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OUR SECURITIES MARKETS-SOME S E.C.
PROBLEMS AND TECHNIQUES

PAUL WINDELS, IR #

THE integrity and strength of our securities markets are essen-
tial to our national econamy. They are symbals ol our [reedom and
a measure of cur capabilities. As we mowve toward preater participa-
tien in international economic exchange, they will be a major factor
in the influence oi our pelicies, and our markets will be subjacted to
competitive tests of increasing severity. It is clearly appropriate to
give serious and frequent thought to their effectiveness and practical
workings. The purpose of this paper is to discuss some of the regu-
latory and enforeement aspects, not sn moch the technical procedures
as the overall problems that cannot be resnived by formalistic
measures.

"The Federal securities laws were enacted and, in 1934, the Securi-
tics and Exchange Commission was established to revive virtwally
dead tnarkets by imposing standards of integrily, thus restoring public
confidence and encouraging public participation, The Commission
haz used three approaches to achieve this end: enforcement activities
directed against wrongs, the regulation of specific practices, and
the requirement of disclosing significant information so az to enable
invesiors 10 protect themselves and to discourage sharp practices that
would be embarrassing or waorse were they disclosed,

A paternalistic, or licensing, approach, in which the Commission
would be required to pass on the merits of securitics, transaciions,
or prices, or the professional qualifications of broker-dealer firms, was
specifically aveoided.

During recent years matket activity has been the greatest in
aur history. Trading has been at unprecedented highs, Maore public
investment money has becn directed into capital expansion and im-
provement than ever before. Now companies and new industries have
risen in striking demonstration of vitality. It iz estimated that fifteen
million Americans now participate, as direct investors, In our capital
markets. Many others participate through mutozl funds and, as a
result of the trend toward liberalizalion in “legal investments,” through
kank deposzits and insurance policies. Apart from the siatisties, this
represents a psychological development of preat significance. In an
increasingly complicaled and industrialized socicty it answers the
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desire of many people 1o feel that they have some ullimate propristary
stake an the nation’s cconomy—a desire 1o be something more than
an element of production, To this sense, such widespread pariicipation
in the ownership of securities ofisets a feeling of exclusion that has,
in the past, been catered to so effectively by the proponents of sueial
ownership,

The heavy low of public money into the market bespeiaks the un-
doubted success of the Commiszsion'’s activilies over the years. 0O
ciurse, genersl economic swings, speculative phases, inflationary pres-
sures, and particularly the eiforts of some exchanges and leaders of
the financial community are alsa largely responsible. And yer, despite
all of these Indications of well-being, the Commission in these zame
recent years has faced mouwnting problems in the traditinoal areas of
Fraudulent. selling, manipulation, touting, embezzlements, and confices
of interest. The market itself has shown that, despite the activity of
the Commisston, it s still subject to substantial fluctuations on-high
trading volume, indicating sudden and basic reappraisals by investors,

Buth the Commission and the financial community might well
wonder: What will be the ultimate effect if this broad public venture
into the market place. turns out 1o be a generally bitter experience?

Some cheracteristics of the secwritivy morkets should be noted ac
the srart. Our markets are distinctively open. Bere disclosure admics
any scheme, brokers and dealers are not federally licensesd but simply
registered, and the public is invited tn without vestriction, They are
characteristically American, free and available to all and, a= noted,
used by a very broad segment of the people. Most of the problems
come from these qualities, but so do the 5trc11gth and crergy, the
competition, and the fresh outlook. -

Haalthy markets fluctuate in response to free trading prewurea
Market prices also move in trends with evolotionary changes in the
basic factors bearing upon them, while random Buctualions caused
by specific incidents jar individoal prices or the market generally,
The characteristic of constint mation, of course, greatly excites the
gpeculative inferest in the market and gives rise to the evil practice
of cxploiting and exaggerating the movements by running them up.and
chasing them down. This problem is approached primarity through
the Commission’s short selling rule, the foor teading rules of the
principal exchanges, and the specialist system of conducting the
market. Secondarily, the Tull disclosure policies of the Commission
as enhanced by responsible exchanges and securities houmses smooth
out the trading by eliminating the blindness which always causes
panic. However, recent price movements have shown that even with
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ihe inkibitions apainst “bear raiding” and widespread use of full
disclosure, the market is stil! subject o secmivgly convalasive move-
ments. This is largely hecause there are many olher [actors bearing
upon the market than mere business statistics and trading mechanics.
The human factor, which if free will oever lef a price remain un-
chillenped for very long; the osuldook [(or partiealar industeies and
the national ecomomy; and government policies on curtency, taxes,
trade, wages, prices, budget, and the securicies markets themselves all
are of great impartance, as is the state of foreign affairs. There simply
is not much “full disclosure™ in the political, sovernmental, and
diplomatie areas; “bear raiding” iz an accepted technique. And,
even seemingly small shifts in a factor can be greatly magnified if
the analyst chooses to apply to it the straight line projections which
are =0 tempting to anyone seeking to prove a point.

There seems to be more and more market concentration in New
York, or, to put it another way, the New ¥ark market has derawn to
it the participation of the entire country. This, of course, has practical
advantages, Large wolume makes a2 contibuous awction market.
Ewven maore important, the sheer compression generates a4 trading
psychology that attrarts ever new interest, not only hete hut abroar.
Concentration gives the market 2 power to carey individwal trans-
actions aleng with it, rather thun merely being the function of those
transactions,

This guality gives rise to an ethical responsibility not to pervert
that power which izr transcends basic statutory duties, Respomding
to that responsibility is a complex of the conflicting interests and
duties 'of brokers, underwriters, specialists, investment advisers, re-
porters, commentators, trustees, coslodians, exchanges, anditors, faw-
vors, and many others who play their ewsential and often delicate roles,

Ideally, a =ecurities merket iz analyticad, itz activity i3 based
on reliable information supplied and interpreted by stable securities
houses. [t is both questioning and enterprising—conseevatlive, yet
ready io embark upon venture, The full eifectiveness of the Com-
mission’s disclosure and regulatory requirements is laegely predicated
upen such an ideal market.

In depression years the market is unduly timid, demoralized,
slugzish, incapable of even supplving the needs of existing business.
It was to counteruct just this sitmation that the Commission was
formed. : ' :

The market in recent years has been increasingly subjected to
psychological forces, preponderanily those of optimism—a desire
to speculate on the future—with occasional cold winds of pessimism
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genorating recourse to the “market out” in many an undersriting,
as the Street hastens to reassure its skittish customers. Market
dynamics have taken on an exagreraled importance. Many investors,
if they could be called such, act upon expected market moveinets
rather than awn analysis of the merits of the particular security.
It has even scemed that the more implausible a security appeared in
‘the praspectus as it Onally cleared the Commissicn and the more
outrageous its offering price, the greater the public demand, Stimulat-
ed panic—that age-old merchandising technigue of “Ruy! Buyl! It
will be oversold tomorrow’—has been particularly in evidence. As
the registration process loses Its practical cHectiveness, we are faced
with the proposal of increased regulation desigred to take up the
slack, to protect such investors from themselves——if soch a thing
iz possible. Iz it a complete throwback to question whether this
particular last fufl measure of protection is actually desirable?

