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SEC AUTHORITY OVER THIRD MARKET TRADING 

WEDNESDAY, 3~AECK 27, 1974 

U.S. S~AT~, 
C03[IYIITTEE 01q BANKING, HOUSING AND URBAI~ AFFAIRS~ 

SUBC0~C[MI~EE ON SECURITIES, 
Washington, D.C. 

The subcommittee met at 1:30 p.m. in room 5302 of the Dirksen 
Senate Office Building, Senator Harrison A. Williams, chairman oh 
the subcommittee, presiding. 

Present: Senators Williams, Biden, and Bennett. 
Senator WInL~A~S. This hearing will come to order. 
We begin hearings today on S. 3126 which would grant the SEC 

authority under carefully defined circumstances to confine trading in 
listed securities to registered stock exchanges. In its simplest terms, S. 
3126 is intended to insure that the mechanisms of the existing auction 
markets are preserved and protected until such time as we have an 
altern.ative to ~hem, namely a national market system. 

We are all aware of how rapidly conditions and behavior are chang- 
ing in the securities industry. The most si~fificant change of all will 
come in April 1975 when fixed commission rates are finally eliminated. 
The big question at that point will be the impact on ttie fairness and 
orderliness of the auction markets. 

This subcommittee in its Securities Industry Study report, the SEC 
in various statements, and the Department of the Treasury in its recent 
capital m. arkets statement, have concluded that the elimination of fixed 
comm~ssmn rates will be beneficial. There may be a shake-out period, 
but most of us believe that the securities industry will emerge stronger 
and the public better served. 

A number of responsible persons, however, do not share our 
Optimistic expectations. The New York Stock Exchange, in particu- 
lar~ argues that the elimination of fixed rates will remove the primary 
incentive for firms to belong to stock exchanges. With that incen- 
tive gone, so the argument runs, firms will leave the exchanges, execute 
their orders in the third market or in their back offices, and thereby 
erode the stren~o~h of the auction market.and the protections it pro- 
vides public investors. 

I do not share the New York Stock Exchange's fea~s, but I think we 
can all agree that no one can predict with absolute certainty what will 
happen once fixed rates are abolished. The New York Stock Exchange 
nay be right, and that is the point of S. 3126. Focusing on the period 
etween the end of price-fixing and the establishment of a national 

market system, the bill would direct the SEC, if it finds that trading 
away from stock exchanges--that is in the third market--is c~using 
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serious harm to the fairness or orderliness of the auction markets, to 
require broker-dealers to confine their trading in listed securities to the 
'exchanges. 

There is, of course, a very important caveat to the bill's mandate. The 
values and protections of the auction markets, as important as they 
are, do not by themselves outweigh the benefits from competition. 
Accordingly, S. 310-6 states that  before the SEC can take any action�9 
to restrict third-market trading, it must ascertain that restrictive stock 
exchange rules have been amended so that firms now operating in the 
third market would be able to do business on the exchanges with no 
anticompetitive impact. In other words, under no circumstances would 
the bill lint firms now operating in the third market out of business. 
Rather, it would require, if the NYSE's  fears are realized, that  third 
market firms be integrated into the auction markets in such a manner 
that  they would be at no competitive disadvantage. 

During the transition period until the establishment of a national 
marhet system, the SEC will be called upon to do a good deal of deli- 
cate balancing. Competition must be fostered, but at the same time, 
existing institutions must continue to function until there are available 
alternatives. The automation capacities of the securities industry must 
be improved, but this cannot be done at a cost which would drive a great 
many firms out of that industry. And trading should be centralized 
to assure customers best execution, but the heaff,h of regional financial 
centers must also be maintained. I could ~o on with examples, but I 
think the kind of regulatory balancing I ha~{-e in mind is obvious. 

Balancing diverse objectives is a difficult job, and I think by and 
h r g e  the SEC has done it well. But, in at least one area, I am afraid 
matters have gone asl(ew. I have in mind the problem of equal regxfla- 
tion as it relates to dealer activities in the third market, on the one 
hand, and on the stock exchanges, on the other. 

We have been told for a long time that equal regulation should be 
delayed in the interest of preserving and fostering the comoetition 
the third market provides to the specialists on the New York Stock 
Exchange. I believe in that  competition, and I believe that  on balance 
it has been beneficial to the markets and investors. But there crones a 
point  after which we must turn our attention from the fact of com- 
petition to its fairness. 

Let me give some obvious examples. 
In  contrast to the exchange markets, there is no public reporting of 

transactions in the third market, nor are all third market quotations 
available for public scrutiny. Third market dealers are not subject to 
antimanipulative rules of anywhere near the stringency of those under 
which tlm specialists operate. Third market dealers have no obligation 
to honor public limit orders and indeed are not even obligated to ex- 
ecute their own customers' orders ahead of orders for their own ac- 
counts. -Whereas specialists must trade so as to enhance the continuity 
and depth of markets, third market dealers ha~e no such obligations-- 
indeed they are not even required to trade in a manner consistent with 
the maintd~mnce of an orderly market. Third market dealers can enter 
or leave the market at will. And short selling, which is so carefully 
circumscribed on the primary exchang(~s, is subject to no restrictions 
in the third market. 

The competition that  is provided by the third market is valuable and 
should be preserved. S. 3126 would do this. However, competitors 
should play according to similar rules. In  my view, the balance be- 
tween competition and investor protection with respect to the thi rd  
market is out of whack. The time has come for the third market to be 
regulated a little more equally. I intend to discuss this point fur ther  
this afternoon with Chairman Garre t t  of the SEC when he testifies. 

We have a full 2 days of hearings on this important leo'islation. I 
hope that  we will have a full and profitable exchange of views. 

Our first witness today, was scheduled to be the Senator from Michi- 
gan, Mr. Hart .  However, he has written me that  it will be impossible 
for hire to testify either today or tomorrow. Although Senator H a r t  
will not testify, I will quote from his letter to evidence his interest fit 
this matter. "Your letter inviting my comments on S. 31"26 is very much 
appreciated. To facilitate focusing on the substantial antitrust policy 
questions raised, on Tuesday I introduced an amendment designed to 
provide competitive standards and safeguards. I trust that  next week's 
hearings on S. 319_.6 will evoke comment by SEC, the Anti t rust  Divi- 
stuns, and others on this approach. Regretfully, I will not be able to 
appear at the hearing on the 27th or the 28th. I will, however, be hap- 
py to file a statement on the competitive implications of S. 31o-6. 

Again, my thanks for your thoughtfulness in inviting nm and my 
o" ~' best r%,ards. 

I am somewhat disappointed that he has created a focus on another 
approach. I noticed in the New York Times today an editorial which 
indicates Senator Hart 's  opposition to the bill before us here. 

I f  my collea~-mes have no other statements in response ? 
[No response.] 
We will insert copies of S. 310,6 and Senator Hart ' s  statement and 

amendment in the record, then, let us turn to a man who has done a 
remarkable job as Chairman of the Securities and Exchange Com- 
mission. 

[The information follows :] 
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1 any rule of an exchange (i) fah'ly and reasonably prescribing 

2 priority for orders of public, eu.stomers brought to the cx- 

a change, or (ii) which has been sdopted in accordance with 

4 rules relating to priority of orders for public eustome,:s 

5 promulgated by the Commission under tiffs title. 

6 " (3) The proceeding authorized pursuant to suhseethm 

7 (1) may not commence until 'the rules of na|ional securities 

8 exchanges fixing rates of commission have IJeen eliminated; 

9 and any rule promulgated pursuant to subsection ( t)  slmll. 

10 not remain in effect after the Commission has determim, d 

11 that a p.ational market system for securities has been estab- 

12 lished, or April ,'-30, 1978, whichever is earlier. 

13 " (4) Any rule promu!ga~.ed pur.~,.lap.l .to sul~seetion (1) 

14 shall not become effective unless the Attorney General .nd- 

15 vises that sueh rule is tim least antieompetitive means of 

16 preserving fair and orderly markets for seem'ities. 

17 " (5) .Nothing in tlfis title .shall preempt the ,~pplieability 

18 of the antitrust laws to roles or practices of a self-regulatory 

19 Imdy or its members which have not bern1 specifically man- 

PO dated by the C'~mmfission." 
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Senator WILLIAMS. Mr. Garrett. 
Mr. GARRETT. Thank you, Mr. Chairman. I would like to acknowl- 

edge the presence of the other members of the Commission, all of 
whom, I am sure, you have met. 

From my right to my le~, are Commissioners Pollack, Loomis, 
Evans, and Sommer. They are here not only because they are intensely 
interested in the subject matter of S.3126, but  also because they might 
be helpfqfl in supplementing my answers to the subcommittee's ques- 
tions, or in providing answm~ if I cannot. 

. For  the same reason, certain members of our staff are also here - :  
Lee A. Pickard, director, Robme~ C. Lewis, associate �9 and 
Andrew M. Klein, assistant director, of our Division of Market  Regu- 
lation; and Harvey L. Pit t ,  my executive assistant--to provide any 
technical infom~ation that  you may desire. 

STATEMENT 0F RAY GARRETT, SR., CHAIRI~AN, SECURITIES AND 
EXCHANGE COMMISSION 

Mr. GaI~RETT. Mr. Chairman, members of the subcommittee, at this 
subcommittee's request, 'I am prepared to discuss the Commission's 
views on several proposals for additional legislation, each designed 
to make explicit the Commission's authority, after making certain find- 
lugs, to require that  all training in securities listed on national securi- 
ties exchanges be confined to securities exchanges registered with the 
Commission pursuant to section 6 of the Securities Exchange Act of 
1934. At  present, as the subcommittee is aware, listed securities also 
may be, and many are, traded in the over-the-counter markets, com- 
monly referred to as the third market. 

These legislative proposals are intended to respond to, and deal 
with, the ar~unent  raised initially by the New York Stock Ex- 
change--~ha,t, if the elimination of fixed commission rates, whiclx 
we have, proposed occur on or before May 1, 1975, takes place prior  
to the implementation of a central, or national, market  system, the 
Nation's auction trading markets cou]d be seriously impaired, to 
the detriment of the public interest and the interest of investors. 

The Commission, at the request of various members of this subcom- 
mittee and its sta,ff, has set forth its basic position on the question 
before you today, ,~s well as our suggestions concerning certain legis- 
lative l~roposals in this area, in a number of letters. I am Submitting 
copies of that correspondence for the record, but  I Vhink it might 
be helpful to explain briefly what our general position has been 
and is on this difficult issue. 

After  a careful review of the argtlments of the New York  Stock 
Exchange, we advised this subcommittee last December that  we had 
serious doubts that  the sequence of events predicted by the New 
York Stock Exdmnge  was likely to occur. We are still of that  opinion. 
However, we recognized then and we recognize now that  it is not 
possible to predict the future with certainty, particularly under con- 
ditions that  have never existed before. We indicated our belief, to 
which we still :adhere, that if the serious impairment of the markets, 
which the New York Stock Exchange fears will result from the 
elimination of fixed commission rates prior to the implementation 
of the central market system~ were to occur or appeared likely to 
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occur, we could seek to prevent or remove such impairment by utiliz- 
ing the full extent of the authority granted to us in S. 2519, as weil 
as ~ny other atithority we have under existing statutes. 

Nevertheless, since the question has been raised of our authority 
to take remedial action, we have supported the efforts of the staff anal 
the members of this subcommittee prepare specific statutory lan~lage 
on the subject. Inasmuch as several drafts  of proposed language are 
before the subcommittee, I would like first to discuss the issues as 
they appear to us, and then relate our views on the issues to the 
difl;erent approaches. 

The first question is whether the Commission should have the au- 

'"" . . . .  t:n:~sSeeu~r~t nsea~n~ in e v e r y  
~h:tr~ ~] b Y :  dm m~s~tae~ve naCat mat i~ra h~ listed 

case or m specified cases, in whole or to ~ limited extent. Althongi~ 
the decision, whenever and by whomever made, will be a difficult. 
one--and it is therefore tempting to urge the Congress to assume 
the burden--we think the complexity of the matter, the variety .of 
techniques that might be employed to produce the desired result. 
and the exigencies of time and timing in the face of changing and 
unpredictable circumstances, throw the bMance, in our judgment~ 
toward putting the burden on the Commission. 

The second question is what circumstances should justify or eom~)et 
the imposing of restrictions on trading in listed sec'urities. Should it 
be simply actual or prospective detriment to the public interest and 
the inter'est of investors~ or something more precise? Since the ~)ro- 
posed provision is directed to a spefiic possible problem, and a possible 
~'emedv. it would be welt for the legislation to specify the nature of 
the proMem wi thwhich  it is concerned. In this respect, however, we 
favor identifying the impairment that is feared as that of our securities 
markets generally and not simply the effect upon any particular securi- 
?ies exchange or market. We realize that the largest existing market 
in listed securities is and is likely to continue to be the New York 
Stock Exchange. However, we think it more appropriate for the Con- 
grass to state the subject of its concern to be our markets generally 
and not 1 imit its concern to that exchange. 

The third question is the weight to be ~iven to competitive factors 
in fashioning the remedy, assuming that the relevant impairment 
or threat o f impa i rmen t ' ha s  been 'found. In this regard, we have 
favored stating in the statute that, the remedy of rest.ricicing trading to 
exchan~,'es cannot be imposed unless exchange rules at the time do not 
m~reasonably impair the ability of nonmember firms to solicit or effect 
transactions for their own account. On the other hand, we think it. 
would serio~slv hamper the Commission in fashioning an effective 
remedy for the benefit of our securities markets if the remedy had to 
meet the test of being the one among all t)ossil)le remedies that would 
produce the least anticonmetitive effect. Still more would this be true, 
if our decision nnder such a standard was subject to concurrence by 
the Attorney General. 

A fourth m~estion is one of the appropri,~,te time at which t l,.e pro- 
.ceodinr~s Dreliminarv to a decision under this provision can or should 
take Dlaee. We balleve th,qt t h e  proceedings should neither be pre- 
mature nor come too late. We have a reluctance, which I am sure the 
members of the subcommittee stmre, to make such important economic 
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decisions on estimates and forecasts of future effects. On the other 
hand, we have no intention of urging that we be required to wait until 
if  this should occur, the worst fears of the New York Stock Exchange 
have come ~to pass, before we could take effective action. I t  therefore 

�9 seems to us, if  we are to have the responsibility to resolve this ques- 
tion, we should also be given flexibility as to when we begin our inquiry 
into the problem, and when we resolve the questions presented. 

Now, tulafing to the various proposals that are before this sub- 
commi'~tee, let me discuss first S. 3126 as submitted by the chairman 
of the subcommittee, and Senators Brock and �9 That  bill 
would require the Commission to prohibit brokers and dealers f rom 
effecting transactions in listed securities otherwise than on a national 
securities exchange if  the Connnission makes specified finding with re- 
spect to the effect, of exchange rules on securities dealers and on com- 
petition and with respect to impairment of the fairness and order- 
liness of the exchange markets or the functioning of exchanges. 

