, Stewart, coculd I ask a guestlion on a soms-
what different point? Assune the isgsus were fglrly substantisl,
25 or 5C mlllion dollers, under the rule g8 you have it set up
would 1t in faet be practicable for any insurancs company to come
in even if you expanded it %o five?

My Stewart: I would think so.

Mr. Weiner: What would be your thought of the way thies
would ocme in, "We will take 50 millicn dollars of bonds, and
hers is our price”?

My. Stewart: They have done 1t in other cases. I assume
they would do it again.

Mr. Ford: Would you not have the same st of circum-
stances that 2xisted in Georgia FPower whars, really, the
company came vary olose to going through ths same procedure

that ie suggested in this rule here, We all know they
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took 1% to several houses and agked for thelr idess on the
thing. They undoubtedly have eold thelr bonds %o lneurance
vompanies, They evidently were talking to insurance companies
at the same time they were talking with the various investment
banking houses they called into consultation. It might work
the same way.

Commissionar Hesly: Suppoee you had an issue of the size
Mr, Weiner menticned, 1t 18 poseible to have four or five insur-
enve ccmpenise that might do 1t but the rest of the insurance
vompanies would be pretty much cut in the cold, wouldn't they?

Mr. Stewart. They could always gst some dealer to put in
& bid for them. They do it now. As & practical matter, I don't
Think they would have any difficulty in arranging to enter the
competiticn.

Ccmnisgionar Healy: They can‘t undertake & Joint
responelibility.

Mr. Stewert: Thsy can't enter into 2 jolnt undertaking now
but I don't think that has proved to be an obstacle to them in
the negotiation of so-called private purcheses. Let uz sguppose
an issusr wantet to invite proposals from Metropollitan, Equitable
or Prudential -- the 1lssuer could call them up and say, "We
would like to get proposale.® They might very well reply, *Well,
ve can't do That direstly but you call So-and-so and tell him
whaet you want and we will gee that he gets our proposals to put
in.® It nfould be done, Scmething very similar has happened on
occasions in the past.

My K Foster. How about the amall insurance companies?
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Mr. Stewert: They will prabably be happy te buy from the
underwri ters and get thelpy securities at a falr price, as they
now do.

Commissioner Pike; 1 would like to suggost we are going
to find a movre difficult type of firaneing ¢o appraise than we
have had in the last few yeavrs. PFor the Cypleal refunding issue
you take the present capltal setup, check on the euwrrent bond
market and figurs oui the pavings - a pursly mathematieal
pirocedurs, with propor adjfustment for income taxes. Since about
1236 this has been the ordinary process, but refundings in the
utilities field are vossibly two-thirds complated. If present
indications ars any good a bigger preportion of future Cinancing
has got to Le new-meney finanalng and I think it is reaaenabiy
probable that a great deal of i¢ has got te de junlor finaneing
becausa most of the cempanies are gotting bonded wp pretty eloss
%o the limit. 1 suggest tha thls sort of finaneing involves
more then the mers sbtudy of intaresst rates and msturitiss.

Conmissicner Healy: Isn!t that the trouble with this
proposals What will be mors nesded in the fubure is a
competition of brains, not merely s compstition of price and
spread znd as 1% is sxpanded undey this setup practically
you are invited to make proposals., One will say you ought o
de it by bends; the nexd by preflevred sitock of preferrsd end

commen & tock, and 1 hops somebedy will bave the sense te say
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by all common steek. The insurance companies fall by ths
wayside. All they eer Ualk to you zbout i3 bonds.

Mp. Pord: I believe the statement Mr. Pike made is one
of the strongest arguments against eompetitive bidding. I
think he is entirely right in whzt he says about what we all
fece. This erz of refunding that has been pretty simple is
about elosed and we sve going Lo fage a different Cype of
finenelng than we have faced in the last few years. It is
going to be mere c¢onsiructive finsneing, 1 believe. 4And I
think 1% is golng %o be more dlfficult te handla that kind of
finaneing under compotitive bldding than ctherwise. To my mind,
one of the effecte of sueh a rule as we have here will be to
ﬁromote that type of Tinaneing. I would hope, as you would, that
many of the propesals will suggest equity financing.