In this tvpe of market even the maost subtle fraud or manipula-
tivn can cause enorneous injury, Enforcement activity becomes in-
creasingly important, because to achieve the desired effect by
regulalion the necessary buvden on the whole industry would be
out of line and mipht return it to the doldrums where the Commis-
sivn first picked it wp. But enforcement problems themsekves become
much more acute az the investor's native shrewdness and commen
sense are abamdoned in favor of blind specalation.

With these thoughts in mind, let us consider certain cedemic
Commission problems and some of the particular areas of major
CONCErn.

Manipuiotion, or the artificial meovement of market prices hy
one deceptive technigue or angther, is always a tenwder suhject.
What is proper iz .often distinguishable irom what is improper not
by the act itself but solely by the intent. Easier 1o detect than to
prove, manipulaticn i=s a particular problem when it iz with the
trend of an active and highly responsive market.

FPrior to the estaldishment of the Commission, manipelation
was usually conducted by pools formed by traders who would bid
up the price of a stock. When public interest had hecome aroused,
the pool mangger would carefully feed oot the stock owned by the
pocl so as not to quench the intcrest before a maximum amoont
had been moved. Coordinalion by management was clearly of wital
importance to prevent some parlicipants from “back-deoring” the
others by laying off while their confederates were still Buying. Pools
were openll and notorious and were elaborate affairs, moving a stock
up or down over extended perfods of time, Such avewedly manipula-
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tive pools are unknown taday, principally as a conzequence of the
Exchange Act of 1934,

There are, of courze, pooled market transactions by mutual
funds acting on behalf of their securities holders. But the zlared
purpise of these funds is investment, and they pursue that purpose
undder the control and scrutiny of the Commission pursuant to the
Investment Company Act of 1940

Prohibition of specific manipulative techniques, such as wash
sales and matched orders, are excellent regulatory aids to enforce-
ment because they eliminate the need to show intent. Increasing use
iz being made of the Commission’s regulatory probibition of pur-
chases at a time when a distribution is conternplated. But it is
difficult to establish just when a disteibution is actually contemplat-
ed. Even the Commission staif has differences of opinion on this
matter. Substantial purchases by persons having an interest in
distributions, or persons associated with them, are not inirequent.
And there may well be a4 real motive of clearing away a market
pverhang, ot lining up some cheap stock based upon inside informa-
tion in purported “arbitrage” transactivns, or crudely driving up
the price of the stock. Perhaps the best way to police this ares is
through the disclosure procedures of eepistration. Would it not he
reasonable to require that all transactions by underwriters, inziders,
principals, and their assotiates during, let uz say, the wear pre-
ceding a distribution be set forth unless it be specifically determined
that they were of minimal effect?

(On some exchanges there is the practice known as “scalping,”
by which traders on the Hoor gather around a trading pust, collec-
tively bidding vwp a stock until public money is enticed in, and then
ferd the stock put. There 15 no formality to the arrangement, and
therefore its effectiveness is limited to hit-and-run operations, Dy
the same token it is difficult to establish by investigation. But persons
up to such wrongdoing are easy to.spot, and exchanges have rules
against floor traders taking a stock on an “up-tick,” or even holding
it there and clearing the hook at that price (a “zero up-tick™) so
that a “market buy order’ from off the floor would inevitably
take il up. Such rules also forbid unduly congregating at a particolar
post as 2 further measure against scalping. From the nature of things
these rules can only be effectively enforced on the foor of the
exchange. It seems clearly preferable that this particular police work
be dene by the floor committess of the exchanges, rather than by
Commission persenmnel,

Another alternative is complete abolition of floor trading.
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Floor trading Is uwseful to an exchange, in the scnse that sheer
volume and continuwity oi trading are pood. This is particularly se
because the trading is by professignals whe tend to move in on a
sudden selli-off to pick up bargains, and thereby prevent a serious
dip. One 13 now profibited by rule from “shorting on a down-tick,”
g0 the play on the Aoor during a sell-off iz pretry much restricted
to the “Lulls,”! and in this sense the (raders do, in fact, back up
the speciulist,

Alza, 15 it net reasonable (o suggest that whittling away the
privileges that go with membership will lessen the on-the-floor
responsibility of members? And yel, in view of its pessible abusze,
the awverall desirability of Aowr trading has been challenged by
high Commission spokesmen. The activity being desivable but so
zusceptible to abuse, i is difficuit to understand why a few have
been permitted on some exchanpes to jeopardize it completely by
their “jam sessions.”

Ilat issnes were one of the more spectacular phenomena of recent
trading and perhaps an indication of some characteristics of Lhe
market, Ft seents incredible that an issue of stock be offered at §
at 2 o’clock in the afterneon, “out the windew®” Ly 2:158, traded
immediately at 7-14 to 8 and, by the end of the day, at between 10
and 12; and yet this was not unusual just recently. The Commission
has released a study indicating posszible manipulative techniques that
might artificially caase the marktt to take suck unnatural jumps
These techniques are, b], and large, abusive cxaggerations of TECHE-
nized practices, which in themselves are necessary aned a{'cepted o
the merchandlhlng of secarities,

Such an issue as described way undoubtedly oversold. A demand
was stimulated that was far in excess of the reasonable supply. O
course, same overselling iz necessary 1o pet any izsue oul smoothly,
Underwriters generally go shert enough of the stock so that they
can be sure the Issue will oot stikek and the immediate aftermarket
will nor sagp. But with so0 much emphasis on the non-binding
characteristic of an “indication of intetest,” how does one know in
the pre-efective period when an issue has been oversold by the
dealers, and froin the Commission’s point of view how docs nne
prove that someone intended that an issue be oxcessively over-
sold

Another possible manipulative technigque used to make this
issue “het’ is that a substantial part of the stock in distefbution
waz deliberately placed in safe hands so that it would not come into
the aiter-market, thus limiling the available trading supply artificial-
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Iy and magnifying the efect of the overly stimulated demand. Thic
particular abuse stands in inleresting contrast io that proscribed
Ly the “free.riding” rules and regalations, in which the preactice of
buying a new izsue just to sell and snatch a point or two in the
alter-market is decried as still aneother form of manipolation, Such
“{ree-tiders” are deemed to be part of the distributive process and
statutory underwriters who exact tribute as the stock passes out
inlo distribution, If they are associated with the securities industry,
their participating at all could be evidence of a violation of the “fair
and equitable principles of trade" of the National Association of
Securiies Dealers.