We have already submit~d detailed suggestions to this subcom- 
mittee and its staff for the revision of a legislative provision which 
is virtually identical to S. 3126. In essence, our major di~cul ty  with 
S. 3126, as presently drafted, is that we do not believe the Commission 
should be legislatively compelled so to restrict t rading in listed securi- 
ties, but rather, we believe that the elimination of nonexchange trad- 
ing in such secm'ities should be one of the options available to the 

I . . . .  C onmlssmn, if we become convinced that action should be taken to 
avoid or correct significant injury to the securities t rading process. 
The use of the word "shall" in S. 3126, in setting forth our authority 
to act, could be construed as placing an affirmative burden upon the 
Commission to act in the manner set forth, even though other alterna- 
tives might be more appropriate. For  that'reason, we believe the word 
"shall" should be changed to "may." 

~ i  " mflarly, the description in S[ 3126 of the findings the Commission 
must make before adopting appropriate rules is troublesome. We be- 
lieve that ~he viability of fair and orderly markets generally, not just 
the existence of fair and orderly exchange m.~rkets, should be the 
determinants upon which Commission action is predicted. In  our 
letter ~o Chaimmm Williams, which I have referred to earlier, we set 
forth suggested language changes to accomplish this goal. 

Another proposal before this subcommittee is one submitted by 
Senator Tower, originally intended as an amendment to S. 2519. Sena- 
tot  Tower's proposed amendment would make clear tha t  the Commis- 
sion's authority to act on this matter is granted in permissive, rather 
than mandatory , terms, which, of course, we favor.  Se~ator Tower's 
proposal, however, would permit Commission action to deal with any 
impending crisis only if  it could first be demonstrated that  the public 
interest and the protection of investors were "substantially certain to 
be" ~ dvorsely,  fleeted in the absence o~ suah .~ orion. 

We believe that  this proposal may be overly restrictive. Substantial 
certainty with respect to future events is difimult to ~ttain. We, there- 
fore, prefer the "is likely to be" l~n~mge in S. 31~6. 

The next proDosal, numbered amendment 1029. is the one Sonator 
H a r t  introduced on the floor of the Senate on Marvh 19. Senator Flart 's  
proposal has two features with which we must differ. In  the first place, 
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it, would require the Commission to hold "on the record" hearings.- The 
effect of this as t t matter of procedm-e and in the light of the require- 
ments of the Administrative Procedure Act, would be to convert what 
is a. quasi-legislative policymaking determination into a trial-type 
adju:-lication complete with cross-examination. We believe l~his pro- 
r'edm'e is inappropriate and unduly burdensome and productive of 
delay. 

Seco~}dly, under Senator IIart 's  proposal, no Commission action 
could be taken unless the Attorney General advises that it is the least 
anticompetit ive means of preveuting fair and orderly markets for 
securities. No standards and no time limits are provided for this de- 
termimttion, not" is the Attornev General called upon to, in any way, 
bahmee the interests of the pubiic .in having the best possible markets 
against "mticompetitive considerations. Given these two features of 
Senator Har t ' s  proposal, if it should become law, I seriously doubt 
whether the Commission would be able to act at all, or, if we could act, 
whether we could act in time to stave off any impending crisis. More- 
over. we do not believe it is sound policy to give the Attorney General 
complete discretion to veto the rulemaldng of an independent regu- 
latory agency simplv because he believes it should have been formu- 
lated" differeutlv, l,~re, therefore, believe Senator Hart ' s  proposal  
should be rejected. 

As I stated earlier, there is an additional problem with respect to 
t iming in all three of the proposals. S. 3126 and Senator Tower's pro- 
posal provide that  no rule could become effective until rules of ex- 
chano'es fixin_~ rates of commission have been eliminated. Senator ' ,  r  

Har t  s amendment would provide that the proceeding for determining 
whether there should be a rule could not commence until that time. We 
prefer  the approach in S. 31o6 and Senator Tower's proposal, pro- 
vided that  it, is clear that we are not, and cannot be, compelled to re- 
solve the matter  in advance of the unfixing of commission rates. 

Both S. 3126 and Senator Tower's proposal would preclude us from 
extending the life of any rule we did adopt beyond May 1, 1978 un- 
less we first gave the Congress 90 days notice of our intention to extend 
the rule. Senator Hart 's  proposal would not provide for any exten- 
sion beyond that  date. We believe that Senator Hart 's  proposal would 
unduly hamper  our ability to deal with unforeseen developments 
when they arise and to continue to deal with them so long as is neces- 
sarv in the public interest. We would also urge consideration of elimi- 
nat'ion of  the 90-day notice provision as impeding emergency action, 
in favor  of extensions from year to year with concurrent notice of  
eac, b. extension. 

Finally,  we understand that the Treasury Department proposes to 
,.~u(-~esf~_ ~ a different approach which has nmch attraction. The Treasury 
proposal would provide in essence, that if we find that the fairness or 
orderliness of tim market for listed securities has been adversely af- 
fected by transactions on an exchange and in the third market, we 
shall take such action as may be required to eliminate or mitigate 
these consequences and would specify alternatives, including the pro- 
hibition of third market trading in whole or in part: While this pro- 
posal would identify the type of problem with which we would be 
called upon to deal, which is the one which concerns the New York 
Stock Exchange, it would not mandate a specific approach, which we 
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might find inappropriate, but would simply require us to take ,~ppro- 
priate action and would specify possible approaches. We believe that  
the Treasury approach would avoid the problems which we have dis- 
cussed above, including the problem which concerns Senator  Har t ,  
of calling for action which could be unnecessarily anticompetitive. 
We, accordingly, support  the Treasury's approach, subject, of course, 
to its being embodied in statutory lan~lage. 

That, Senator Williams, concludes my prepared statement. We are 
here to answer rely questions you may have. 

Senator WILLn~tS. Thank you very much, Chairman ,Garrett. 
First,  I would like to de~l with the si.tu~tion as it. is with respect to 

the rules regulating third market activities, but  before ~ do ~h.at, let 
me make certain that  I understand the last p a r ~ . a p h  of your state- 
ment..Correct me if I 'm wrol~g, but  am I right in understanding ~lmt 
you are suggesting, as one of your options, the elimination of the third 
market  ? 

Mr. GARR~TT. Yes, '~s ~ possible, statutorily-authorized but  not 
mandated, alternative. 

Senator WILLIA~S. Where is the New York Times eAitoria]? I 
specifically want to make reference to it because i~ contains some 1,~n- 
gnage th,~t does not apply a.t all to the Commission as I know it today. 
The article re,~ds as follows : 

Though  the p re sen t  C h a i r m a n  of the  SEC, Ray  Garre t t ,  Jr . ,  h a s  t aken  a bold 
s t a n d  in promot ing  ant i -compet i t ive  reform, th is  was  not  a l w a y s  t r ue  of h is  
predecessors  a nd  i t  m a y  not  su rv ive  his  tenure.  

H,~ve you seen the editori~al in today's Times ? 
Mr. GARa~'r. Yes, I did. 'I thought it was ~n unforhm~te ~nd in- 

appropriate attack on my predecessors. 
Senator W~LHA~S. Well, prior to ~hat, it comments on 'Senator 

Har t ' s  position as an opponen.t--I'll read the paragraph for  the record. 
The  me a su re ' s  opponents,  including Senator  Phi l ip  H a r t  of  Michigan,  a r g u e  

t h a t  th i s  seemingly innocuous  provision has  the  potent ia l  of becoming  a T r o j a n  
h o r s e - - o n e  t h a t  could allow the ma jo r  s tock exch,anges to ha l t  t he  ongoing 
re fo rm process.  I t  could open the way to years  of l i t igat ion and  f i l ibuster  before  
a pliable Securi t ies  a n d  Exc hange  Commission,  whi le  the  e s t ab l i shed  exchanges  
r e a s se r t  monopoly control  over  how secur i t ies  are  t r aded  a n d  by whom. 

There is a gratuity in here ~oo. They are hypothesizing the possibil- 
ity of pliable ~Commission. But, reference to the elimination of the 
third market in your statement did r~ther sta~le me. 

Mr. GAR~TT. I do not know whether it is semar~tics, 'Senator. The 
idea-- that  the Commission be empowered to restrict t rading in ex- 
change-listed securities to national securities exchanges--originated, 
in legislative terms, from this su'bcommi~tee, and has been in each of 
the comments we have submitted to you since, at the least, l~tst De- 
cember. We, on the other hand are not advocates of the need for such 
legislation. We think S. ~519 and existing law would .permit us to t reat  
the problems to which S. 3126 is direcoted. 

Senator ~VrL~IA~S. Let's de~l with the third market  for  a moment~ 
pa, rticul, arly the inequalities of the rules. For  instance, there are, no 
rules, at least that  I am aware of, regul~tine the activities of dealers 
in the third market  with respect to the ma~ny areas in which there 
gre clear ~nd demanding regulations on the exchanges. 
�9 First,  the obligation to maintan e fair and orderly market~ Why 
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Mr. GARIIET"r. Because the so-called third market  does not give or 
award any monopoly franchises, as are received by exchange special- 
ists, and thus there is no present need for such a rule. 

Senator ~VILLIA~IS. Are there rules applicable to the bhird market re- 
garding nmrket manipulations ? 

Mr. GAnnv.t'r. That is the law. I t  does not require a separate rule. 
The th i rdnmrket  and all markets are already bound by such restric- 
tions. I t  is true that the stock exchanges have specific rules for this, but  
it is equally true a specific rule is unnecessary. In any event, uniform 
rules governing market manufacturers are under preparatory, to coin- 
cide with the implementation of a consolidated tape. 

'Senator WIL~IA~S. The protection of public orders '.~ 
Mr. GaRn~e. Third market dealers do not receive public limit or- 

ders. I t  is the law, of course, that, if they do, they cannot trade against 
them. There are judicial decisions to l~hat effect. But, Third Market 
dealers do not receive public limit orders. They receive market orders 
from other brokers. 

Senator W~LHAatS. B u t  there is nothing prohibiting them from 
receiving publie orders. 

Mr. Gannm~r. No. 
Senator ~'VmLnX~s. They certainly have a great deal of business 

frnm institutions, b a n k s - -  
Mr. GA~n~.vr. They do have business from institutions. I am not 

aware tha,t it is a significant amount ,where compared to volume on 
the New York Stock Exchange. 

Senator 1'~rILLIA~rS. And from insurance companies. 
~ r .  GAan~r. And other brokers and public investors. 
Senator Wmr~tA~tS. We also consider that to be a significant part  

of 1)ublle business. 
Mr. GanRr.vr. And other brokers, who may well act, and often are 

acting for other individuals. 
Senator Wm~A~rS. IS there anything in the way of rules or regmla- 

tions requiring the disclosure of l~ransaetions ? 
Mr. GA~eF, T~. Yes and no. There is no requirement for the real time 

disclosure--the disclosure of transactions as they occur--because there 
is no vehie!e to accomplish it. They a.re required, if they p~rtieipate 
Jn NA'SDAQ--the National Association Security Dealers Automatic 
Quotation service to make periodic daily reports of the volume of 
their transactions. But, they do not report transactions as they o~cur 
in the f,~.shion thn,t does oocur with respect to transactions on ~he New 
York Stock Exchange. They will do So. of course, with respect to 
certain exchnnge-listed securities, when the consolidated tape comes 
into operation. That is one of the pu .rp. oses of t'he consolidated tape. 

Senator Wmr,ia~s. Another area m which I sense inecma]itv is 
short selling. Are there any rules or reg~flations directed to the third 
m,~rket on. short selling? 

Mr. GA~e~.TT. NO, ther, ~. is no nresent short-selling rule comparable 
to that applicahle to e• hut we have proposed one. This is in 
eonn~ot.ion, again, with the forthcoming consolidated tape. We have 
puhl~shed for comment a prol~osed sho~-sale mile that would govern 
third-market p,~rtieipants as Well s,~ exchange markets. I might  ndd, 
of course, that third-market D,rtieipants are subject to the same rules 
as everybody else if they should put their trade on an exchange. 
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Senator ~r DO yOU see the need for equal regulations in the 
third market as the marketplace evolves ? 

Mr. GARnETT. Yes, but only as it is evolving. As Commissioner 
Loomis likes to observe, "Equal regulation of the unequal is inherently 
unequal." The central market system that we have in mind would 
bring competition onto an equal" basis. And with it will surely come 
relevant and appropriate equal re~llation. This is very nmch a par t  
of the course we have outlined, and in which this subcommittee has 
concurred. 

Senator Wu~LIh_~tS. Will that be contemporaneous with the central 
market system ? 
' ~[r. GARllETT. Well, the various facets of the central market  system 
are not all going to come into being at one time. The first major  step 
toward it, putting aside the unfixing of Commission rates, will be 
the implementation of the consolidated tape-- the  tape reflecting his- 
torieal securities transactions, as you lmow. 

All the participants and the "Commission have agreed that, when 
the corn. posits ta. pe ~,~oes into effect, . . . .  there ~hould be equal_ remflations 
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sumably because the context where such rules might be necessary does 
not yet exist under present circumstances. 

These are the re~fiatory factors that  we have agreed should be 
equalized before the tape becomes operational and we will have adopted 
then by the time this tape is physically ready to begin. 

Senator WILLIA~IS. But  the }irst fixed point of ~significant change 
will be April  of next year  when the Commission has announced clearly 
and irreversibly that the fixed commissions across the boa.rd will be 
eliminated. 

Mr. GARlll~T'r. That  is scheduled for the end of April.  May 1, 1975, 
will be the first fully unfixed day, by whid~ time, of course, we.expect 
to have the consolidated tape in full operation. 

Senator ~VILLIA~S. Do you expect ~hat '~he rules and regulations 
you are now in the process of .developing dealing with the third mar- 
ket wili be in effect, in whole or in part, by that  date ? 

Mr. G_~RRETT. I expect that rules on the three subjects I have men- 
tioned will be in effect on ~hat date. These are t.he only miles we believe 
are relevant to the consolidated tape. Now, the other rules with respect 
to operating in the full central market system under the program, 
as we envision it, are keyed in to the adoption of a composite quotation 
system, and certahl other rulemaking develol~ments that  must occur. 
I cannot say with certainty that that is going to occur by May 1, 1975. 
l think the New York Stock Excha.n~e would agree ~hat, i f  we were 
all cell.am they would occur by May 1, 19 ~ 5, we wouldn' t  be here today. 
T,hey have stated the:t, if all the components of the central market  
system were in existence on that dav, they would not have this proh- 
!era and would not be seeking this 'kind "of relief. But,  we do expect 
~t to be in place as soon thereafter as possible. And, of course, ideally, 
it. would be in operation and in being so at t;hat time this problem 
would never actually arise. I can't promise that  tha t  is going to be 
the case. 

Senator WmHa~s .  J t  is that lack of certainty E~,~t brings us to the 
consideration of tiffs bill. I t  ~ppears that the t ime ~ap between the 
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elimination of fixed commission sates and Vhe instaltat%n of the na- 
tional market system may operate, according to the NY.SE, to furnish 
incentives to firms to relinquish their exchange memberships. Par t  of" 
the incentive, I would imagine, would be the lack of equal regulations 
in the third market. 

Mr. CxARIIETT. Well--you mean weighed against the protection of 
the fixed commission ? 