Conmissioner Pike; I realized that when 1 said it. 1 de
mean ¢ suggast 1¢ is going to take more work, whether 1T is
done by compsotitive bidding or in any other way

Commissioner Healys 1I we gan get better capital
strustures out of all of this offort, it la doubtful if we
ought te saecrifice that peeslbility for the sake of glving
insurance companies a chance at some first mortgage bonds.

(Off the recerd)

My Kernan: Of gourses, 17 a utility security were oxempt
from the operation of the 1833 Act, that would solve that problem.

The Chalrman: How is thai?
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Mr., Kernen: If a utllity security were exempt from
the rezlstration requiremente of the 1933 Act thet would
selve that insurance company problem because then we could
compete on an equal baslis with them.

The Chairman: No, you couldn't,

. Commissloner Hegly: 1 agree with the Chailrman.

Mr, Kernan. On bonds?

Mr, Welner: The Georgia Power caee shows you couldn’t
beoausgsz they wanted the securities.

The Chairman: Your competition comes from ths fact
that they put the money on the line weeks in advance.

Commigzioner Pike: You can forget that registration
hindrance as far es &n iseue of any size 1s concerned, 1
am pretty wsll convinced, I was trying to ses how much
adventage they would lose 1f we made them all reglater.

Mr, Stewsrt: It might be very important, particularly
if we are going to get a tightening of money rates,

Commiasioner Plke: The fellows who don't have to
regletsr seem to be jJuet as anxious to place privately ae
those who do,

Mr, Stawart: The ldea that private placement ie advan-
tageaous to the iszsuer has been well "sold" by the insurance
companieg around the country. They are good salesmen,

Commigaioner Plke. I find that,

Commissloner Hegly: They have been a 11lttle too good

in soms respects,
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Commlssioner Pilke: I recommend to your attention an
editorial in this morning's Washington Post. It is the first
ons I have seen that looks as if they have resad thet report.

(Off the record)

Ths Chairman: 1s thare anything else?

Hr, Stewart: First, as to the matter of publicity: We
have not given any publicity to the proposal from the I. B. Ae
and wo would prefer not to do it uatlil we coms to = point
where thers 1s an understanding between you and ourselves
ag to what 12 going to be done about 1t

Mr. Sheridan: On that point, Mr. Stewart, I don't
know how much control there 1s over it, This proposal 1a
to be part of the public record and a lot of people, a lot
of newspaper men, have Desn asking when you were golng to
submit a proposal. I have told them I didn't know and
that it was not my business to tell them. But they may be
watohing ths record. It was the underastanding that 1t was to
bs part of the public record,

Mr, Stewart: We have no objesction to giving the matter
full publicity when i1t 1s made a part of the public record.

Mr, Connely: We have no objJection to it.

Mr. Ford: We hava no objection to it.

Mr, Sheridan: You will got no publicity othsr than
what they pick up themselves,

Mr, Connely: If the Chalrman wanted to release this
ag 2 basls of diag¢ussion ~-

Commlssionar Plke: That is what 1t iz, a basis of

discussion.
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The Chailrmani Uhat do you think of this sugzestion,
that until we advise you to the contrary we won't put it In
the record. We will advise you when we do.

lire Stewart: Right.

lire Connely: All right.

lre Stewart: And we on our part will not glve it any
publiclity until you do.

Commiasionsr Healys There is a great disadvantage in
ziving 4t in this form, that since you have shown yourself
wllling to discuss changes and sugzestions and that means
your written proposal doass not stand asg written, and that
mizht be embarrassing.

lr. Ford: wWe put it in for N. A, S: D. solely for the
purposs of diacussion.

The Chairman: e will let you know when we put it in
the rocord.

Niro, Stewart: I wish to say agaln that we are not

suggzesting our proposal as a definitive ruls but merely as a

basls for discussion., We recognlze that 1t ia not a finished,

perfeat product but mersly a baals for an approach to the
problem.

As to the "affiliate" cuestion, let me emphasize that
we are prep-red to ~ccept the strongest kind of definition
in the present tense thot you want to makse, but we are not
dispoassd to a rotroactive rule.

The Chairman: Thank you very much, gentlemen.

{Wheroupon, at 12145 p. m. the discussionwas concluded.)
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