In discussing manipulative techoiques, especially in ihe recent
context of so-called “hot® issues, the mast important aspect of all
is frequently overlooked, the purpose of the run-up. In order to -
constilute a manipulation, some wrongful end must bhe achieved by
artificfally liiting the price and giving a fictitious appearance oi value
ta the securiiy. In other words, a purpese must be shown that is
[nconsistent with any legitimate use of the teclhinigues,

It might seem curioues that a “hot issue™ in and of itsclf invites
challenge. The instinctive coucern of the Commission should be
with the “cold™ jusues, the issues that po sour after distribution, not
thoze that go upe o explanation of the Commizsion’s attitude, it
shiuld be remembered that in the case of most new public offerings
the szignificant disteibution takes place after the original offering—
usunally siz months after—when warrants, opticns, cheap siock,
fromt-end stock, insider stock and so forth, registered at the same
titne as the original offering, come onto the market under a post-
éffective amendment sticker. If the market price went up spectacular-
ly just before and down without explapation afterwards, a pattern
of & classical manipulation appears, one calling for prompt attention.
It also would seem to represent a truly abusive “frec-ride™ by these
slatutory underwriters in what is acleally a continuing distribntion,

At the same time, let the autharities vemember that in other
offerings, artificial market stimulation by ageressive buying, touting,
and locking in large stockholders artincially, can take up a4 stock
fust before the original offering to the public. This is just as much
2 manipulation as the so-called “hot-issue,” even though the lock-ins
may be in the underwriting agrecmernts on file with the Commission,
while the run-ups are simply matters of obscrvation. And, let them
alzo remember, though with due reserve, that some Issues are “‘hat"
because the underwriters located sound and attractive investment
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oppottunities for their customers and a strongly psychological market
ran off with them.

Toniing and publicity, the appressive promotion of stocks by
word of mouth, using sly, deceptive innoendo or plain lies, is as
old as trading and has been consistently condemned. And yet, “lout
and cut’” is as new as this morning's market. As in the case of
centers of political activity, talk of all sorts moves around the
fnancial commmunity with amazing speed. The hunger for informa-
tion, which sometimes i3 as Indiscriminate as it is acute, derives
fromy and in tarn ceeates a direct effect on teading. In fact, to the
eynical in-and-out tradee, the accuracy of a eeport is not nearly
as important as the existence and cuarrency of the report. 1 he
waited to prove it out, the market would have left him {ar behind.
Frotm an coiovcement poinl of view, tracking a rumor iz a futile
cxeecise leading inevitably to some unidentified man who was
overheard lalking in a bar on New Sireet.

Free and current information is the Dbesl way (o mest the
rumor and touting problemn. Stock exchanges or over-the.coonter
houses malking markets shoold, and the respensible ones do, proans-
v call upon authoritative sonrces to comment on rimnors and get
the straight facts in direct quotes our on the broad tape. And, a
thooghi {or the Commission itseli: nothing gives grealer currctcy
or impact b orumors than an artifcially imposed news blackout
while the world awaits the duly proceszed wversion of the facis,

Mevertheless, rumors will persist and touts will be there to
spread them as loop as men have tongues and ears and an anxiety
for infurmation. Let us reconcile ourselves to this: it is impossible
te give effective protection te someone wha buys on rumor—
he is pretty much on his own and should understand this. The
only cure is an occasional authoritative reminder, which is wsually
encugh for basically responsible people, and the hard school of
heing taken, which is the only form of communication understecd
by the tape-watching gamblers who make up the hard core of this
particular victim group.

The great bulk of Anancial information is much more than werd-
of-mouth exchunges. Its Jiszemination, as in the case of any other
information, has become a complex and effective science. Information
should be broadeast so that investors can make up thelr minds,
but a darge part of the public itself has become conditioned to look
to amd accept an “imape’ as a substitute for facts and application
of the individual reasoning process. It would he easy to criticize
the “image” if it were coly used aggressively, but appareatly it is
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2 necessary defensive coating to any legitimate person or business
wandering out on the public domain, Perhaps all this will cure itself
in time. The purveyors of the “image"” seem to be taking on something
of an image themsclves, and portic justice might truly prevail,

Meanwhile, the approach sheuld be an anathema to any authori-
ty concerned with “truth in securities or with truth in anything
else for that matter,

In this general area, and particularly in connpection with Com-
misslon enforcement work, a rather extraordinary proposition is
aszerted with some frequency, and surprisingly it iz sometimes
accepted. The wrongdoer claims that to procecd against him, would
bring out into the open the true state of afairs that he created and,
therefore, collapse an image of well-being and respectability. The
immediate effect of this would be to depress trading prices of
affected securities; and it is argued that, therefore, the Commiszion
is hurting the public investors, who are the wvery ones the Com-
mission should be teving to protect. That the wrongdear should try
to use his own victims as a shield 15 generally enough to incite even
the meost phlepmatic to decisive action. Hut, let us follow the thing
througl, because sometimes the proposition {s volced by well-
meaning and henorable people, It is not the province of the Com-
missign  to concezl wronpdeing or gross incompetence i order
to perpetuate an artificial' impression or image. The inevitahle
collapse will, of course, cause loss, but why should present security
holders be permitted to pass that loss on to athers until ultimately
the truth is oyt? Then, too, it is a wvery shortsighted pelicy to
accede Lo blackmail of any sort. If wrongs are not righted, enforce-
ment problems becotne contagious epidemics and get out of control,
Anyihing that depends upon false impressions ta give it same
immediate strength will not last, and when the realizations become
general the disillusionment and reaction have a far more sweeping
effect than mere temporary oscillations in an otherwise secure
market.

Fraudulent selling is the basic wrong against which Congress
firat lepislated. Yet it achieved its most virulent manifestations quite
recently in the great boller-roomy epidemic. Virtually hundreds of
conviets and additional should-be convirts were pushing out secutities
over long-distance telephones in the Wall Street area. Tha imtnediate
lake ran over one hundred million dollars 2 year. Many thousands
of small investors lost all their zavings in these cruel swindles. The
resurgence of the heotler-room was conceived by shrewd promoters
and lawyers who penerated the securities, papered the market with
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investment advice, manipulated the truding prices, crpanized the
boiler-vooms, and pushed out their shoddy merchandise at ten or
twenty times cost, It was the climax of wwo decades of Lix enforce-
ment and indifference by the couets (“It's only money™), when
punizhment was decried as tribal oitualism, inellectual vengeance,
and hypocrisy, and to be replaced by regulation and other modern
technigues. ’

The legal jroblems of provimg the existence of a securities
ivmud and connecting the top proooters Lo il are enormoos. Nothing
lendl: itself 1o a fraudulent scheme like sccurities, 3ere picces of
paper, for liltle extra cost they can be adorned with imgwessive
scvoll work and symbals of prosperity. Vabue depends on complesi-
ties of propecty tights and operatiog resulis, of which each element,
even includiog cash in the baunk, is subject to varying inlerpretations.
ful, most important, these documents represent that highly volatile
intangible, the possibility of speculative gain., Anv really good fraud-
ulent scheme accords the victim a feeling of participation, gambling
on the future, lured on by the insinuation that he has special inzide
mformation. Tt appeals to the more basic acguisitive inslincts, the
desire to get svmething for nothing, which (ragically s a particulac
wenkness of those who work bard and save for everything they du gel.

The technigues cmployed by the skilled loader, or master
dvnamiter, would {requently clean out Lhe vietim of all his savings
and then pur him in debt. Crode misecpresentalion is, inlerestingly,
the least eifective. Some operations worked on che clisaical bait.
and-switch appronch  using soond  securities, perhaps sold ar o
dizpount, as the lure or “come-on.”  Then when the victm was
ready be would be switched-out jow the Yjuok.” [t can be seen that
this is neceszarily a sparadic technique not suitabie o a large, highly
organized “‘buat-out.”