Senator WILLIA]VIS. Exactly. 
Mr. Galmm~r. Possibly. Many h.ave asserted they could make more 

money off the exchange. But, if they really thought they could do so, 
they would be there now. 

Senator WmLIA~IS. Well, these 'finns obviously want to protect their 
businesses, and I a:m ceiqcain that  they .are now in the process of evaluat- 
ing a. number of factors bearing upon the business judgment whether 
to operate on an exchange or elsewhere. One factor under consideration 
would be the New York Stock Exchange's recently .announced reduc- 
tion in rates for some o r d e r s . -  

Mr. GaRR~TT. NO; t:hat was a member firm of the New York Stock 
Exchange, and it will not start until next week. I t  will start ori 
~{onday. 

The question of equal re~llation does not affect many mem'bers 
directly. We are talking a:bout the regul'ttion of specialists as opposed 
to the regulation of third market markets. Members of .the exchange 
have the obligation to put their transactions on the exchange; that is 
true. For  this, they now ~e't =the benefit of chargin~ a fixed commission. 

Senator Wll~Li:~s. That's Vhe point, 'Mr. Chairman. ~ e n  t:here 
arc no longer fixed rates, and there ,are no regulations in the areas we 
~have been discussing, you can theorize that  part  of the incentive to 
leave the exchange would be to escape the exdmnge pattern of regula- 
tion and become a freewheeler in a relatively unregulated market. 

Mr. GaRRr, TT. I don't see that  at all, Senator. 
Senator Wn~LIa3rs. Well, I may not either, but this is a theory that  

has been advanced by responsible spokesmen and I believe it warrants 
our attention. 

Mr. GaRm.:TT. That 's not the way they explained it to me. 
Senator WILLIASIS. ri'tle.y may not use. the word "freewheeler" but 

I think the message that  is comnmnicated is clear enough. It. is that  
less regulation means more opportunity. 

Mr. GARRZTT. They do not even talk about the lack of re~llations; 
they talk about the money they are, going to make off the exchanue. 
It. is not because of lack of regulation that they tl~reaten to leave the 
exchange: it is because of the spread they thi~{k they can ehar,ze for 
makin,g dealer markets and tracking from their own inventory. 

Senator WmHA)~S. We have already been over this briefly. But 
perhaps we can t'd~e some soecific examples where there is a con- 
spicuous absence of third market regulation--short selling is a stand- 
out. Shortselling on down ticks is possible in the third market, is it 
not? 

]X'fr. GA~F, TT. They will not be able to do so. 
Senator WILlIAmS. We're talkin_~ about making money, aren't we ? 
~{r. GAImF.TT. I t  is a good way to lose money. 
Senator Williwaws. Well, I 've never been asked to sell short but, 
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there are sore,, successful short sellers. Nevertheless, the advantage is 
that there is l,o rule or regulation applicable to short selling in t'he 
third market. 

Mr. C~ARREq_ r. By May 1, 1975, we will have a short sale rule in effect 
that  will apply to the third market. 

Senator W~Llmt~[S. Another example occurs in the context of the 
phrase that  l'as guided our markets for so long-- fa i r  and orderly 
markets. Will there be a rule ill effect 'by that  date also governing the 
market maki,  ,f conduct of those in the third market ? 

Mr. GAar, m T. Not in the sense you presumably mean, al though over- 
the-counter n arket:s must be fair and participants in those markets 
are regulated Unless, of course, at that time we are significantly fur- 
ther along to,,'ard the central market system. And of tha t  I am not 
certain. 

Senator W1 eci:x~s. You can see the arguments that  are advanced that  
would sugge.sl the need for SEC residual authority to deal with any 
situation ans.ng between the unfixing of commission rates and that  
day when the national market system is plainly visible and operational. 

Mr. GARRETT. Certainly. And S. 2519 woul~l W e  it to us. Your sug- 
gestion is that  an alternative, limiting trading in listed securities to 
the New York Stock Exchange, as opposed to the third nmrket that  
does not now exist. That  is one of the flexibilities that  we want to b~ 
able to apply, if it should be necessary to do so. 

But, that  is one reason why we do not favor a bill tha t  offered only 
a single remedy to the potential disintegration of the auction market. 

Senator WILLIA~[S. I am aware of the correspondence tha t  you men- 
tion and the language changes that  you suggest in this bill. Are these 
other alternatives suggested us amendments ? 

~{r. Gallp, E]"r. No. We don't need them as amendments, since we 
already have that  authority in S. 2519 and existing law. But their 
absence should not imply that we do not desire to be relieved of any 
compulsion to apply only One remedy--namely, restricting all of the  
transactions of the New" York Stock Exchange--as the only way in 
which we can prevent people from removing their trades from the 
exchanae. ' 

Sengtor WILLIX~S. Th i s i s  not legislation that  deals with one ex- 
change. Rather, the intent is clear enough on the face of the bill that  
there is to begeneral applicability to exchanges. 

Mr. GAR~ZTT. Which has led us to comment, in our earlier letter, 
that  the relief sought might not Work anyway. I f  all third market 
makers went to the Cincinnati Exchange, for example, it might  make 
a limited difference to the New York Stock Exchange. But  it is true 
that  this bill would apply to all exchanges. And the requirement set 
forth could be met bv putting the trade on any exchange on which 
tb.e security is qualified to be traded, and not necessarily on the New 
York Stock Exchange. 

Senator WmLia~s. Could we be kept advised of the sta.tus of de-' 
velopments in the regulations I have discussed with you today con- 
ermine  the third mgi'ket? I think it would be helpful for our con2 
sideration of this detail if, within 80 da,ys, the Commission prepared 
a status report on its efforts to develop an equitable regulatory 
fr;i mework. 

[A letter ~,',~ received from the SEC at a later date. I t  may be 
found at p. 171.] 
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~{r. (]AP, RETT. All right. As you know, Senator we are in the process 
of appointing an advisory committee, to be chaired by Mr. Alexander 
Yearly IV, chairman o f  the Robinson-Humphrey firm in Atlanta, 
whose task will be to advise us on moving from where we are now 
to the full central market system. And we are anxious for you to get 
acquainted with bi[n. )Ve are developing a program with him that  will 
revolve equal regulations as well as a number of other matters. We 
will certainly report to you within 30 days, and as often thereafter as 
w e  h a v e  a l l y  n e w s .  

S e n a t o r  ~ ' V I L L I A ) [ S .  I appreciate that. 
Just to recap some of your specific suggestions for this le#slation; 

you recommend that "st;all" should be ~langed to "may';? 
Mr. GA~r, ETT. Yes. 
Senator ~u That  would give you zreater flexibilitv 

T �9 , U . . " ' " " 
Y ou say that exchange" markets, slmu~d be deleted ancl' replaced to 

describe markets in ge~era]. Frankly,  I am not sure I understand that. 
Mr. GARRETT. The markets in general, as we develop the central 

market system, and particularly as other regulatory a,nd mechanical 
devices come into play, should be the dominant factor, and not just 
what occurs on tlle stock exchanges. Right now they sound like the 
same thing but I don't know what they'll sound like a year from 
n o w .  

Senator WILL/A~S. Thank you, Senator Biden ? 
Senator BmE~. Thank you, Mr. Chairman. 
Mr. Chairman, I want to make sure I understand what you are 

saying. 
The thesis of what you're saying is that  you don't anticipate any 

rush from the floor to the t:hird market to begin with. However, if that  
unanticipated event were to occur, you want the flexibility to deal 
with the situation; is that correct ? 

Mr. GAaRETT. Yes. 
Senator BIDEN. I f  yOU don't anticipate with any degTee of likelihood 

that  there will be a substantial decline in exchange membership, then 
isn't it a bit too soon for Congress to write a so-called fail-safe provi- 
sion in the bill ? 

Mr. GARrmvr. Well, our initial thought was that  it did not need 
seoarate a~d express acknowledgement. We believe that  the powers 
othe1~wise granted to us by the Securities Exeha.nge Act, as it now 
stands, and the amendments to those powers that  will be provided by 
S. 2519, will give us sufficient authority to take various steps to cope 
wifh the problem. 

However, the problem was brought into public debate by the re- 
ouest of the New York Stock Exchange, initially, when it suggested 
that trading in listed securities be l i m i ~ t  to registered securities ex- 
changes by statute. We did not think that was a good idea because 
we did not think the T)robability of their fears coming to pass was 
sufficiently .~reat. Not because we believed that  their fears could not 
Create a problem, but because we think that  they should not. The dis- 
Cussions then led to something that  did not seem to be intelligent, 
that is to say, that  the act w~s goin~ to t,.lk about this problem in a 
restrictNe manner. I t  would be be;~t~r to talk about it in terms of ~v ing  
the administrative agency the authority to fashion appropriate relief 
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take a .nd  appropriate mea'sures if the fears we have heard so much 
about should actually come to pass. 

Senator BII)EN. What  are those conditions which would evidence the 
fact that  the fear has come to pass ? 

Mr. GARI~E~r. I think a wholesale defection of traders away from 
the New York Stock Exchange could be a very alarming development. 

Senator BIDEN. What  does that  really mean? Does that  mean that  
the membership would drop off 20 or 25 percent, or 50 percent, or 80 
percent ? 

Mr. Gnl~m~a'r. I do not mean to be facetious, Senator. I f  I had a 
clear idea as to exactly where the line lay, I would suggest tha t  you 
put it in the statutes. But, I do not. Other variables exist at the same 
time. I suppose, from an economic point of view, I would have to say, 
that  a state .or point could be reached that would affect the markets 
to a sig~lificant degree, if trading and liquidity in a significant number 
of stocks on the floor became so thin that  we ceased to have an auction 
market in those stocks at a time when we had not yet gone far enough 
toward developing the equivalent of an auction market in the central 
market system. 

I must say, we are also concerned with the financial well-being of 
the New York and other stock exchanges. We need them as part  of 
our overall regulatory program. We could not get along without them 
for a lot of reasons, although there are many other ways to help 
finance exchanges. 

Senator BIDEN. I 'm not really trying to nail you down. but I 'm try- 
ing to point out for the record that  it is ~ difficult line to draw where 
these fail-safe provisions would take effect and I 'm  concerned that 
perhaps the bill should be drafted to t ry to describe more clearly what 
that  situation would be. 

Mr. GARRETT. That  is what leads us to prefer a proposal tha t  we 
did not think of ourselves--the Treasury Department 's  proposal-- 
which, I am sure, Mr. Schmults will more thoroughly explain. The 
virtue of that  proposal is that  it starts out by defining the problem. 
I t  does not start out, as S. 3126 does, by defining the remedy. Of course, 
we have not seen any specific language. Then the Treasury Fro~osal 
provides that, if these fears are coming to pass, or are very likely 
or substantially certain to pass, the Commission shall take certain steps 
to remedy the'situatiom choosing from Various alternatives. 

Senator BI~EN. I 'd  like to see a little more about that,  too. 
Senator WlLLIA~tS. Thank you. Senator Bennett has to leave, so if  

we could interrupt for a moment, it would be appreciated. 
Senator BmE~. Surely. 
Senator BEnNeTT. I 'm ~ust interested on the bottom of ~age 2 you 

indicate on the bottom line t'nat you have other authorities under 
existing statues under which you can act. Do you mind identifying 
some of those for the record ? 

Mr. GA~R~TT. We have ~a.u,thority under section 19 (b) of the S~u-  
rities Exchange Act, in effect, to compel the adoption of rules by 
registered securities exchanges in a rather broad list of areas. While 
our authority over members and nomnembers of exchanges is per- 
Vasive, it is not comparable in all respect to the authori ty we have 
with respect to exchange members. I n  some cases, it  is broader: in 
others, it is cast in different terms. One thing tha t  S. 2519 would do that  

! 
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does not now exist would be to expand and make comparable all of our 
exchange and nonexehange member authority that  would be helpful. 
}Iowever, there are other ways in which some aspects of this problem 
could be approached. For  example, rules treating this issue could be 
adopted under the general fraud provisions of our statutes. 

Senator BENNE~IW. That  might be going around Robin Hood's barn 
instead of directly to the heart of the problem. 

Mr. GaenETr. I t  would be helpful to have our authority made ex- 
plicit, as S. ~ would do. 

Senator BE)'~ETT. What  rule changes do you anticipate in the New 
York Stock Exchange or that they would have to make to meet the re- 
quirements of section (e.) ( la)  of S. 3126 ? 

~r .  GaRm~TT. Let me be sure th,nt I h~ve the right section. O n e  
rule, in particular. I f  third market firms were to be given competitive 
specialist ,positions on the New York Stock Exchange, Rule 113 of 
the New York Stock Exchange presently would forbid their doing 
business directly with institutional investors which, of course, is their 
principal business. 

Senator BENXEvr. That  rule would have to be changed ? 
~'~r. G.~RIIETT. In  some respects; otherwise, to bring the third mar- 

ket  firms on to the exchange would drive them out of their separate 
marketmaking 'businesses. I understand it is not the intent of S. 3216 
that  that  should be required. 

Sem~tor B a ~ r .  Mr. Chairman, I 'm sorry, I 'm very sorry, but I 
have to go. Thank you for yielding to me, Senator. 

Senator BIDElg. I f  I may follow up with my line of nuestioning We 
agreed that  it's difficult to" determine what would constltute the demise 
of the exchange, but I have found broad disagreement on this point. 

~{r. G.a~Rm'r. I t  sounds familiar. 
Senator Bronx. Because of the great uncertainty as the effects of this 

legislation, I have been told that I will destroy ~he exchanges without 
it, but that  I must reall$ be in the pocket of the exchange in order to 
suppot~ it. I t h ink  it ~s legitimate criticism by  those in the third 
market  who s~y that if you leave this pro~dsion wide open, you're 
�9 .n}~oidi~g your congressional responsibility. You're writing an act and 
~ you're going to be one of the legislators, you cannot do that. I don't 
believe it is proper for Congress to, as it so often does, delegate 
all the authori ty to anyone it can find to take it. Now that's a v e r y  
open ended question, but I would like you to try and respond, if 
possible. 

Mr. G~nr~.~r. I t  runs to the very heal~ of the matter. Without try- 
ing to psychoanalyze v~hat any of the various participants in this 
matter  really want, however, and taking their arguments at face value, 
there eertainlv.~. ., appears to be some substance to the arr, ument~ s. I sup-�9 
pose the New York  Stock Exchange, for one, might say : "This dan- 
ger ~s rear, and ~ you wait until you can see it, it will be too late. You 
have ~got.to. prevent it from occurring to be~in~ with. The only way to 
prevent ~t ~s to prevent ~t now, and Congress ought to take the re- 
sponsibility." I know third market makers would say exactly the 
opposite th ing:  "There is nothing to the Exchange's argument and to 
create this temptation is to ensure that we will end up dead on the 
floor in the process." 

I t  is our opinion at the Commission that, notwithstanding the crit- 
icism of some, that  there has been too much delegation of oower 
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to administrative agencies ; this is one are~ which should be delegated 
to the agency that has been given responsibility of regulating our mar- 
kets and taking appropriate action. I t  is a very complex subject, to be 
sure. Anyone that sits here today and thinks he can say exactly wheat 
the market will look like, structurally, to say nothing of price and vol- 
ume, a year and a half from now, is ]ridding himself. We do not know 
and they do not know. We guess and they guess. We think our guess is 
better than theirs and vice versa. There are too many other things 
moving at the same time that are likely to change circumstances: 
regulatory matters and procedures, electronic capabilities, market  
habits an~i many other variables. 