Without a deubl the most daogerous and efficient, the most
remorseless in its consequences, s the "lead-and-relead.” Generally,
2 listed stock is uzed. In a typical scheme the promoters woeld zain
conttol wover the compzay and then issue themselves a large block
of «tock using the old 133 merger. The new shares would he
wazhed around brokersge houses so the true ownership could not
b truced. Trading on the exchonge would remain quizt, while the
bailer-rooms opened up introdueciory accounts over the long-distance
telephones with thousands of persons who could see no risk in
beving 4 hundeed shares or so. Cocrupt investment advisory services
would bewin to oot the slock, and pablic relations men would



1962] SOME S E C PROBLEME AXD TECHNIQERS Uik

disseminate favoralde publicity. Trulig on the eschanpge would
increase in tempao and the priced would begin to move. As they did
g0, the boiler-rooms would report back to theit spmulated custoners
and suggest-new purchases, but in modest amounts, The market
activity and publicity would be increased, and as he prices moved
and the loaders’ “inside information” seemed completely confiemed
the victims would became fully avcused. Up and up would go the
prices, and the victims had become helpless at best but mure likely
imploring the loaders [or more and mwore of this fabulous stock.
Certificates would be slow in delivery, Incidentally, so they could
not be [ed back onto the market. Az the “big bundle™ was finally
worked off, the market would begin to slide and the loaders would
advize their victims o Puverape down™ Sometines the markat would
be worked up and down a bit just to euchre out that last possible
dollar. The anguizh of perzons wheo have been hadly taken bj,r the
load- aud ecload sireply cannot be described.

How does such a case appear o the Commission investigators?
They =ztart with a purchaser, lel us say in Kansas, who bought over
the long-distance telephone from & salesman who laimed {o be in
New York, He, in turn, obtaioed his informarion cbout the company
from i sules ovgnapeer inmoa ficm that toole dewn the =tock from a
hroker located outside the country. The stock is of a ioreign-
domiciled corporation. The investment adwvisory services and market
rigging activitics were financed by a complexity of forcign-origin
numbeored banling accounts, '

These dilhcaltics seetn fonnidable indeed, but they were over-
came., The Commission, in good heart, launched an all-out attack,
deseribed as “savage” by financial commentatars. In arder to achieve
sore immetdiate results flash quizees were instituted into the manipu-
lited markets. Administrative procedures were statted against the
firms far the hnokkeeping viclations inherent in their schemes and,
as the tmarketl quizzes collapsed the manipulated values of the boiler-
room mmerchandise, temporary restraining orders weee obrained closing
down houses for failore to have adequate capital. These were tem-
porary expedients only, but they did put a halt to the very larpe
and well-organized operations. The hard-core loaders scattered with
their sucker lists and set up =maller hit-and-run eperativns. Criminal
investigations were simullaneously initiated as the only effective
or appropriate way to deal with thiz type of activity. It was un-
fortunate that much of the investigation could not have been done by
the Grand Juries themselves so that more timely criminal prosecu-
tion would have been possible. As iU was, there was what appeared
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to be a hiatus of several wears while formal criminal investigation
reports were referred through channels 1o the Tlniled States At-
tomeys, Owver 300 persuns have been indicted by Federal Grand -
Juries as an aftermath to the boiler-room epidemic. Most by now,
come six years later, have been tried and convicted, including not
only the salesmen but alse sales managers, prototers, lawvers, and
imtermediaries. All too [requently, these procedores have not, at
leazt as yet, reached all the way up the pyramid to the ultimate
principals; but a hard, steady push should get there and vindicate
at Tast our commercinl integrity.

Because of the innate possibilities, we will never see an end
to fraudulent schemes in our securities markets. They appeared with
the RArst crude participations in joint ventures. We will, however,
keep them to a minimum if we never forget that the only effective,
as well as the only proper, remedy 12 criminal enforcement.

Corrupt promafers are a particulse responsibility of the Com-
mission, T¥zclosure requirements of the Federal securities laws make
it possible for an investor to protect his interests by means of the
information that must be supplied to him. They also have an addi-
tional nsze, which will play an increasing role in Commission achivi-
ties, They give a basis for Federal enforcement action in the event
of serious wrongs inflicted by insiders upon a corporation, on the
grounds that such wrongs were incompletely reported or not reported
at all. In other words, by proceeding upon a violation of reporting
reguitements the Commission has recently, in effect, entered into
the prosecution of internal wrongs apgzinst a corporation.

Asile from the ample legal basis for this, there is very compel-
ling practical justification. The average large, publicly held corpora-
tion iz usnally formed in one state, it haz its administrative head-
gquarlers in another, and its plants, properties, and activities are
spread everywere in this as well as forelgn countries. Its executive
officers, divectors, and stockholders reside in many separate jurisdic-
tions. Tramsactions invelving these corporations, particularly when
devious and intentionally complex, cut across the lines of s0 many
domestic and forelpn sovereignties that wrongs inflicted upon them
can seldom be localized in any state or, increasingly, in any country.
The technigques are subtle and not susceptible to efficient treat-
ment by local enforcement agencies. There is no Federal offense
por s¢ in ap embezzlement from a lacge corporation, and, if suffi-
clently complicaled, such ceitnes have gane on without remedy almost
indefinitelv. Obwiously, Federal authority offers tremendous ad-
vantages in the questioning of witnesses, the obtaining of documents,



162] SOME & F, C, PROBIEMY AN TRUENIQUES 181

and the elimination of jurisdictional controversy, as well as in other
problems more peculiar to local enforcement situations.

Perhaps embezzlements of major propertions [rom publicly held
corporations should be in and of themselves Federal offenses as
essentially interstate problems. But, meanwhile, reliance must he
had on failures to report or incomplete reports. This limits, to a
great extent, cifectiveness 1o listed companies or compatics that fall
within the definition of “investment companics™ in the 1940 Act,
and to a lesser extent to companics that made more recent distribu-
tions amd were required to subscribe to repotting undertakings. As
a result, quite a special market has been generated in publicly held
corporations not under any Commission reparting eblipations, usually
those that have nol vegistered shares in the pasl ten yedrs—or, most
simply, a spiooll from another publicly-held corporation. Of particu-
lar interest 40 a shoppec in thiy market would be one of the
companies af which the shares are admitted to unlisted trading
privileges—-all of the market advantages of a listing and no reporting
or disclosure  responsibilities. EKxemption of these was a special
category of lubricant apparently necessary to siide through the
Securities Exchance Act in 1934,

In no other area of the Commizsion’s work today is eniorce-
ment activity s necessary. It should be the very special provinee
ot this Federal agency to protect the market place and all it
represents from the predatory raiders and strippers, instinctive
players of the lurisdictional game, buttressed by their own shrewd-
ness and the most skilliul and prestigious lawyers, accouniants,
Rnancial techmicians, public relations men, and the sort of power-
ful connections that seem to flow [rom and enhance this type of
opetation.

(H courze, efiective remedial measures require econsiderable
discernment, The most venal and dangerous offenders do not wear
identifyving insignia, and sometimes their press is guite good. Their
aszociation with charities, cultural activities, amd cosmopolitan zocicty
iz likely to be pronounced. The special enforcement work or necessary
processing presupposes special instinct and great insight in aecurate-
ly identifying the quarry. The hounds =0 often pursue and run down
the awkward innocent ot petty offender while once again the fox heads
for the chicken coop.

Conflicts of dnierest in almost every aspect of our national life
are coming up for scruting,  Naturally, there are many eonflicts in
the securities industry, as there are in any fairly complex human
activity. For the maost part difficulties are kept in check hy decent
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self-restraint, at least until some greedy and zhort-sighted person
finds that he can make a4 lew points by cxploiting his dual role.

The conflicts of 3 market specialist holding the trading book
of a particular security and chargeéd with making the market in ir,
who is also engaged in making a distribution, trading for customers,
or giving advice to imvestmeni bankers, have been the subiect of a
recent special report to the Commission. Aside from the sheer
crudity amd the fact that there are specific provisions divected
againsl abuse in this area, a remarkalle thing is that thiz activity
was permitted to persist by the exchange invelved and seriously
jeopardize the whole institotion of marcket specialists.

Sensitivity in respect ol specialists i3 really akin to the older,
nware basic problem of conflicts in the functions of hroker and dealer
which are combined in almost every tmportant securities house.
Operationally tiese functions combineg very well, and awkwardness
is removed ii the firm points out io its customer whether or not it
15 acting exclusively on behall of the customer or whether it is
actually on the other szide of the transaction. Such disclosure is
required at any rale on the confirmation reflecling the transaction.
Sometimes a fiem might inpose on 4 brokerage relationship with
ile custamers to tet up an underwriting or some other dealer actisity.
Those who do threalen e combiration with the same surgical fate
that befell the commercial-investment banking combination thirty
}"E.H.I'S ﬂg[].

Conflicts between persons having access Lo inside information
about a corporation, ansing owt of 2 position of treust which they
oeeupy with that corporation, and public stockhbolders or investors,
have been of concern Lo the Commission for some tme, Let us
take the situation of 4 brokerage firmn that bas a close associate ca
the beard of directors of a corporation and [s servicing the accounts
of custemers and partners who trade in the secueities of ihe corpora-
lion, This conflict problem will arise where anyhody, particulasky
directors, attorneys, auditors, or executive officers, has acoess to
particular inside information. To be sure, in listed companies direc-
tors are personally subjecl le the shori-swing restrictions, Bul the
problem of condlict remain: bhetween the obligations of a broker
who is & directur to the stockhoblers of 2 corporation and the invest-
ing public at larpe and the responsibilities of that same person to
the clients of his brokerage oflice. A wvery circumspect broker
who is also a direclor may actually he at a disadvantage in the
nse of information thar, although not publicly reporred, is generally



1952 ] SOME 5 E. € PROBLEMS AND TECHNITHIES 183

known, to the great detriment of his customers who look to him fer
guidance in investment matters.

Generally, this conflicr of inlerest Frst arises when the firm,
acting as a dealer, underwrites an issue of the corporation’s securities.
A representative of the firm goes on the board of directors of the
issper to protecl the interests of the customers who invested in
thase securities, to make sure that the public money iz wisely and
profitably employed. Also, the investment banker has undoubtedly
had wide industrial and executive experience and can render much
better financial and business advice if he is part of the management.
Az time goes by a market iz established and the firm may be active
in trading for itz own account (as 4 dealer) or in cxecuting trans-
actions for customers (as a broker)., Many people become investors
whao do not have accounts with the firm in question, and of course
they are at a trading disadvantage with the firm and its customers.

This difficuliy i5 not limited to broker-dealers. Let us take the
case of a bank that has a substantial block of shares in Lrust for
members of the family and charitable designees of a former officer
of the issuer. The bank Is given representation on the board of
directors, and the bank oflicial serving on the board learns in that
capacity of a situation that, if generally known, would halve the
market trading price of the stock. He reports this to the bank. Should
it sell the shares, or should it await a public announcement of the
new situation?  Avoidance of this dilemma I3 the reason why some
mutual funds will noL permit persops associated with them to serve
as directrs of the issuers of thelr porticlio securitics, Many an
investment-banking house is now adopting this practice even though
it has underwritten a distribulion of securities of the issuer.

A brokerape Ann sponsoring a mueoal (und finds that if the fund
poes into & particolar security its purchases will tuke up the price
of that security, It locates sn investment opportunity that appresrs
attractive. 3hould it put its customers into the seenrity first, or
the mutual fumd, or what? The same applies to investment advisers
who find that' a recommendation to a large or financially powerful
list of subscriberz can have a substantiad effect upon a trading price.
Investment advisers uswally protect against any unfair advantage
by releasing the information over a4 weekend, zo that all of their
customers have equal access to the markat on the opening of trading
Monday motning. It gpes without saving that reputable investment
advizers and muteal [und opetators do not lake a free ride on the
backs of their customets through personal inveslments in the
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selected securities, and yet isn’t it a fact that this practice is not
unknown?

Sume =ay that this whole arca should be covered by a “ende of
ethics.”” If specinc prohibition is pecessary to idemtliy this sort
of thing as wrong, then indeed there is cause for serions concern
for the moral climate oi tbe industey. And, Further, onee such a code
is in peeparation and all of the wsual and peoudent safety factors
are incorporated to assure that every conceivable wrongful thing s
effectively prevented, who can tell where the general prohibitions will
stap?

Mutnol fumds have grown in the past decade at a rate which
is literally phenomenal. Our national prosperity and patierns of
wealth disiribution have placed unpreceden‘ed savings in the hands
of personz who badly need Dduciiry assistance in investments, A
combination of inilativnary pressures, apggressive selling, and rising
markets has driven a srowing share of the more modest savers from
savings banks and bonds to the funds, Muatual funds, being pools of
investment capital, give rise to problems of market activity., Mutual
funds, being merchandiserd to a great part on a door-to-door basis
to unzophisticated persons by part-time salesmen working on a com-
mission basis, face problems of fraudulent selling technigques. Mutual
funds, being a complex of frust relationships in often conflicting
arcas, are also subject to abuse on his score,

These characterizstics of great need, fiduciary telationshipa, and
crflicts are the reason that the Commiszion, in this area of invest-
ment companies, bas been given jurisdiction over the internal work-
ings of those companies, in addition to the usual requirements that
issuers of securities to the public make dizclosure of such workings.

A mutual fund by its large and coordinated purchaszing power
can move the price of a security substantially, particulacly if it
deliberataly uzes certain market techniques to do =0, By continued
support buying it can held that price im a certain range. This,
in 4 sense, would be in the promotional interests of the fund,
because mutual funds arc petmitted in the computation of their net
worth to show their entire investments at the current market value,
Promounced advances in per share net worth are the big inducement
tov additional investors to come into particular mutual fund, and
their investments in turn are converled by the fund into additional
market purchases of securities selected by it. The “znowballing”
possibilities are apparent.

On the other hand, from the peint of view of value received
for investment—aside from the effect on market quotations 2 fund
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wonld, and the proper do, try to acquire its stock with mioimum
movement of the market. It thus becomes of interest, just how and
when, technically, the purchase orders were placed, and what was
the activity of the fund, or an affiliated brokerage firm or invesi-
ment advizer, just prior to balance sheet date.