I think the ~iecision on these issues should be left  ,with the respon- 
sible body whose full-time job it is to keep up with and t ry  to under- 
stand these matters, with guidance from the Congress, of  course, as 
to the parameters within which we should act. 

I think the bill tries to do that. Both versions do. We should preserve 
as much competition as possible and still ,bring for th  a decent auction 
market law with standards that we can understand. 

Senator BmE~. Thank you, Chairman Garrett, for your response to 
my vagale and general questions. What  I 'd  like to do now is be a little 
more specific. Now, you say you want more flexibility ? 

Mr. GARaEwr. Yes. 
You say you want the flexibility to go beyond the requirement that  

all t rading in listed securities be confined to exchanges. 
Mr. GARaETW. Short of requiring all t rading in listed securities to 

occur on an exchange, not beyond. 
Senator B m ~ .  Thank you. Can you give me some specific examples 

of alternative action the Commission might take if the Congress were 
to provide more flexible rule-making authority in this ~rea .~ 

Mr. GARR~Vr. Do you mean the types of thlngs short of restricting 
all transactions in listed securities to registered exchanges 

Senator B m ~ .  Right. I f  you could list some for me. 
~[r. GAII~Tr. One possibility that  has been suggested, and publicly 

discussed, would be for us to require that third market  firms check the 
m a r k ~  on the New York or other stock exchanges before executing 
orders for other customers. 

Senator Bm~'~. When you say "check," what specifically do you 
mean? 

Mr. GARm~vr. Find out quotations ~x)m exchange specialists and 
whether such quotations are better than those offered elsewhere and 
dispose of these orders in a way which would clear  the specialist's 
book. This is one possibility. Another is to say that  i f  any- 
body is making a third market  in a listed security, as Pro- 
fessor Ratner has suggested, they should not deal wit'h the public hut  
only wi~h dealers on a wholesale basis. This would discourage the 
major retail firms from ~leaving the exchange in order to in.tegrate 
forward into melding markets in listed securities. Tha t  is ~ possibility. 
Exposure of public orders over the NASDAQ system, for example, is 
another possibility. That  would make possible an auction. I t  certainly 
would expose such orders to a wide audience of possible ~akers. Things 
of this kind, and ideas that we have not yet thought of, might  help the 
situation. 

Tha t  is the sort of thing about which we have thought. 
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Senator BIDEN. What  would be the position of fourth market firms 
if the provisions of S. 3126 were to take effect? Would they be put  out 
of business ? 

Mr. GARRET]:. I think at the moment the real fourth market would be 
left untouched. S. 2519 would give us authority to reach them, I believe. 
Mr. Robert Lewis, Associate Director of our Division of Market 
Regulation, can add to this discussion. 

~'[r. LEwrs. To the extent that trades occur between individuals who 
are not registered with the Commission as brokers or dealers, S. 31'26 
would not reach them. The Commission would have no authority, 
under S. 31o~6, to require such transactions to be effected on an 
exchange. 

There is, however, a grey area with regard to some participants in 
the fourth market because @ere is some confusion of terms. Instinet, 
for example, is sometimes classified as a foul'th market participant. 
Nevertheless, Instinet is a broker-dealer registered with the Commis- 
sion, so that its trades would have ,to be taken to an exchange under 
S. 3126, absent some exemption. That  fact may very well put Instinet, 
or an~ similar electronic system, out of business, t~rokers that handle 
crosses between insti.tut.ional clients are sometimes classified as being in 
the fourth market, bu t  they are broker-dealers registered with the 
Commission. 

To require that transactions by broker-dealers in listed securities be 
taken to an exchange probably would also pu,t those l~ersons out of 
business, again absent some sort of exemption. 

Senator Bm~s. Should S. 3126 be enacted, what burden do you 
think would be placed on the third fflarket firms? Would there be any ? 

Mr. GARRZTT. We]], there would be no burden until we acted pursu- 
a~lt to the ~uthority granted. The burden, until we did act, would be the 
uucertaint.y as to whttt v.e might do. When we did act, it would depend 
on our actions. 

Senator BmEN. I t  would depend on your actions ? 
~'[r. GARRE2"P. Yes ; it would depend on our actions. I do not mean to 

bc facetious, but, even if we took full  advantage of the authority 
granted to us to require all tr,~nsactions to go on .m exchange, the exact. 
details of the require, ment would define the extent of the burden. I t  
would depend Upon what the access rules would ha~ e to be to meet the 
requirements of the bill. This might not prevent their doing their own 
business dircctl~ ~ but it certainly would at least require them to expose 
all of their business to the specialist's book to give the public an oppor- 
tunity to pa~ticipate in their trades. 

The public does not have an opportunity to participate in third 
market trades now--as  the exchanges would be quick to tell you. 

Senator BiD~x. In  discussing S." 3126, we have been told that one of 
the purposes of it is to avoid %haos" in the auction markets. What  do 
you envision ~s "chaos?" 

Mr. G A ~ r .  I have not heard the term %haos." I have heard the 
term "drying up" or "disappearance of" the auction market and the 
takeover of the auction market, by dealers conducting business "up- 
stairs," as the street calls it, rather than down on the floor. This need 
not be chaotic at all. In  fact, the over-the-counter, or "third," market 
could be quite orderly. I t  does not: ho~vever, .have the virtues attrib- 
uted to an auction market and we take these virtues seriously. Among 
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these virtues are the possibility of protecting public orders, permitt ing 
them to participate in trades, and to some degree, the price or value set- 
ting mechanism of the auction market, which seems to be more be- 
lievable or to have more credibility when it takes place down in an 
auction crowd rather than elsewhere. But, that does not mean the third 
market is chaotic; rather, simply that  it is one khld of market  rather 
than another. 

Senator BIDEN. I guess by the choice of the term chaos, you don't 
have to gtmss who I 've been talking to. 

Mr. GARRETT. NO. 
Senator BIDEN. S. 3126 would require that anticompetitive rules of 

the exchange be eliminated before the directives can be carried out. 
Would you please comment on the necessity of eliminating the fol- 
lowing rules of the New York Stock Exchange : First ,  rule 113 which 
prohibits specialists from dealing directly with certain kinds of 
customers. 

Mr. GARRETT. I f  third-m,~rket makers, as a result of requiring tlmir 
trades to be effected on an exchange, were to be given positions as 
specialists, alternate specialists, or something of that  sort upon the 
exchange, rule 113 wonld forbid them from dealing directly" with 
institutions as well as corporate insiders; that  would drastically 
change the .business of third-market firms in a manner inconsistent 
with the standards set forth in the proposed bill. 

Senator BrunN. Rule 438 which prohibits market  makers other 
than specialists from quoting two-sided markets in a security. 

Mr. GA~RETT. I t  is a little hard to know exactly how it would work. 
I f  the power under the bill were used simply to require third-market 
firms to become members of the stock exchange, and they had to send 
all of their transactions to the floor, then, of course, they would have 
to stop their activities off the floor, which would stop two-sided quota- 
tions in the third market altogether. Rule 438 would have to be modi- 
fied to permit them to do it. 

However, I don't think rule 438, in its present, form would be con- 
sidered consistent with the anticompetitive standards set for th in 
the bill. 

I must say again, in case it is not clear, that  these are representative 
of the kinds of decisions that the Commission would have to make in 
an appropriate way if  the bill's authority ever were to be used. I do 
not mean to be understood as foretelling what the decision might  be. 

Senator BIDEN. The intent of this question is not to put  the ex- 
change or the Commission in a corner to promise future ~ctions. But  
I am t rying to analyze these provisions to make it clear for the record. 

I think ~t's worthwhile to give a broader picture of the possibility 
of what might occur. 

One further part  of this last question, Mr. Chairman. W e  are 
talking about the requirements of S. 31_o6 [~hat anti-competitive rules 
be eliminated. Would there [also] be a [need to] eliminaie member- 
ship on the exchange on a medallion basis. 

Mr. GA~RETT. Yes; restricted membership would have to be elimi- 
nated. Whether it would have to be eliminated for everybody or 
whether alternative concessions could be made to f lf ird m~rket firms 
is someVhing different to predict, but  one can hardly imagine tt{at 
the only solution or remedy under S.. 3126 is that  ttfird market  firms 
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would be required to obtain full membership on an exchange as 
the concept of. membership is now understood. 

Senator BmE~. Thank you very much, Mr. Chairman~ and thank 
you, Mr. Garrett. 

Senator WILLIA:MES. Let me return to the statement you made a 
moment ago, Mr. Ohairman, limiting ourSelves to the New York Stock 
Exchange. I believe this is very important to the bill. You favor 
identifying the markets generally. We are not singling out any par- 
ticular exchange market. We realize that the largest existing market 
in listed securities is likely to be the New York Stock Exchange. How- 
ever, you think it is more appropriate for the Congress to state the 
subject of its concerns, to be our markets generally, and not to limit 
its concern to that particular exchange. 

We discussed earlier a lot of the anxiety expressed by that exchange. 
The language of the legislation, however, is to exchange, is it not? 

Mr. GARrF.vr. Correct. 
Senator WIt~LIA~S. I do not fully understand the market "gen- 

erally" that you refer to. Perhaps there is an unknown market ? 
Mr. GARRETT. O r  some changes in the third market not now present. 
Senator WILLIA~rS. It, iS my understanding this can be clarified 

within our bill to make clear that it is the auction markets that  we are 
interested in preserving and l~roteeting. In  fact, the exchanges too 
would have us address ourself to this point. 

On page 2, line 10, it has been suffgested to cha.nge that  line to 
read "the fairness or orderliness of-'the auction m~rket for such 
securities." 

Mr. GAR~Vr. We didn't say auction markets in our version; I 
don't  know where that came from. 

Senator Wtl~t,ta~ts. My understanding was that this was your sug- 
gestion. Perhaps, I misunderstood my information, but I thought this 
was the result of a staff level discussion. 

Mr. GAre~TW. Our t~roposal should have read: "Fairness or order- 
liness of the markets for such securities." We would simply delete the 
phrase "such exc.hunges." 

Senator Wtr,Ltn~ts. Yes, the word auction is included in there. "Auc- 
tion markets for such securities * * * or the ability of the exchanges 
to carrv out their re~ilatory responsibilities * * * " 

Mr. Gnerv,~r. That was not one that we bad recommended, sir. 
Sen,~tor ~v~TIT,LTA~EN. HOW does it strike you ? This was not uniiateral 

from hera, as I understand it. It 's  been u scarf matter, and it's bilateral, 
yours and ours. 

Mr. GAen~vr. Yes, we discussed it, but  we did not include it in the 
recommended versions. You ask me what we think about it now ? 

Senator WILLtA~s Yes. 
Mr. Ghl~eE~r. I would prefer, again, that the relevant universe of 

concern be the total state of our market. 
Senator W~LtxA~s. TO make clear that we are t~lking about the role 

of auction markets. 
Mr. GAneevr. Well, like everything else, it also relates to the whole 

business. What  we do not want is .a situation in which, because there 
is some decline of trading on the New York Stock Exchange and some 
increase in third market trading, we are compelled to restrict all trad- 
ing to stock exchanges. 

S~,nn.f~r wtt,t,tama. T rlnn'f, ha l i~a  f.hnf. ~ro,'~i~,n 
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Mr. GAnnETT. Do you want to look at the overall health of the 
markets, or just of the .auction markets, to use that  tern] ? 

Comlaissioner Loo~11s. I think the problem with  the use of the term 
"auction market" is that  neither the New York Stock Exchange nor 
the over-the-counter market is u 100-percent 'auction market  today. 
Definition of an '~auction" market or a "dealer" market  is difficult~ 
while the term "market" encompasses both. 

I t  was our desire to encompass and preserve both kinds of markets. 
Senator ~VILL~.~S. Now, your broader phrase, then, wouldbe  to use 

the phrase "markets" rather than with any specificity or descripition ? 
Mr. GARRI~.TT. That  is our recommendation. Yes, sir. 
Senator WILLIAm.IS. That  is all I have. 
Mr. GArr, nTT. May I ask if any of the other Commissioners would 

like to supplement anything that I have said ? 
Senator BIDETS. Mr. Chairman, may I ask one final question ? I be- 

lieve that, the t:hird market now provides a competitive force to stock 
exchange specialists by the competing markets it provides for certain 
listed securities. 

~'~%uldn't that  competitive force by definition be eliminated by a 
requirement that all trading in listed securities be confined to ex- 
changes ? 

Mr. G_ARR~TT. Yes, we would restrict or eliminate the third-market  
maker's ability to compete with the specialist in market  making to the 
extent that  the third market maker had to take his order to a specialist, 
like anybody else, and subject himself to the specialist's booh, if  not 
to the specialist's own bids. 

The degree to which this would happen, I think, would depend 
upon just how it was worked out, the worst thing, from the third- 
market maker's point of view, would be to require him to become a 
member of an exchange under present exchange rules and require- 
ments. Nobody contemplates that because it would be inconsi stent with 
the standards already set forth in S. 3126. The least disruptive action, 
I suppose, might .be to require their orders at ]east to be ex )osed to the 
speclall~ s book. I t  could be antlcompetltlve, I 'm sure. 

Senator BIDE~. IS it fair to say that such a move could be made and 
still have a competitive situation ? 

Mr. GARrETT. I think so. I do think it is possible. I would like to 
make it very clear, particularly because of one of your  opening ques- 
tions, Mr. Chairman, that it is not our intention or desire or target 
to act under this bill. Our target is the central market system within 
which the third market will compete in a thoroughly integrated , fair, 
equally re , f la red  system. The last thine we want to do is exercise 
the full authority proposed under something like S. 31fl6. But,  as a 
matter of honesty, I have to say this is one of the alternatives that 
ought to be available to us. 

On the other hand, we do not think it ought to be the only alterna- 
tive available, which is what we are afraid S. 31_9,6 does. 

Senator WmLIA~fS. S. 3126 does not  repeal any other authori ty 
delegated to the SEC ? 

Mr. GAnnETT. But  by using the word"sha l l : '  S. 3126 orovides the 
basis for an ar~o~ment that, if  we find a decline in  the auction markets, 
and if  the other conditions in the bill are met, we must restrict all 
trading in listed securities to exchanges We are fur ther  worried about 
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the record will very clearly show that this decision need not be made 
before commissions become unfixed, if S. 3126 becomes the law, as I 
stated in my testimony. 

Senator WmLIA~S. That's clear but on the other question of whether 
this displaces all the authority that  you have suggested you have, we 
do not disturb that. But you believe that  the mandate of "shall" is the 
thing that could cause some displacement. Is that  right? 

Mr. GARRETT. The use of the word "shall" does not displace our 
other authority. But, if we make the findings S. 8126 contemplates, 
then I think someone could argue to a court that we have to grant 
this relief, if relief is the right word to call it : we do not want to have 
to do it. We want to be. able to make these findings and use other meas- 
ures short of this if they will do the job for that  reason, we believe 
the statute should use the word "may," to avoid any ambiguity and 
to preclude this argument from even being made. 