The funds huve beconme so large, that pechaps much of the
trading activity on the exchanges is dominated by their transactions.
It has been argued whether or nit this majer participation by mutual
funds will have a stahilizing effect, or whether it might tend to
accelerate a downward push. The answer basically lies in what kind
of activity the funds have been engaged in. If a fund has been
running up sincks, it is bound to bring an unhealihy, unstable quality
into the market which would make any down swing or shake-out
much mare severe. There is experience in the past that the funds
have had a stabilizing effect, which might of course be due to
different characleristics of funds a oumber of years ago. An old
dilemma appears: Market power in intelligent hands is necessary
to stem the tide of a down swing, but what is to prevent such
power from capricionsly moving a market price up? Tt is said
with intent to comfort that the Commission 13 in g position Lo
luock investors into mutual funds by preventing them from turning
their shares in ior licuidation, and it can thus stabilize the market.
It would certainly raise serious gquestions and cries of anguish if
this were done in o strong downward market movernend so as to hold
in mutnal fund investors while everyone else was liguidating.

The prodigious growth of muteal funds and the mounting eifect
of fynd transactions on the market iz a prublem requiring considera-
tion, The Commission has had studies of these matiters made by
a prominent business school, but the results have oot been rcleased.
It appears ihat further stwdies are under way, and perhaps public
hearings are in the offing,

¥For the most part, mutual funds are formed and promoted by
firms interested in one or maore of the following aspects: selling
its securities, giving it [nvestment adwvice, conducting its portiolio
brokerage transactions, or admimistering it—or more specificaliy,
in the zales load, management iee, or brokerage commissions. There
is a conscquential danger that the fund might become a mere
vehicle to achieve these ends. Management hecomes negligible and
the fund iz run exchizively to suit the interesis of those who are
paid to serve it

When one has the power to invest large sums, there is always
a temptation to use that power to give leverage to a private trans.
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action. As an example, there is the temptation to make a personal
investment and then bring in fund moncy o give (he particular
stock a ride. There iz the temptation to allocike the commizsion
husiness in such 4 way that a private end rather than fund interest
is served, as a reward say ifor a chanee to subscribe 1o a particularcly
attractive new offering. ding an investment company position Lo
gain a4 voloe o manspcioen) can open up possibilities of a myriad
of side deals. But, whatever the twist ov the anple, practices of this
sorl arc a strymg indication that the management 1olerating them
should not be entrusted with the fiduciary rele which is the principal
thiteg that a fund sells to its investors,

Merchandising technigues of funds vary widely. Since it is a
competitive business, the decent and reputable may be hard put to
match the high pressure drives of the unscropulons, and the bettor
clement should be pratected by Commizsion action. Deceptive statis-
tics, based uvpon stocks which have beer run up, are the nwst
dangerous hub least-mentioned abuse. There is much talk about
“reciprocity,”’ the giving of commission business o a hroker as an
extry reward for zelling the fund as a dealer. Of course, if the port-
inlio {s being churned deliberately oo as to give a4 sweetener to the
sales foad, this practice would be intolerable. But if not, and ii
the broker gets good market executions and if the practice is openly
and fzirly administered, what is the harm? ©On what other basis,
aside from compeniation for investmenl advice, should commmission
business e handed onr?

Costtractual plans have been criticized as a method of mer-
chandizing, particularly if thex employ a front-end load. They do go
against the pgrain as deviees which tend to lock smaller investors
into long-range contmilments to buy securities. However, some lock-
in in thrift programming sectns appropriate, in fact {he participants
seern tof want ft It is characleristic of insurance and other savings
programs, The big question is: 1does the particular fund qualify as
a true thrift program? Was security or speculativn the hig selling
point? The inherctit abuse is apparent in taking a - fund with
statistical demonstration of spectacular past perfnrmance and binding
the unsophisticated to a longe-range obligation of regulad inves‘ment.

Diespite the great vecent growth of funds, the future holds
promize of even greater growth, This is because the Tunds bridge the
pap between the practical requirements of small investors and the
practical realities of the market place. The importance of thiz tole
it matched by it< delicacy, and {or this reason, the national policy
is that this be a carefully regulated and supervized industry. The
ultimate respomsibility iz clearly the Commission’s.



19477 - SOME 5. E C. FROBLEMY AND TECHNIQUES 127

The mitional cxohanges have been aggressive in bringing in
new listings aml in encouraging the participation of the public. The
point is made in advertising and public relations work that the
public investars receive ceriain extra protection when dealing with
members of a4 particular exchange and in securities listed on it. This,
of courze, places specil 1'{?5110D.‘il.bi1itiE3 on an exchange which
engaged in tne promorion, and in response the principal exchange
has taken the notable steps of m;il-.lnh up lissses to customers ocea-
sioned by the insolvency of a member fom, placing restrictions on
member firms In respect of dealing in the issues of unseasoned
companies, and fimiting the amount of fees and cheap stock received
by member firms acting as -underwriters.  Ino short, the major
congern of that exchanpe has extended 1u what wember Rrms
hase heen doing off the foor znd with golisted securities. This protec-
tive activity in turn stimulates additional public reliance on the gond
naime of the exchange and =o expands still further the implicit
responsibilitics of the exchange,

It has alsc heen the growing practice of exchanges to require
listed companies Lo solicit prozics and therelore supply gualified proxy
soliciting material in connection with all meetings of stockholders,
Exchanges on their own are incrensingly requiring listed companies
tr submit larpe acqulsitions, dizposilions, or transactions involving
a pozsilde seli-interest Lo stockholders and thus, anweng other thiongs,
expaosing them lo foll disclosure under the proxy rules and giving
{ar greater leverage to those rules, The propriety of inlernud corporate
proceduras, the sufliciency and adequacy of financial information,
and even, jn effect, the soundness of operations have been questioned
by exchingms, *’-n} unuzual fransaction b} a listed company might
well Invite sharp inguiry.

Thus we see that narional exchanges are in a pesitinn to 'm:]
do tuke up zome of the slack between ihe noncommittal position
of the Commission and the practical needs of so imany membcers of
the public for more affiemative and specilic assistance in their
dealings with brokers and in securities. This of course gives rise
to great rellance in a most sensitive aréa on the men controiling
the exchanges. Sotne of these men control indirectly through busingss
volume and some of the others do so directly through erganizational
politicking, Here the attention of the Commission is most urzently
required, nol in taking over or mationalizing the exchanges, hut in
walching that this power s properly used and not exploited,

. Interestingly enough, there remain on opne of our principal
exchanges a substantial number of issues that are admitied to un-
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listed trading privileges. These have never been registered, and the
Iszuing companies {ile no reports, They make ideal vehicles for fraud
because they have all of the advantages of an exchanpge listing—
the prestige, public attention, trading reports, trading prints on the
tape—without being subject to any of the reporting requirements.
Chur other principal exchange has eliminated all such companies from
its liat, but the persistence of such issues cannot be explained except
to give some economic assistance to a weaker exchange. Ooe suspects
that the long-run eifect of this form of assistance is to make the
weak weaker and the strong stronger.