Senator WILLIA]V[S. Under the bill, the Commission would make the 
findings that serve as the basis for the provisions of this bill going 
into operation. In  other words, the Commission must make certain 
findings ? 

Mr. GARRF~TT. Yes. 
Senator WILLIAMS. Do you have any partnership in that? Would 

you have a court sharing your responsibilities ? 
Mr. GARR~Vr. Well, first of all I think we would have to be honest 

in making the findings and we could not refuse to make them just be- 
cause we did not like the relief that  such findings would bring about. 

Second, of course, our action presumably would be subject to some 
]udmml revmw, to a de~.ree, with the word shall. 

With the word "may," we could not be compelled to take any action. 
Senator WmT,IA~fs. In  an effort to correct any emerging adverse 

situation in its incipient state, you could use other power and authority 
conferred by law, before invoking the remedy prescribed by this bill. 
Am I correct? 

Mr. GalmE'rT. I do not want the bill to provide a basis for anybody 
to say that  we are compelled to hold hearings and to resolve this mat- 
ter before commission rates-become unfixed, because I know the conse- 
quences of that. I t  will drag on and the next ar~lment will be that  we 
must postpone fl~e unfixing of commissions, and that  is the kind of de- 
lay a court might require of us under S. 3126. 

"Senator WmHa~s.  Well, we didn't say anything about putting this 
into operation before commission rates are unfixed. 

Mr. GaP,~ETT. You don't say it, but I think, sir, that  you are provid- 
ing a foundation for this kind of trouble. 

Senator ~'VILLIA~rS. I don't think there is any authority in the Com- 
mission in this bill to act before commission rates are unfixed. 

Mr. Ganr, F~T'r. It. says we should restrict trading to exdmnges if there 
is likely to be any sig~nificang harm to the auction markets. 

Senator WmLrA~rS. As I undersand this bill, it is directed to the 
period of time after commission rates are competitively determined. 

Mr. GaermTT. I t  only hinges on a finding that  there is likely to be 
harm after commissions are unfixed. 

Senator WmLTa~tS. I am glad we had this discussion. 
Mr. GaRUaTT. I f  yOU made it clear that this is not the intent, that at 

least would help. 
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Senator WILLIAMS. Well, that  is why this is the best of legislative 
practices. Thank you, Mr. Chairman. 

~ r .  GARRETT. Thank you very nmch. 
Senator WILLIAMS. Our next witness is the General Counsel of the 

Department of Treasury. We will come to order because we have a 
vote almost upon us. 

STATEMENT 0l~ ~IlWARD C. SCHMULTS, GENERAL COUNSEL, DE- 
PARTMENT 0F THE TREASURY, ACCOMPANIED BY DAVID 
ST01IGHTON, STA]?I~ MEMBER 

~ r .  SCI=I~[1:FLTS. Mr. Chairman, members of this subcommittee, my 
name is Edward C. Schmults. I am the General Counsel of the Treas- 
ury Department. The Department is very pleased to have this oppor- 
tunity to present its views to you today. 

Present with me is David Stoughton, who is a member of the Treas- 
ury staff. He's sitting on my right. 

As you know, the Treasury has taken an active interest in the various 
legislative proposals for reforming the structure and regulatory sys- 
tem of our securities markets. We feel that  the prospects of achieving 
the common goal of a vigorous and healthy national market system, 
operating in the public interest, can only be enhanced by a broadly 
based consideration of the troublesome questions involved. 

I t  was with this view that the Treasury commissioned Prof.  James 
It. Lorie to prepare the recently distributed statement entitled "Public 
policy for American capital markets." Secretary Shultz, Deputy Sec- 
retary Simon ,and others at the Treasury..and other Federal agencies 
devoted considerable time to the series of discussions leading to that  
statement. Secretary Shultz wanted to be here today but he had to be 
enroute to the Inter-American Development Bank annual meeting in 
Chile. The testimony I am giving today reflects the views of the 
Treasury Department. 

We hope to work constructively with the Congress, the Securities 
and Exchange Commission, the financial conmmnity and others in 
the development of securities le~slation which so vitally affects the 
economic fiber of the Nation. Accordingly, I welcome this opportu- 
nity to address the subject of the role of the thi rd  market  in a na- 
tional market system, and more specifically the question whether the 
Securities and Exchange Commission should be given a specific grant  
of power to prohibit third market trading, in whole or in part,  in the 
event adverse consequences appear as we move under a competitive 
rate structure toward the crea:tion of a n~tional market system. 

The bill now before the committee, S. 3126, provides, in effect, that  
the SEC must prohibit third nlarket trading, in whole or in part, if  
it finds after notice and apportunity for hearing that, as a result of 
third market transactions the fairness or orderliness of exchange mar- 
kets or the ability of exchanges to carry out their responsibilities un- 
der the Securities Exchange Act of 1934, has been or is likely to be 
affected in a manner contrary to the public interest and the protection 
of investors. 

Before addressing the merits of S. 3126, let me briefly explain 
Treasury's views concerning the role of the third market in the na- 
tional market svstem. We a_~ree with the SEC tha t  a. key ob~eetlve nf 
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~Ir. SHERPdLL. I cannot give you the exact figures. I would say that 
an overwhelmins majority of the lnembers of the SLA support that 
pol icy. ' ~ 

Senator BIDE.~. Some of the larger members, like Goldman-Sachs 
do not support  that position, do they? 

Mr. S UERR~LL. Goldman-Sachs is one member. We have 745. I was 
not aware that  Goldman-Sachs did not support that policy. 

Senator BID~]X. That is the question I am asking you. 
Mr. BP~-~DFORD. I think they do, do they not? 
Mr. SHE~mLL. I think they do, but I cammt speak for them. 
Mr. SeRmNEm I do not know about any specific firm. Our portfolio 

does not consist of representing any particular firm or ~ o u p  of firms, 
bnt to voice industry positions that have been developed over time 
and af ter  s tudy by men such as these with me at the table. I think the 
position with regard to the trading of all listed securities on the ex- 
changes has a strong consensus behind it. 

I t  has been deliberated and discussed on many occasions within our 
governing council and board, and I think it does represent the strong 
feeling of the industry. 

�9 Senator BIDE~. We were discussing earlier the question of whether 
or not moving to negotiated rates ~s going to move your members 
away from trading on the exchanges or to them. 

In  the testimony in the Thill ease, I understand the chairman of 
the board of Merrill-Lvnch, and Mr. Levy of Goldman-Sachs, among 
others, I believe, indicated it might very well have the exact 0pposite 
effect. 

I would like to read frm~ prepared testimony which has been sub- 
mired for later presentation: 

Fixed  co m m is s io n s  are one of the  causes  of t rade  leaving  the  New York Stock 
E x c h a n g e  an d  going to the th i rd  market .  Cont inu ing  marke t  ra tes  will make  it  
me re  difficult for  member  f irms to exit. 

This is a quote from the testimony of Mr. Levy. 
Upon f u r t h e r  reflection since tha t  t ime as  a r esu l t  of .my experience wi th  nego- 

t i a t ed  co m m is s io n s  on large industr ies .  I have  changed my .v iews  regard ing  the  
des i ra ld l i ty  of moving  to the negot ia ted  rates .  I t  would not  necessar i ly  follow 
t h a t  the  compet i t ive  commission ra tes  on t r ansac t ions  of all sizes would have  an  
adve r se  effect. 

H a v i n g  nego t i a t ed  commiss ions  would not  cause  my firm to leave the  New 
York Stock Exchange .  

These men represent quite large memberfirms, don't they ? 
Mr. SIIEP, nlLL. Yes, they do. 
Senator B~DEX. IS there a difference of point of view within your 

organization lmtween relatively larger and smaller member firms ? 
Mr. SHF.mmm. I do not think that that really is germane to the deci- 

sion that  these gentlemen have arrived at. 
l'Vhat we are afraid of is they might be wrong. All we are asking for 

is that  a mechanism be set up which in the event that these seers have 
made a mistake, will prevent the destructimf of the auction market. 

Senator 1'V,,LT:X~rs. There is a vote in the Senate. I think we will 
break now and then return to the panel of Mr. James Needham and 
Mr. Owens. 

We have an ambitious schedule ahead of us, gentlemen. We have to 
move rapidly when we return after this vote. 

[Recess.] 
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Senator WInLIi~S. All right we will resume immediately. 
Mr. James t~eedham, chairman, New York Stock Exchange, and 

'mthor; Mr. Cornelius Owens, executive vice president of American 
Telephone& Telegraph Co. and now on the board of directors of the 
New York Stock Exchange; and Mr. Donald Calvin, vice president of 
the New York Stock Exchange. 

STATEMENT OY flAMES ~. NEEDHAlVl, CHAIRMAN, NEW YORK 
STOCK EXCHANGE, ACCOMPANIED BY CORNELIUS OWENS, EX- 
ECUTIVE VICE PRESIDENT, AMERICAN TELEPHONE & TELE- 
GRAPH CO., AND BOARD 0~ DIRECTORS, NEW YORK STOCK 
EXCHANGE; AND DONALD L. CALVIN, VICE PRESIDENT, NEW 
YORK STOCK EXCHANGE 

Mr. NEEDHA~f. With  your permission, Mr. Chairman, I will submit 
my statement for the record. 

Senator WILLIA~S. Fine (see p. 98). 
Mr. I~EEDHAm Mr. Owens, in addition to being one of  our most 

distinguished directors is executive vice president of the American 
Telephone & Telegraph Co. He has been a member of the exchange 
board since 1968 and headed the special committee whose report  led 
to the 1972 reorganization of the exchange% governing structure. Fol- 
lowing the conclusion of my remarks, he will offer some further  brief 
comments on the need for this legislation. 

We are pleased to have the opportunity to appear at  these hearings 
express the support of the board of directors of the New York 

Stock Exchange for S. 31"26. 
May I say at the outset that  we appreciate the concern shown by 

the entire committee in this matter of appropriate safeguards for pulJ- 
lic trading on the Nation's stock exchanges--and part icularly by ~'ou, 
Mr. Chairman, by the bill's cosponsors, Senator Alan Cranston ~and 
Senator Bill Brock, and especially by the entire staff of the committee. 

When the provision which is now S. 3126 was under consideration 
as a possible amendment to S. 2519, the exchange's board had an oppor- 
tunity to review it in depth. At. ~that time, the board took the position 
that while the proposal did not go as far as the board would have 
liked with respect to preserving the securities auction markets, it  did 
represent a fair compromise which merited the exchange's support.  
Our position today is the same. 

Rather than restate the concerns which we presented in great detail 
to this subcommittee in our appearance at hearings on S. 2519 last 
November, I would like to focus today on the essential public-interest  
aspects of this issue. 

At the heart of S. 31o6 is the public policy deternfination that it is 
in the vital interests of more than 30 million American investors ~o 
preserve the public exchange auction markets in this country. 

There is near mfiversal agreement on this point. You, Mr. Chairman, 
stressed it when you introduced the National Securities Market  Sys- 
tem Act on the floor of the Senaie last October. The hearing record on 
ttiat bill is filled with specific affirmations by the SEC and 'by  repre- 
sentatives of the securities industry. 

Mr. Chairman, the text of the var~on.q ~am . . . . .  ~o ,,~ ,I.~ ~r~ _...~ 
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note the chairman's comment to the Senate on March 6 when you 
described S. 3126 as "a major piece of secm'ities legislation which 
will go a long way toward spending the development of a central 
lnarket system and bolstering investor confidence in the markets." 

The SEC has underscored the fact that the element of public con- 
fidence so vital to individual participation in the securities markets is 
not well served by dealer markets. Consider this illuminating descrip- 
tion of a dealer market from the Commission's March 1973 white 
paper : 

P r e s u m a b l y ,  t he  c l a s s i c  e x a m p l e  of  a d e a l e r  m a r k e t  is  t he  o v e r - t h e - c o u n t e r  
m a r k e t ,  in  w h i c h  i t  i s  v i r t u a l l y  imposs ib l e  fo r  an  i n v e s t o r ' s  o rde r  to be e x e c u t e d  
w i t h o u t  t h e  p a r t i c i p a t i o n  of  a d e a l e r  in  t h e  t r a n s a c t i o n .  T h e r e  is  no f ac i l i t y  
w h e r e b y  pub l ic  o rde r s  c a n  offset  e ach  o ther ,  e x c e p t  u n d e r  t h e  a u s p i c e s  of  a 
m a r k e t  m a k e r ,  a n d  t h i s  r a r e l y  occurs .  S ince  t h e  i n t e r v e n t i o n  of  a d e a l e r  i nvo lve s  
a n  a d d i t i o n a l  sprea~d b e t w e e n  t h e  p r i ces  a t  w h i c h  i n v e s t o r s  c an  b u y  a n d  sell ,  
i t  is  l ikely  t h a t  i~  m a n y  i n s t a n c e s  i n v e s t o r s  ob tMn l e s s  f a v o r a b l e  p r i ces  on  
t he i r  t r a d e s  t h a n  if  t hey  could  t r a d e  w i t h  o t h e r  i n v e s t o r s .  

By contrast, the advantages of a public exchange auction market 
may be demonstrated by describing Simply how trans~tetions are 
handled on a stock exchange. 

In an exchange auction market, all public orders are tree.ted fa i r ly- -  
with the first order received at the best price receiving priority over 
other orders. This is so regardless of whether that order is from an 
individual investor purchasing 100 shares of stock or from an institu- 
tion buying 10,000 shares. Moreover--and this is a terribly important 
point--all public investors can p~rticipate in any transaction in tl~e 
auction market to Vhe extent that they are willing to enter better 
bids than anyone else or succeed in reaching the market before any- 
one else. 

This, very simply, is the auction which is conducted openly, the 
results of which are immediately reported to the world via the ticker 
tape. An investor watching the tape can see that his transaction was 
completed at a price which was the same as, or related to, other 
prices wlfieh preceded his purchase or sale. 

This auction, therefore, combines the elements of fairness, order- 
liness, full disclosure and equal treatment and is designed to do so in 
a wa.y that builds individual investor confidence m the market 
meclmnism. 

Accordingly, the central issue addressed by the bill is whether the 
orders of public investors in listed stocks Should be. exposed to all 
obher orders of public investors in t h o ~  stocks. This is what happens 
in a public exchange auction m.arket--regardless of whether the 
investor happens to be a private citizen of modest means or a multi- 
billion-dollar institution. This does not happen in the over-the-counter 
dealer ma.rket in listed stocks--in the so-called third market. 

The primarily institutional third market has little, if any, indi- 
vidual participation. In that market, an institution txTicaily will 
sell ]ist.ed stock directly to a dealer who, in turn, will sell i t  to m{ insti- 
tutional buyer. Conversely, the third market dealer may buy stock 
directly from an institution and subsequently sell it either directly 
and privately to another institution, or ptrblicly on the floor of the 
stock exchange. All of these transactions between dealers and insti- 
tutions take place in the privacy of the dealer's office--or, if you 
will, in secret. 
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This secrecy factor which is a characteristic of dealer markets will 
continue to prevail ew~n when a consolidated tape becomes operative 
hecause disclosure of a trade after it takes place will not chano~e the 
fact that individual puMic investors do not have the opportmilty to 
participate in it. 

Moreover, dealer m~rkets are in practice less stable than auction 
markets as explained in my Statement. As you know because of the 
secrecy of third market tracling, there is very little publicly available 
data on the nature and extent of their activities. 

Currently, the only publicly ~vailuble data on third market  trans- 
actions is based on quarterly reports filed with the SEC,  a smnmary 
of which is released by the SEC without verification. 

These data show, for example, that in the fourth quarter of 1973, 
total third market trading amounted to 5.4 percent of the share volume 
and 6.6 percent of the dollar volume of all t rading on the New York 
Stock Exchange. 

As you know, the exchange and others have expressed deep concern 
that the advent of fully competitive commission rates will give broker- 
dealers compelling reasons of economic self-interest to leave the ex- 
changes and act as over-the-counter dealers in listed stocks. We have 
repeatedly expressed our great concern that  this will t r igger an in- 
evitable, . decline~ in the _quality of the existino~. ~ exchange. _ auction markets 
and m the services available to individual investors. 

S. 3126 speaks to this concern. The bill provides, as Senator ~u 
]iams, Senator Tower, and others have said .a~ "fail-safe" mechanism 
by giving the SEC the authority to require that  all t rades by broker- 
dealers in listed securities be effected on registered natiolml stock 
exchanges if the SEC makes certain findings. 

The bill provides that the  Commission "shall" adopt a rule pro- 
hibiting broker-dealers from effectin~ transactions in listed securities 
other than on a national securities exchange. I t  has been suggested 
that the word "may" be substituted for "sl{all," to give the Commission 
gloater latitude in deciding what action to take. 

But  this would also lead inevitably to a degree of uncertainty that 
seems inconsistent with the intent of the bill. I t  seems clear that  the 
public interest supports the preservation of the exchange auction 
markets as a matter of national policy. I f  the SEC should deci~le, 
however, that some other way of achieving the objectives of a national 
market system is feasible, S. 3126 allows for such an alternative by 
providing in suhsection (3) that the rule imposed by the Commission 
"shall not remain in effect after the Commission has determined that 
a national market systeln for securities has been established." 

~ccordinMv, we prefer the word "shall," which  provides for cer- 
tainty for the near term without undermllnng the Comnnssmn s au- 
thority to decide on an alternative approach, should one be developed, 
in creating a uational market system. 

Further  S. 31o_6 does not restrict or eliminate the Commission's 
authority to take alternative action under various provisions of S. 9_519. 
These would include, for example, regulating dealers, imposing ~ u a l  
rules and regulations in all markets and regulating nonexchange mem- 
bers who bring transactions to the exchanges. 

Therefore, the cruel,el policy question raised by S. 8126 is what, if  
any, develop~.nents should_trigger .the requirement that  all trades in 
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S. 3126 places the burden of triggering the reauirement on 
Comn,ission. The Commission must find, after notice and opportmtthv 
for hen.rings, t.h.a.t the fairness and Ol'derlh~ . . . .  * *,- . . . . .  
or t i l e  s ~ -.-b ~ ~ , . , - . .  ~ . . . . . . .  ~ , d r  t . n e  e x c l l a n g e  l n a r K e ~ s  
,., , etx-t%,utamry capaom~les oJd the exchan~e~ ho,,~ .~o~ ,~, ~,~ 
I l K  I . �9 . ~ o ~ . ~  . . . . . . .  , ~ r ~  e y to be affected nl a manner detrmlental to the public interest by 
over-.t,he-coml~ter t.rading in listed securit:ies; and (2) no rule of any 
excl}ange would unreasonaMy impair thb operations of existing third- 
m~u.ket deale~'s~ which.would be integrated into tl~e exchange fis 
o2 unreasonamy restmct competition in the exchange m~'kets. 

While these 'triga~ring provisions seem fair, they are also trouble- 
some. Our I~)ard [~elieves, and has publicly stated on many occasions, 
that the public interest Would be best ,served by requiring all t,'ansac- 
lions in listed securities effected by broker-dealers to be exposed to 
all other such tnulsactions. 

The problem ~yit, h.the triggering provisions of the bill is .that they 
reqm re a (teternmmtmn that the fairness and orderliness of the public 
auction markets have been--or are likely to be--impaired, 'in terms 
of the pu'blic interest, before the Comu~]ssion can act. Understand- 
ably, we wouM like to see action taken before the markets are ad- 
versely affected. 

Ideally, we would like to see the possibility of damage to the auction 
market mechanism avoided either by having Congress determiue now, 
as a matter of policy, t,bat it will not be permitted to occur, or by 
writing specific triggering conditions into tim bill which will impos'e 
the requirement before any damage can be done to our capital 
markets. 

.Obviously, these or any comparable remedial approaches would re- 
Uon'e a public policy determination by this committee and the 

n g r e s s .  

l'Ve reeo~fize, as I st,~ted at the outset, that  S. 3126 offers a reason- 
able compromise solution to the problem's we have outlined, and it is 
for Otis reason that our board supports the bill. We would not, how- 
ever. want to see S. 3126 weakened in any way What I . . . . . . .  ;.-, ~'~ 

�9 s * �9 i ]  t , �9 , t t r i l l  ~ t }  ] 1 1 ~  [ ~  

tel::~l,rfa~hVirS,t~;~la]'e to be made, we would urge that  the bill be strengt,h- 
, , weaJ~enea. 

A~ain, on behalf of our eutire board, I want to express our 'lpprecia- 
tion for the time and attention and thouo-htful analysis the connnit- 
tee and i'ts staff have given and are continuing to 7ire to this issue. 

Mr. Chairman, Mr. Owens lms some remarks and with 3'our per- 
mission he will proceed. 

S e n a t o r  W I L L I A . ~ r S .  All right. 
M,.. Ow~:ss. Thank you. Mr. Chairman. 
My name is Cornelius 1'V. Owens�9 I am executive vice president of 

American Telephone & Telea'raph Co., and a public director of the 
New York Stock Exchange, Inc. 

By wqy of backg,'ound, I should add that I served as a public gov- 
ernor of the New-York Stock Exchange from 1968 to 1972, and as 
chairman of the Special Committee on Exchange Reorganization. 
That committee submitted the basic report whicl{-led to the restruc- 
tm'inz of the exchange's governing board in May 1972 and I have 
served since then as one of the exchanze's 10 nublic dire,'t-r~ 

7 ~  . f " " 1 ha, e been continuously and closel.~ mvolv~d from tl~eoutset in 
the developnlent of exchange policy with regard to the creation of a 
national--~r central--securities market system. Therefore, I pa,'ticu- 
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larly appreciate this subconmlittee's courtesy in permitt ing me to corn- 
�9 " O "  meat on the l%,dslation you are now conmdernl~,--S. 3126. 

I offer these comments not as someone who is involved in the day- 
to-day activities of the Securities industry--but ,  rather, as a represent- 
ative o~f the public who has had the opportunity over the past  6 years 
to  play an active part  in determining the policies which govern the 
New York Stock Exchange. 

The importance of preserving and insuring the viability of our capi- 
tal markets cmmot be overelnphasized. According to one recent esti- 
mate, the capital needs of corporate America between now and 1985 
will reach an astounding $3.3 trillion. And I believe that. estimate was 
made without full reference to the capital impact of ~he current energ3r 
sit, uation. 

Where is that money going to come from ? 
Others have documented the fact that corporate America is already 

hea~-ily in debt. Economists tell us that inflation has severely com- 
pressed the value and diminished the prospective role of corporate 
retMned earning, s in financing economic growth and expansion. 

The business community is becoming increasingly aware that  unless 
the equity markets are able to fill the ever-widening gap between capi- 
tal demand and capital supply, the Nation may face a serious short- 
age of capital at a time when it is most desperately needed. 

This is the economic environment in which Congress is now pre- 
paring to restructure the U.S. equity markets. 

The critical question, therefore, as I see it, is not whether the crea- 
tion of a national market system will help one brokerage firm to pros- 
per or cause another to go out of business--although, obviously, those 
questions are vital to the firms involved--but the really critical ques- 
t, ion is whet.her or not the securities industry overall is going to be 
healthy enough to play an essential role in helping Corporate Amer- 
ica raise the ~ ast amounts of capital needed to nmintain and accelerate 
our n~tional economic progress. 

As the capital markets in this country are currently structured, tihe 
equity capital needs of America cannot possibly be met without the 
active participation of millions of individual investors--and a further  
broadening of the base of corporate ownership. And unless the equity 
markets are able to operate along lines that will actively encourage 
rather than diminish individual participation, the approach to a 
national securities market svstem could raise serious barriers to achiev- 
inz the desirable goals ideniified by Congress. 

The success of restructuring the securities markets, then, will de- 
pend not on whether the New York Stoel~ Exchange snd the rest of 
the securities industry believe that  the best possible job has been done ; 
not on whether the 3.200 listed corD0rations think ~he best nossible iob 
'bus been done ; and not, even, on whether Congress thinks the best pos- 
sible job has been done. 

The success of the effort will have to be judced, ultimately, by 
whether or not 30 million or more American investors find themselves 
in sn environment that they regard as hospitable to their investment 
dollars. 

In  the past, many companies have been successful in obtaining the 
,,se of vast amounts of investment capital from the American people. 
To a great extent, investors will put their capital at risk in a partic- 
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u]ar corporate enterprise because they have for one reason or another 
confidence in the management and policies which guide that com- 
pany's activities and because they hope to share in its success. 

But there is a much broader element of confidence involved when 
millions of individuals channel part of their savings into equity in- 
t~stments. Tha t  e!ement of .investor confidence is firmly grounded in 
ue awareness vna~ ~ne existing securities market system in this coun- 

t r y -wha teve r  its imperfections--works for them. 
They know that  the system as it presently operates~the securities 

auction market system--is centered in a marketplace where they can 
buy and sell the stocks of listed corporations, at fair  prices at all 
times. 

The stock exchanges have pointed out that the two-way securities 
auction process--made up of bids to buy. and offers to sell--provides 
both buyers and sellers with the best pmces available at a ~ven  mo- 
ment; and the exchanges have correctly stressed that the stock ~)rices 
generated in this auction process give ~nvestors and corporate issuers 
alike a continuous, accurate overview of what the public thinks those 
stocks are worth at that particular point in time. 

A ~)articu] ar corporation may not be pleased by what that  continuing 
mflflic o,inion Dolt tells it at ~ given moment~but  it does know how 
favorably or un%vorably its stocks are regarded. And that knowledge 
is immensely valuable to corporate management in determining both 
shirt-range and lone-range corporate policy. 
en~r~l.enr].Veaco~fT:ont the prospect, that a changeover to a dealer-ori- 
' , I v institutional market must inevitably alienate large 

numbers of individual investors, we are forced to recognized two very 
likely consequences : 

First, a dealer market system will substantially deprive corporations 
of the breadth o:bJo::dt~:n t thl,~t ~e~P~etmhe m accurately and continu- 
ously informed PP Y d factors governing trad- 
ing in their stocks, and that leaves little doubt about what the public 
thinks of their performance. 

And second, a dealer market will force corporations to rely increas- 
ingly on the narrow judgments of a relative handful of professional 
buyers and sellers whose possibly faulty assessment of supply and 
demand may also be influenced by the Stdte of their own inventories in 
particular stocks. 

I f  dealer markets proliferate, every listed corporation will have to 
depend more and more heavily on inst'itutions and other large investors 
to take up the slack in the supply of investment capital created by the 
deoar~ure of disgruntled individual investors from the market--with 
all the consequences that implies. 

That orospect is not at all encouraging. Mv own informal conversa- 
tions with other corporate officials indicdte that concern is both wide- 
spread and deep. 

As a Director of the New York Stock Exchange. I am well aware 
that certain reservations havebeen expressed about the validity of the 
Exchange's warning that a changeover to fully competitive securities 
Comlnission rates can~ in the absence of appropriate safeguards, trigger 
a chain of events that could have a devastating effect on the securities 
auction markets and on public confidence in the stock market generally. 

I personally find those warnings all too persuasive--particularly 
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with regard to the likelihood that  individual investors will desert the 
market and that corporations will face the very real threat  of institu- 
tional domination. 

There is, as we all know, a strong tendency in some quarters to dis- 
trust bigness in business. 

Senator WILLIAMS. Mr. Owens, I regret this but we have to go over 
and vote. We will recess and return. 

Mr. OwENs. I understand. 
[Recess.]  
Senator WILLIAMS. Now, with a little luck, we can be undivided in 

our attention. 
Mr. OwENs. Thank you, sir. 
Senator W I L L I A M S .  Y o u  l n a y  resume. 
Mr. OwleTs. There is, as we all know, a strong tendency in some 

uarters to distrust bigness in q . ~ business. At  the same time, there is 
ample evidence to demonstrate that bigness, properly managed and 
with adequate safeguards, Can strongly advance the public and na- 
tional interest. 

As I see it, Congress, in seeking to create a national securities 
market system, recogn~es that this is an area in which bigness and 
consolidation of vital services can indeed strengthen and improve 
service to the public. At the same time, there seems to be a paradoxical 
reluctance, in some quarters, to take the necessary steps to insure that 
this bi~ national system will operate as effectively as possible. 

And~i cannot help but wonder- - I  cannot help but share the con- 
cern of many of my colleagues in the corporate communi ty-- tha t  this 
reluctance could, in turn, launch the U.S. securities industry on the 
road to major desirable improvements with insufficient attention to 
the perils likely to be encountered along that road. 

As you know, it was more than a year ago that the Exchange's board 
first  i[lentified the crucial threat to the auction markets posed by the 
prospective unfixing of commission rates. At  that  time, I strongly 
supported--as did the other public directors--the proposal that  con- 
currently with the changeover all trades of listed securities should be 
required to take place on registered national securities exchanges. 

That  proposal is, of course, at the heart of the legislation this subcom- 
mittee is now considering. I t  seems clear to me that  you also are 
concerned that basically sound legislation could inadvertently produce 
harmful  effects. In all frankness, I must add that this e~:idence of 
your concern helps to dispel some of ours. 

I believe Corporate America would breath more easi ly--and the 
interests of 30 million or more individual investors would be better 
served--if  the specific safeguards recommended by the New York 

- Or ~" " "" " Stock Exchan~,e s Board o f  Dlrecto~s could be written du'ectlv into 
the legislation mandating the creation of a national securities ff{arket 
system. 

I f  that is not possible, then, certainly, the "failsafe" mechanism 
provided by S. 310~6 will at least mininlize the likelihood of serious 
damage to the auction market system, to the corporate capital-raising 
ca0ability and--most important-- to the American investing public. 

Mr. Chairman, may I again express my appreciation for this oppor- 
tunity to present these comments to the subcommittee, and for your 
courteous attention. Thank you. 



, i u $ 

86 

Senator ,~Vn,LtA~IS. We're very pleased that you joined us today 
and nmde ~ our statement, Mr. Owens. 

You mentioned your term ; when did your term begin on the board ? 
Mr. OwENs. 1968--well, on the old board of governors, Senator, 

1968. Then I was chairman of the special committee on Exchange re- 
organization and have been on the board of directors since the new 
reorganization. 