Because of the Commission reguirements and the superimposed
exchange requirements, some companies have declined to Hst their
securities, The Commission has sought to remave the difference in
treatment berween listed and the more imporcant unlisted stocks,
at least as far as their own reporting and proay seliciting require-
ments go. There is every reason to believe that ity efforts in this
respect will be continued. Ti should be bornme in mind that some
companies state with great sincerity that for the purposes of their
particular securities over-the-counter traders make a stronger and
closer market than would an exchange specialist. Thiz iz a coniroversy
of zome years’ standing, but it is a fact that in some of the lareer
over-the-counter trading houses trading is conducted in a volume and
with a continuity which exceeds that of most of our nationzl ex-
changes. '

The Nalional Association of Secwritics Dealers supplies 1o hrms
that trade in the over-the-counter market an oeganization with soine
resomblance 1o exchange membership, However, there are significant
differences that substantially weaken the hands of the NASD. It
haz virwally no say in the quulifications of its members. It cannot
even establish a minimum capitalization [or membership: although,
recently the National Draily Quetation Service, which publishes the
“sheets,” set a minimum capitalization for 2 broker-dealer before
he can obtain a subscriprion and selicit business by listing guates.
Perhaps the next logical step in assuring financial responsibility
wirehl be the requirement that this mintmwm capitalization be main-
tained in order to insert quotes in the sheets and that the insertion of
guotes ¢onstitutes a representation to that effect.

The N ASD., with its suhstantial responsibilities for the con-
duct of its member firms, faces a very sensitive preblem in any
efforts to upgrade its membership and, therefore, exclude in a
praclical sense from the major trading markels what might be
regarded as Av-hy-night fiems. The proldem it {aces i the suspicion
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that attaches to all Industry conducted self-regulation, that it is
enyaging in restriclive practices ifor the purpose of leszeming com-
petiticn and keeping the industry an exclusive club.

The business of being Wrokers and dealers in securities is more
open to the newcomer and the outsider in this country than in any
other countey. The restrictions of the Commiszsion on registration
are so limited that it s litde more than a listing of names. One
new broker-dealer is said to have declared jusl $3 in aszsets. There
is mething to prevent a man presently in confinement for robbery
or embezzlement, or any other major crime for that matter just zo
lomg as it did not involve securities, from registering himself as a
broker-dealer with the Commission. This is in furtherance of a
national policy to keepr the securities markets open and available for
participation by all, whether in the arca of issuing securities, invest-
ing in securities, or acting as brokers aned dealers in securities.

The operational problems under such a policy are serious, bt
the policy is a strong one and has survived all of its unpleasant
conzequences of recent years, There are things that can he done,
howewver, to counteract the danpees implicit in it. Suspecl persons
registering as hroker-dealers under fairly recent programs of the
Commizsion  hawve been subjected fo careful  investigaftion  aned
guestioning under calh and on the record about previous activities
and associations, hidden parinets, sources of capital, and the location
of bank accounts. They can be and are warned on the record to
avoid cortain peactices. They can be pul on “active-watch™ lists
for frequent nspection as Lo their books and records, finances, sales-
men, and the tvpe and source of securities that they zell. In short,
thiz policy of openness can be maintained, but only if the dangers
inherent in it are minimized by alert and aggressive enforcement
activity to make up for the safepuards which come with regulatory
restriction and exclusion.

Aszide {rom the limited control over its membership, the N.AS 1.
i5 at a great disadvantage in that it bhas virtually ne control over
the securities in which itz members trade and deal. Ower 7,000 of
such issues are lizsted daily in the XNational Quotation Shects alone.
There have been quoted bids for the capital stock of 3 company
with no as3ets, no business and na employees which would give thut
company a total equity value of many millions; and, in fact, there
have been quoted bids for a company that did not even exist
Dlealers making a market in such seccurities azsert that they have
neither the fime nor the facilities fo aszemble basic information.
They have locked, as a practical matter, te the firm which inteoduced
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the secority into the professiomal market for some warranty that
there was real value in the merchandize, the rest of it is pretty
much 8 matler of markel dynamics.

It certainly is not feasible to have full information on every
corporation issuing a security which is the subject of a transaction,
But, as to the securities traded in a professional market and national-
I reported, the N.A.5.D. should be in a stronger position to obtain
information in the interests of some practical assistasce to public
investors, pariicularly when theee is a strong or psychological
markel running, The W AS D, 1s aware of this problem and iz said
to have formred active commitiees {eankly passing on the merits of
securities, particularty new dsiues, In this way, using iniormal
techniques, preat practical goord can be done in heading off bad
-izsucz before they can be traded up and then worked o on “the
unsuspecting  peblic,” particularly in those market pereiods when
fithe pubdic will sal anything” But, the N AS D, is indeecd oo the
high wire: subject w beavy criticism if practical help 15 nol given
when needed and to heawy crideizm il its procedures unduly restrict
the trade and inore to the benefit of the “ing®

[t can be seen that great and good judgment is called for in all
of these arcaz, but if the market place, through the nalional exchanges
and the N ASD., canoot supply it, then it would appear that our
free market is not -adequate 1o meet itz inherent responsibilities.

Fureign espects of securities trading have always been impor-
tant, as thev gre in the related areas of invesiment, commercial, and
merchant beaking. No other commadities are so easily transportable
as “'paper’’ and securities. The exchange of these items is an absolute
prerequisite for any international cconomic activity not limited to
firimitive barter or povernmenta] sponsorship. And yet, every ote
uf the elusive perils surrounding a purely domestic tranzaction is
compounced by wvariables in currencies, laws, political climates,
customs, and such when it becomes international. It is not difficult
to understand why markets in these commodities should be iradition-
ally cosmopelitan. At the zame time, they are so subject to abuse and
so ciosely bound up with the weliare of individual oations that
controls, arbitrary praciices, and suspicion have, just as traditionably,
marked them..

Internaiional tranzactions in securities represent at cnce a dif-
ficult problem and a substantial challenge ta the Commission. It s
ot unusual for a bank in London representing a resident. of Sweden
1o sell the stock of a Canadian corporation un an exchinge in New
York to a bank In Switzerland representing & resident of South
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Africa. There is obviously no regulatory or enforcement authorily
that can cope with thiz entire transaction.