Senator WZLLLX~S. Now, Chairman Needham, a couple of ques- tions. 

We have been over much ground on this bill with other witnesses. I d  ' �9 on t think we have to replow it all. 
I would like to know what events would have to occur before the 

SEC should make its finding of "is likely to adversely affect the fair- 
ness or orderliness of the exchange markets." I am looking for your 
impressions of the kinds of events that would trigger the provisions of 
S. 3126. 

Mr. NEEDtIAI~f. Senator, I think that is probably the t uestl 
here. Of course, our nosition . . . . . . .  , ~_ ~ . . . . .  gu]..q. _ "on 
to go thron,~h ~ , ,  ~ ~ - :  �9 -~-~ ~mp~y ~s ~n.a~ you shouldn't have 
" ' = c ,  '~" -~"~" ~','~ ~.~u~.~zmg proceoure of t rym to determine - 
Lnm~,. ~ne mmpm solutmn really is to require t~at all trading ~n~  
place on a.n exchange ; then.you don't have to determine whether you 
wan~ ~ne investing pubhc skewered 5 Derce~t of the ti 
cent of the time, or 15 Percent ~ ~h~ ,"-~^ _~: ~ , me or 10 per- 
earlier. . . . . . . . . . . . .  ,,~, wmcn was Demg suggested 

We feel the best protection is to make--you are asking me what I 
want, and I am telling you what I think is the best for the investing 
public. That  is to reqmre that  all trading take .~lace on an exchange. 

Senator, I have been listening to the same dmlogs that  you have, 
and no one has given me a reason why we shouldn t do that. 

I am not sugzesting you should give .me the reason, but I 'have 
not heard it ~rom the witnesses as to ~ha t  is wrong with 
such a requirement. 

Senator WZLL~A~S. I think Vhe answer to that  really is basic to 
.ever~hing we have been talking about. From the meml~ers uesti - 
rag, 1_ get the impression that they wan~ t -  h . . . .  ,~.~, L_ .  q . .  on 
that  there will be~assuming t h a ( i t  ~ - - ~ v  ~-,.~ ~ s . ~  evmence 

. . . . . . . . . . .  t i c t  ~ ) U D I l C  ln~eres~ ~o 
see the exchange .adversely affected in terms of membership with an 
exodus of some degree--an effective remedy to preserve the auction 
markets. 

They are looking for evidence that  there will be an exodus that  will 
change the nature of the auction market, the exchanges, and lead us 
rote more and more reliance on a dealer market.. 

Mr. ~r~-~m~A~. Well, Senator, I guess the one simple way to do it is 
to take the existing situation, and let's say, for example, that there is 
5 percent of the trading of listed securities on other than a national 
securities exchange, and as soon as it ~ets to be 6 na~anL ..... 4,o, 
reqmre every'body to ~o rich* ~.-~- *~ ~-:, . . . . . .  " . . . . .  77' ~ '" .  ,'~.~ ., . . , .__ ~ _ ~, ~, ~ - ~  L~, w:nere vney were. I t  WOllld be 
~aa~ sm~pm. Mr. (2alvin feels he would like to make a comment. Would 
that  be all right ? 

Senator W~LL~A~S. Yes. 
Mr. CALVZ~. Thank you, Mr. Chairman. 
This is a question that  has been put to a number of witnesses and 

the simple answer is that  there is no precise answer as to what the de- 
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terioration is that  must take place in the auction markets before they 
are atrophied to the point where they cease to function in terms of the 
public interest. 

However, we did point out in our earlier testimony on November 13 
that  if the 10 largest firms of the New York Stock Exchange took 
the business that  they do today on the floor of the exchange back to 
their offices and acted as dealers, the result would be a decline of 31 
percent of the transactions presently handled on the Exchange. 

I think clearly that  type of a development would lead to the disrup- 
tion of the fairness and orderliness of the market ; as I say, a 31-percent 
decline ]n the market transactions. 

T h a t  would be accounted for by 10 firms moving away from the auc- 
tion market and becoming dealers, only 10 firms. 

So I guess you could observe that  it  depends on which 10 firms 
leave. I f  those 10 top firms leave, and you have a 31-percent decline 
in activity, clearly the orderliness would be affected. 

Senator WILLIAI~IS. The members were specul.ating whether you have 
any evidence that  some percentage of firms will leave after May 1, 
1975, which is the announced date for the elimination of the fixed rate. 

Mr. ~E'EDHA~I'. We know that  Merrill, Lynch will leave. They have 
said it. 

We know that  Goldman, Sachs has said it ; we know Paine, Webster 
has said it. We know that  there will be tremendous pressure on the 
so-called institutional type firms to leave. 

There will be no incentive for them to have their  blocks taken down 
to the floor. So I think we are dealing with a very real situation. 
That  is why when you ask me what should the criteria be, I say 
that  is a very complicated question, and the better choice is to avoid 
the question, and the determination, and to enact it  the way we 
suggested. 

Senator WILHAMS. Now, finally, would you deal with this disparity 
of regulation between the exchanges and the thi rd  market ,  and 
whether this disparity leads to any hard speculation of the effect on 
incentives to leave the exchange ? 

Mr. N~E~HA~. Yes. I will deal with that. 
Let's deal with=-and we can break it down into parts. The parts 

that I forget, Mr. Calvin will remember. 
Let's talk about market-makin~ responsibility. We have rules n t 

the NYSE,  requiring the specialists to make an orderly market. 
They have to be there every day. 

In the third market there ls no comparable regulation. 
Second, we have rules governing the way the transaction takes 

place, and the way they are reported. Ultimatelv there will be the 
composite tape, but there will not be any surveillance--there is no 
surveillance at this moment of what goes on in the dealer market. 

The NASD does not regulate the dealer markets the way we regulate 
the floor of the Hew York Stock Exchange, or the way tha t  Midwest 
and P B W  do it. 

So they can move away from the market and not be there. They are 
lust free of all the rules that we have about dominating the market as 
dealers. 

So that  everyone l~as been talking about the last couple year~, any- 
way. abon t  tho  nparl far un]fnT'm v~1~r ~nrl ~,:,,~1.~ f-~,'..g 
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As you know, I personally believe these initiatives should start in  
the private sector. We arranged such a meeting at the exchange a 
couple months ago to see if we couldn't get people to start to work 
on this project of developing uniform rules and regulations. We had 
that  meeting and a third market firm that  was represented there was 
disruptive and unwilling and was an obstructionist, to any progress 
in the area of developing uniform rules and regulations. 

So as a result of that, we had then to turn to the Federal Govern- 
lent a n d  .say_we ~ust can't get anyone to agree because of the obstruc- 
oms~ a~utude o~ this one particular individual, so we have turned 

the problem back to the SEC. 
So we have tried at the New York Stock Exchange to develop uni- 

form rules and regulations. I t  isn't that  we say all these rules must 
be the rules for everybody, but there has to be a starting point and we 
offer to sit down and tal'k with people about those rules on the basis 
of their merit. 

Maybe we would end up discarding some of ours Which might be 
considered anticompetitive or unduly restrictive in the context of a 
national market system. But  we couldn't even get off first base with it. 

Senator WILUA~S. This is within the industry now ? 
Mr. NEEDTr.a~I. That's right. 

~. Senatpr WmnIA~S. What  is happening in the area of equal regula- 
uon; either as a result of your efforts or the Commission's efforts~ 

lv]_r. • The Commission wrote us a letter last August, say- 
mg they would see to it that there would be rules on short selling, 
antimariipulative practices, and on suspension of trading. 

Nothing much has happened at the Commission since that letter 
chine to us. But we have received assurances from time to time that  the 
Commission was going to do something in the way of developing those 
"u as. Bt~t nothing nmch has happened�9 

Senator WILLIA~tS. I missed t h a t ~  
Mr.  NEEDHAM. ~ e  have received assurances that the Commission 

would deveIop those rules, but they never have. 
Senator WmLIA~S. I f  there were equal regulation, where it is pos- 

sible and desirable, would that  change the picture concerning incen- 
tives to leave the exchange ? 

, Mr .  NEEDIIA~. I t  would lessen it. I t  would lessen it. I still feel, 
Senator, that ~ e are dealing with such a complex issue here that we 
ought to have a fail-safe device. I t  doesnt cost anvthin~ to have it. 
Certainly the SEC, who will make the administra[ive decision, will 
be qualified to make that decision and I just can't, see any injury 
coming about as a result of it. I t  is a latent authority in the act if 
enacted which the SEC will use at the appropriate time. 

Senator WmLIA~S. All right. 
Mz'. N~'Ez)~z. You know, Senator, may I - ~  
Senator WILUA~ZS. At  any rate, the whole scene changes after the 

rates are freely competitive and we have the central market apparatus. 
Then the whole thing changes. 
~r.  NEEDHA~L That's correct. 
Senator WILLIA~S. So we are talking about, an interim period. 
Mr. NEEI)~A~. Precisely. 
Senator WmL~A~S. You were going to say something~ 
Mr. N~Dm~n  Yes, sir. 
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, Many times, Senator, people have said that  the New York Stock 
Excha/ige is t rying to retain its monopoly position�9 The statement was 
made earlier this afternoon by a member firm of the New York Stock 
Exchange with respect to that. 

The New York Stock Exchange is not a monopoly. Bu t  you know, 
it is interesting. One of the fears that has been expressed is that  if  this 
proposal that  you have here in the form of this bill were to be enacted, 
it would force a third market firm out of business. 

Senator, nothing could be further from the truth. 
I have in front  of me--let  me just identify it for  the record. It. is 

identified as a prospectus and the number is W-258000 Wooden & Co., 
filed with the SEC January 17, 1973, received by the SEC office of 
records, January  19. I t  deals with the various employee plans of that  
firm�9 

Senator, it shows under sales and income on page 10 a comparison 
for the years 1968, 1969, 1970, and for the 9-month periods in 1970 and 
1971 and I assume the numbers have not changed that  much, it shows 
that this firm which is a major third market  firm derived approxi- 
m a t e l y - a n d  it is difficult for me to read the numbers because of the 
photocopy--but it looks to me like about 39 percent of the gross rev- 
enues from its third market activities. 

Now, it is inconceivable to me that you, the SEC, or we would write 
such rules that they had to get out of that  business totally. But even 
if we did, it wouldn't put them out of business. 

Let's take an 'analysis of Wooden & Co.'s income statement for the 
year 1973 and for the benefit of the record this is its annual report to 
stockholders for the year ended September 30, 1973. On page 5 of 
that report it shows for the year ended 1973 and 197"2 securities sales--- 
unaudited--and it shows the gross. I assume their  net of $16 million 
in 1973, of which $5 million have to do with corporate stocks, one-third 
of their business. 

Now, we don't know whether they are makin~ markets in over-the- 
counter stocks. You know, there is little available on what a particular 
third market  firm does. That  doesn't indicate to me that  they are going 
to go out of business. They are very creative people, they have told us, 
and I am sure they know how to adapt themselves to uniform rules 
and regulations that  would be imposed on them through the central 
market system. 

Now, I have an ad which is goin_~ to be introduced as evidence later 
on in this hearing put out by the sa=me firm and interestingly enough, 
Senator, this firm does--they show breakdown of our volume by cus- 
tomer, for example; approximately~i t  is 19.9 percent of their  total 
share v~ume is done on exchanges'in the United States. So, this third 
market firm is utilizin~ the exchanges right now So wh " 

�9 . ~ ,  ~ .  ~ �9 , at ~s the great  
hardship on the tMrd market to reqmre that they show their trades be- 
cause of the other--the balance of their t rading activity we assume is 
out of their dealer inventory directly to a bank, a mutual  fund or other 
institution as they show it. 

What is so contrary to the public interest to say to them--and  we're 
not saying they have to become a member; we're saying "Take those 
orcters crown so a noor ot a national securities exchange"  We don't 
care where it is ; they are members of every exchange except New York 
and American Exchange, and we are asking them to show those orders 
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to the crowd and to  the book and clean up the public book. That  is in 
the public interest. Why don't they want to do that ? 

Senator, they do business on the New York Stock Exchange, they say 
2.7 percent of t'heir transactions for their own account. - - - 

Well, Senator, we .'have an arrangement as the result of an edict 
by the SEC where we have to give nonmember broker dealers a 40- 
percent discount as long as they sign an agreement with us. That  
agreement has been signed by approximately 1,500 nonmember broker 
dealers. This third market firm hasn't signeci it. That  means that  when 
they come on the floor of the New York Stock Exchange, they pay the 
full nonmember commission. 

Now, it is a publicly held company. They have the opportunity to 
buy these stocks at a lower price but they are paying a higher price 
than they have to. They are not availing themselves of this discount. 

Now, Senator, a number of questions come to my mind. Why  would 
someone do that ? 

Senator WILLIAm/IS. You are not speaking to stock prices now. Rath- 
er, you are saying that they have the 40 percent commission discount 
available to them ? 

Mr. NEEmIA~. They get the same prices; it is the commission that 
is different. 

Why would some firm want to do that ? 
I can conjure up a lot of reasons. These are reputable people. But  

one of the reasons could be that  they don't want to subject themselves 
to our regnlation which is what all of the 1,500 other people do. The 
others sign an agreement giving us the authority to examine their 
books and records. 

Another reason might be that they are involved in extensive recip- 
rocal practices with our own members where they meet them on other 
exchanges or cut them in on underwritings or something like that, 
and it gets washed out. 

I am glad Senator Biden is back--and I put this question to you 
s implymI am concerned, I don't want to see the American public 
skewered 5 percent of the time or 10 percent of the time. I just  would 
like someone to get on this record the answer to the questions I have 
just posed. I am sure there are answers to Vhem and maybe after  I 
have heard the answers I will understand it and won't be as concerned 
about it as I am right now. But  I cannot understand why this proposal 
is being considered anticompetitive. 

We're not asking them to ioin the exchange; we are not asking 
them to subject themselves to our regulation. They can still be subject 
to some regulation the NASD is presumably enforcing. 

Why won't they do it ? Why  won't they cut the little guy in on their 
business ? They are an institutional firm and that's it, pure and simple. 
Wh_y won't thevle t  the small guy participate in their business ? That 
is the question that this subcommittee has to get an answer to and no 
other. 

Senator WmLIA~rS. We will probably get it after  we answer that  
bell in just about 45 minutes. 

Mr. NF~DHA~. OK. 
VmCE. Forty. 
Senator WILLIAMS. Did you say 40 ? 
Thank you, very much. 
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Senator Biden ? 
Senator BnmN. In your opinion, what series of events are there that 

would be required for the provisions of S. 3126 to become operative ? 
Mr. NEEDHA~. On the presumption that you are not willing to buy 

my argument that  all trends ought to be there now, then, I would say 
to you there is only one answer to your question. 

Senator BmE~r. That  is your present argument. That  is the most 
recent one. 

Mr. NEEDlZA~. That  is right. That is the public interest question. 
All you have to decide is how many times you want the public to be 
skewered. 

Senator BmE~. I assume that is the question that  moved you from 
your previous position ? 

Mr. N~EDHA~. Well, we moved to i~t in the interests of gett ing some 
type of faflsafe device, right. 