Frequently a foreign instrumentality is used to avoid the ap-
plication of such Jomestic regulations as those limiting the amount
of credit in securities transactions, And it is not wnusual for an
American citizen ko calle his foreign bank to place secarities ordees
for him on a stock exchange that might be within a2 hundeed yards
of where he zits, just to achieve that end, DBut it is the area of evasion
-—the avoidance of detection rather than the avoidance of the
provisions of the law which is of mnst concern. . The foreign in-
strumentality can be used, for example, to enter manipulative orders,
to avoid disclosure of Insider selling or buying, to aveld having to
regizter @ sale of contral stock, and to avold the disclosure of conflict-
of-interest transactions hy investment advisers, mutual fund managers,
and other fiduciaries, let alone to avoid paying income taxes. Such
transactions cause great embarrassment to the Commission and
frustrate its work to the limited extent that il even knows about
ther. :

Proposalz are made from time to time requiring disclosure
of uliimate beneficial interests to cut throueh the cocde humes and
numbered  gecounts. These ralse many problems under {oreign
laws protecting ancnymity in fimancial transactions, and practical
enforcement for the tuost part would be impossible under present
circumstances. Therefore, it i5 hoped that continuing enforcement
preszure will he a sufficiently effective alternative. It ie noted that
rarious foreipn countries and cities that became the locale of illicit
activity soeon found that, although a certain amount of immediate
and flashy prosperity was gencrated, a reaction set in, The legitimate
local businessmen tost standing in the eyes of the weorld by the
operations of international floaters, who move on when they have
discredited one place and aroused the local financial commuricy,

We should see to it that it iz net good business for any foreign
jurizdiction ito domicile illicit operations directed ar this couwntry,
To that end the combined work of several of our principal enforce-
ment agencics, our private business interests, and gur diplom:dtic
representatives should make it unnecessary for the imposition of
stringent regulations that would be to the detriment of all. Lew us
also acknowledge that some foreign authorities put some of our
domestic  authorities to shame in the practical effectiveness of
their measurcs to proiect our own investors.

Anaother aspect of {oreign transactions iz far more promising
and challenging. With the development of the Common Market in
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Europe, perhaps the mosl significant aftermath of Woeld War I
there has been a vivid demonsteation of the great henebits from the
free flow of goods and services between nations. With cuntinuing
economic integration has come substantial political and diplomatic
unification in Western Europe. It would seem that with it will also
come integration of the Bnancial markets of member nations. This
might in time generate in Western Eutope the largest and mmost
versatile pool of capital funds in a wotld sorely needing caphtal
investment. The ultimate implications are c¢lear and cantiot be
ignored. The last of the great European comtpercial nations that
are not members are already finding themselves drawn into this
market place, and should they go in, our own position outside might
become tenuous.

Western Forope has within it highly skilled, sophisticated, and
resoureeiul eapital markets. Traditionally, they have been exclusive.
Qutsiders have been reparded with suspicion; small investors have
ot been encouraged. This has saved them dirom much of the
scandal so frequently plaguing our own markets. 1t makes for a certain
sfficiency and flexibility because regulatory burdens are lessened.
Fut this very erclusivencss would characteristically be associated
with the established interests. It would tend to impede the new in
order to pratect the old. Equitable participation is severely limited, and
50, of course, is the volume of investment money. It may be that the
principal commercial nations are tending in the directicn of our own
more open markets. One of them, in denatiomalizing a major indus-
trial concern, took great and wvery significant paims o provide for
the broadest pessible public distribution of the eguity.

It seams reasonable to assume that the Common Market nations
will bring their capital markets together through some form of common
regulatory and enforcement structure which will assure effective
procedures for the protection of public investors of the different
nations. As such procedures are perfected these markets will be in
a strung position to attract the invesiment capital of the entire free
waorld, including this country. OF wltimate importunce will be the
ahility of markets to meet the tremendous capital requirements of
backward as well as advanced countries, to find the means of
practical protection for foreign investmnent, to aveoid the ancient
problems of foreign ownership. Despite the tremendous ochstacles
now facing such prospects, the urgency of the demand, the availabili-
ty of the supply, and the promize of strong and enterprizing markats,
make inevilable a future meeting. Standing aside will cause us to
lose our position not only in trade and rcapital investment, but in the
entire scope of international influence 25 well.
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We presently face the more immediate problem of foreign
securities now traded in the United States: the extent te which, for
example, the Commissien should impose our own standards for
auditing and clisclosure on foreign corporations. If efiective progress
cannot be made with closely related countries, the possibilities of
our ever being able to deal with the rezt of the world would seem
remote indeed, It may wel! be that the Common Marker nations will
be able to establish reasomahble and efiective principles for Inter-
national policing and, at the same time, .efiective local treatment
of inlernational- transactions, which will have the effect of encourag-
* ing legitimate international iransactions. It is hoped that the Com-
mission on itz own will move with assertion znd imagination into
this area and, leoking back to its own history, will note that a
Federal authority was necessary becauwse local state authorities
proved unable to cope with large-scale interstate transactions. The
question will soon bhe posed whether any Jocal national authority is
fully capable of handling the transactions that will mark an cra
of burgesning intermational aclivity.

Some conclusion is always looked for even though the purpose
of a discussion might have been problems rather than amswers.

In discharging its responsibilities, the Commission must employ
its weapons of disclosure, regulation, and enforcement selectively,
using each where most eifective and most appropriate. Although
principles have evolved over the years, the use of theze approaches
singly ot in combination should be consiantly reconsiderad. The
resources of the Commission are pot unlimited, and neither iz the
ahility ol the legitimate nmarkel to cemain elfective and yet absorh the
impact of indefinite repulation and furmalization of information pro-
cedures. The tempiation may be there for the more orderly planners
on the Commission staff to propose regulatory patterns in areas that
could be handled by enforcement work in an effort to do away
with the necessity of enforcement or to make up for lackadaisical
enforcement., Bul the geal should be a wigorous patient, not a
historic operation.

Regulation should be straightforward, directed at a particular
wrong or to achieve a particular effect, and as simple as possihle.
Complexity of reguiation car actually make enforcement diffcult,
becausze minute provislons covered by repulation exclude ctiviby
with formalistic differences from that which i3 specifically proscribad.
Most of the truly substantial thieves in the securities and corparate
areas demonstrated time and again that they knew how to make the
regulations and disclosure requirements work for them, Eegulations
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not efiectively enforced debilitate the best elements of the market
place. to- the advantage of those whu have no scruples about twisting
or evading them.

Reputations should ol be merely a substitute for what could be
accomplished by :11»Er'tJ gggressive and imaginative enforcement apainst
the vnzerupuleus tninerity. Those interested. in the freest possible
mgarker should favor the fullest wvse of enforcement worl as an
alternative to an ever-ingressing regulatory baeden,

Mlarket movements should not be suppressed for the simple
reason that one might not like what they indicate. Faults in the
market mechanism must be dealt with—but sclectively. And,
assaying a violent move, carefut consideration should he given not
only to the tendency of some who exapgerate such movements for
the purpose of exploitation, but as well o the economic and political
causes which underlie theom, )

A market place has an identily, an atmosphere created by and
in turn stimulating trade. Those who patticipate in the market place
have a great stake in that intangilile gquality. Indeed, ne matter
how strong the particular house is, its strength iz baszed primarily
on its location in the market. Tt [s, of course, natueal that some will
find that they can exploit this intangible quality. In so doing they
undermine it. Therebore, when it 1 found that an element given to
sharp practice &5 tuking advantage of the marker, a legitimate
element must drive it out. Sometimes the legitimate element lacks
the virilitv or the cohesiveness to do so and abdicares the initiative
to the others, and then it cries in indignation when scandal after
seanidal destrn}'s the rood name of the market and results in opprcqme
regulation.

To & certuin extent what 1 called the public ii!‘.age, the good
tiatne, can be sustained and carried on by professional public relations
peoile, but eventually the huse metal will come through, Despile the
complexity of Federal Iaws and regulations, the markel is essential-
Iy free. It is the nltimate responsibility of that market itsell to make
sure that it Is truly worthy of public confidence and a great national
trust..