I would say to you to cut it very simply, that  given Uniform rules 
and regulations ai~d given the opportunity for  third market  firms of 
all types and descriptions to participate in the ordinary flow on any 
exchange that they want which we're willing to do, at least at the New 
York Stock Exchange, then I would say that i f  the percentage went 
from 5 to 6 percent I would move if I were a Commissioner of the SEC. 

Senator BmEN. That  is a very specific answer; thank you. 
With previous witnesses, I have asked the question whether nego- 

tiated rates will cause a. flight from trading on the floor of  exchanges to 
the third market Do you think that will ha e 

1~, �9 ~ . p p  n .  
'Jr. NEEDHA~f. As a businessman, you have to say yes to that. Sen- 

ator. The reason is very simple. The profit opportunities as a dealer 
are much greater than they are as a broker. This third market  firm 
I am referring to here, and this is Weeden and Co. again in their an- 
nual report to their shareholders said that  third market  profits in 
1973 were approximately equal to 1972 even though share volume de- 
creased from the prior year. 

Now, Senator, I can tell you that the member firm community of  
the New York Stock Exchange lost $49 million last year principally 
in the securities commission income aspect of their business. So, here 
this i s~ th i s  is clear, indisputable fact that the dealer market  is more 
profitable than an agency market. That  is why the firms will leave. 

Senator BIDEN. There have been firms that  have indicated to you, 
I suspect, that they would leave. 

Mr. ~NTEEDHAM. That  is right, and I mentioned them before, Senator. 
There were Merrill Lynch, Goldman-Sachs, Paine  Webber, several of 
the institutional type firms. 

Senator BmE~r. Can you tell me how recently that  was indicated to 
you ? 

Mr. NEEDHAI~. Since the middle of December, Senator, when the 
committee and subcommittee marked up S. 2519. 

Senator BIDE~. Well, I am probably being provided information 
that is incorrect, then, because in rereading the testimony of Mr. 
Weeden prepared for presentation later today, he quotes, and I don't 
know what the date on this is, such firms as Goldman-Sachs as saying 
that that  is not the case; they wouldn't leave. I guess--is that  just a 
matter of dates ? Is that why that is ? 

Mr. NE~nHA~. What  you have in front of you is an adversary brief. 
In preparing an adversary brief, you arc an~tlaH + . . . . . .  �9 ~_~ _e 
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license. You are allowed to pick and choose the information you have 
in there. That is what you have there. You have statements made by 
people away from the dates I have just spoken about. 

Senator B~DE~. I realize it is an adversary brief, but it is a direct 
quote. I t  was made under oath in  an adversary proceeding which I 
have a little more faith in than some of our hearings which are not 
adversary enough in my opinion. 

So I guess your explanation is, and I shall direct your answer to 
Mr. Weeden when he testifies, that  even though there is a date on this 
testimony, it is apparently now the case that the statement of Gold- 
man-Sachs is no longer operative. 

Mr. NEEDII.~. You .have to read the pages preceding and the inter- 
rogatmns of the- - I  think those are quotes from the Thil l  case, right ~. 

Senator BmEN. Right. 
Mr. NEEDIIA~. You have to read that record carefully and I suggest 

you have the staff do that  because you may find the interrogations 
went one way and the answers were responsive to the question bein_~ 
asked, but not necessarily responsive to the question you are asking = . 

Senator BIDEN. I t  seems to me it is hard to misunderstand. " I  have 
rejected the view and do not now believe that the advent of fully ne- 
gotiated commission rates would be likely to cause my firm to leave 
the New York Stock Exchange~"  no matter what preceded or what 
followed it. 

Mr. s Senator, Mr. Levy and Mr. P~eagau are both mem- 
bers of the board of directors of the New York Stock Exchange; 
they were members of the board of directors on March 1, 1973. I t  was 
on that date that this policy was articulated for the first time by the 
board. 

So, any of those statements if they precede that date I would say 
they are inoperative and inapplicable. 

Senator BIDE~. I guess the easiest thing for me to do, since we have 
pointed out an apparent contradiction, is to ask directly those gentle- 
men, for example, Mr. Reagan of Merrill Lynch. 

Mr. NEF~DHA~, Because of your great interest in this, I would like 
to interrupt a moh~ent. 

I mentioned earlier when you were not  here that you don't have 
to leave the exchange to have the event occur that we're concerned 
with here. Without this legislation, it would be possible for Merrill 
Lynch.; y.ou know they are a holding company, it has a variety of 
subsldmrles. I t  could have one subsidiary which would be a member 
of the New York Stock Exchange, and it could have a subsidiary that  
was not a member of the New York Stock Exchange~ and that sub- 
sidiary could deal in the third market, wheel and deal just  the way they 
wanted to while the other subsidiary would be subjected to our rules. 

])o you follow me, Senator ? 
Senator BIDE~'. Yes; I do, and I assume that i f .your  statement is 

correct that would in part  explain the apparent inconsistency that 
puzzles me. Here is another example: in a letter dated March 21, 
1974, from William Salomon of Salomon Bros. to Senator Har t ,  Mr. 
Salomon says, and I quote, "Finally we have stated that we have no 
plans to resign our_exchange membership after the advent of fully 
negotiated rates and have expressed disbelief that  there would be a 
mass exodus of other exchange members. We still hold these views." 
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Now, that  was March 21. 
Mr. NEEDHA~. March 21 of this year ~. 
Senator BIDEN. March 21, 1974. 
Mr. Ns~DnAM. I would say this, that  i f  Billie Salomon said that  

March 94, he meant it. 
Senator BIDE~. That  is a definitive statement; thank you. I knew I 

would get some definitive statements. 
Mr. NEEDHA~. Well, you wanted a more adversary proceeding, 

Senator. 
Senator BIDEN. Well, I don't know how we can really interject this. 

I just got a note from Staff. "Merrill Lynch's representative has just  
come over and he insists," and it is underlined, " that  their position 
is they will not leave the exchange." But  we can find that  out. We can 
get that in writing, I guess, by asking them that  question. 

�9 But you have answered how you think that is sort of a red herring. 
~'Ir. NEEnHA~. IS he on the board of directors. 
Senator BID~N. I don't know, but if he is wrong, he certainly won't 

be. 
As I flnderstand it, you really see no threat to the competitiveness 

of the securities industry if  the third market were to be eliminated, or, 
m other words, if they were forced to effect transactions on the floor 
of the exchange. Is it your position that this would not in any way af- 
fect either the public interest or the interest of those who are involved 
in the industry other than third market firms that had to move ? 

Mr. NE~)HA~. Senator, we would love to have the third market firms 
become members of our exchange because they are in their own way 
competitive. They do have capital. That  is the'one thing they do have. 
The whole industry needs capitM and to bring all that  capital into one 
place has to result in a more liquid market. We would be in favor of 
that. 

Senator BmE~r I asked Chairman Garrett 's  opinion on some rules 
yesterday and I would like to ask your opinion on a couple if  I could. 

Rule 113, which prohibits specialists from dealing directly with cer- 
tain kinds of customers. Could you comment generally on that ~. 

.Mr. N~I)HA~. Rule 113 as you may know, Senator, is a rule that  was 
adopted by the New York Stock Exchange. The American Exchange's 
counterpart of the rule is 95. This was at the request of  ~he S E C  in 
o r d e r  to make certain that the specialists did not become involved in 
certain antimanipulative types of activities. 

I t  stemmed from the investigation, the Rey investigation of what  
happened at the American Exchange. 

Now, the important par t  of that is nat the generalization of the rule 
itself but that  the rule has resulted in a structuring of the industry 
which seems to be acceptable to the members of  the industry and it also 
seems to serve the public interest well. 

Now, a lot of people are concerned that the third market firms who 
currently can make markets and then talk to the institutions, if  they 
were sub.iected to rule 113 that that in effect would deny them some 
type 6f competition. 

Well, I have two responses to that. Firs t  of all, the member firm 
community is going to have to alter some of its practices as well so 
it shouldn't be that the third market firm should escape reformation 
as well. 

$1:930--74--7 
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The second point is simply ~his: Weeden & Co., and I will come 
back to them because they are the only ones ~hat publish ads like this, 
their profile .of the breakdown of their volume by customer indicates 
to me that their profile is comparable--could be the same as the profile 
of  any of our upstairs firms like Salomon Bros., Bear Stearns, or 
Goldman Sachs. Twenty percent of the activity of weeden  & Co. is 
done on the stock exchange. So, Weeden and Co. could have the ability 
i f  they were members or had access to the exchange, to conduct their 
business in the same fashion that they are conducting it now. 

The only difference, Senator, is that they would have to bring their 
trades to the floor of the New York Stock Exchange and clean up 
the book which is what Goldman Sachs does, and Mr. Salomon's 
organizations does. 

The unanswered question is, why won't the third market firms let 
the investing public, the little guy get in on those trades ? 

Senator BmEN. Your concern for the little guy is admirable~ So, 
Weeden & Co. could have the ability i f  they were A.T. & T. 

Mr. OwE~cs. Right. I agree with you, Senator. 
Senator BmEN. Which is refreshing to know, you know. 
How about rule 438, which prohibits dealers other than specialists 

from quoting a two-sided market. 
Mr. I~'EEDHA~f. I will let Mr. Calvin answer that one, i f  you don't 

mind, Senator. 
Mr. CALVr~. Rule 438 is no problem at all in the context we are 

talking about. There are many other rules that would have to be 
addressed but this isn't one of them�9 

All this rule does is it says a member organization cannot advertise 
in quotation sheets. I don't know that that's any type of a problem at 
all in the context of integrating the third market and the exchange 
market. I f  it were, I am sure the rule would be revised or if  the S E C  
would allow us to do so, would be repealed. I t  is just not a problem. 
�9 Senator BmE~. How about the fact that memberships to the Ex- 

change are available only on a medallion basis ? I assume if this legis- 
lation went into effect, and the determination was made that it is t i m e  
to implement it, the  exchange would expect third-member firms to 
come in on a paying basis, is that  correct ? 

Mr. NEEI)I~A~. Senator, I think the third market firms would be 
willing to pay their way. I have never heard them say they were not 
willing to pay. 

Senator BmE~. What  if they did say that ? 
Mr. N~DHA~. The problem is the seat, right ~ The House bill, H R. 

�9 �9 - -  . "  . �9 

5050, clearly envlsmns, as does the SEC pohcy statement, that  all 
broker-dealers, all eligible broker-dealers shall have access to the cen- 
tral market system. 

Now, Senator, no one, I ~mss, really understood what that  meant 
until recently. ~,Vhat that  means is that the seat concept is eliminated, 
so in terms of the national market system there is no necessity fo r  
anybody to buy a seat any longer. 

The problem we have, Senator, which Congressman Moss addresses, 
and I know Chairman Williams as well does, is how we reimburse the 
seatholders for their equity. That  is a separate problem. We are work- 
mg on it without much success. 

Senator Bm~.~. That  is what I thought. 
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Mr. NEED~AI~f. The bill does not require the third marke t  firms to 
become members at all. 

Senator BIDI~I,~�9 I understand that. But  yesterday I believe Commis- 
sioner Garrett  indicated that if the Williams' bill were to be passed 
and the mechanism were triggered ~hat something would have to be 
done about providing for the movement to the exchange without 
having to come up with the cash. 

Mr. N~ED~IA~. Senator, I don't know why the Commission arrives 
at this so late in the game. When I was a commissioner--and that seems 
like a hundred years ago ago--we dealt with that  problem. We said it 
very clearly that there wasn't going to be an entry fee other than the 
usual initiation type fees and user type fees. The real p rob lems~and  
I will state it again for the record--is what  do I do about the equity 
which our members have at the present time, which amoun.ts to $16 
million ? But  that  is not at issue here. This bill doesn't require they 
become members. All they have to do is bring their trades to ~he floor. 

Senator BII)EN. I f  I understand you correctly, your position is that  
first of all they should be required to be there anyway regardless of 
this bill. You see no reason why  the third market  exists in the State 
that  it now does nor should it. 

You would like to see them members of the exchange. 
Mr�9 NEEDI-IA~. Senator, in May 1971 before this committee cranked 

up its hearings, before the House cranked up its hearings, before the 
SEC did, I gave the whole world for what it was worth a blueprint 
o f  what  the securities industry should do---how it should b~ restruc- 
tured. All of this legislation is taking you right down ,the road of 
that  blueprint. 

Senator BmE~. That  is what the third market  is telling me.. 
Mr. NEEDI-IAI~[. But  the difference is, Senator, I reached that as a 

commissioner. At  that time I had integrity. The point i s ~  
Senator BmEN. A noble admission. 
Mr. NEEDHA~�9 Anything that fra~oznents the securities markets of 

the United States ipso facto is detrimental to the public interest. That  
is the way I came out as a Commissioner: that  is the way the Exchanze 
board of directors came out. " - 

Senator BIDEN. You view the existence of the third market  as a 
fragmentation ~. 

Mr. NEEDHA~�9 It 's existing right now as, . 
Senator BmE_w. So you know the basicYepremise from which you 

start  is that they shouldn't exist because they are fragmenting "the 
industry now and that they therefore should be members of the ex- 
change. 

Mr. NEEDItAlYl. Senator they should exist, the firms should exist. 
Senator BrunN. But  not in the present format. 
Mr. NEE~A~.  The third market shouldn't  exist. 
Senator BmF.~. That  is right. 
Mr. NEEDIJA=g. The record may not show it as clearly as I 'd  like i~; 

to. The last time I appeared here you asked me a question about the 
fourth market whether they should be required to be par t  of the na- 
tional market system. I answered negatively because at that  time wo 
didn't  think it was a problem. 

But,  Senator, that  question has been haunting me for  4 monVhs 
and you have convinced me the fourth market  should be par t  of it. 
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Senator BmE~,. I thought you might come around to that. i really 
.did. I t  really does my heart good to know that I can move you like 
tha.t. But again for the record, am I correct that your basic premise 
is that  the existence of the third Inarket is by definition a fragmenta- 
tion of the securities industry, consequently they should be members 
~of the exchange ? 

Mr. NEEDI~AI~. And ultimately part  of a national market system. 
Senator Bmm,-. Right, which are exchange markets, the way you 

view it. 
l~r. :NEEI)J-IA~t. Technically. 
Senator Bma~. Within the context of exchanges. So that secondly 

as I understand it would say that the fact of movement from fixed 
co mmlssmn rates to negotiated rates barring any other action being 
taken is going to have the effect of further fra~mentin~ the industry 
by. mo~ lng people from the exchanges to the third market as it now 
exists. 

Mr. NEEDI-IA~t. That  is correct, Senator. 
Senator BmE~ ~. OK. 
Now, you then go on to say that, i f  I understand you correctly, 

that  the triggering mechanism of S. 3126 would become 5 to 6 per- 
cent of the trades now executed over the exchange were moved to the 
third market. 

Mr. N~E~nA~t. Absolutely. I ga.ve you three points to start  with. 
Senator BmEI~. Okay. I apprecmte that. In addition, you see this 

5 to 6 percent decrease as inevitable. That is just a fait  accompli as 
far  as you are concerned. 

Mr. :NEEI)]~IAI~L That is right. 
Senator BmE~. So what you are saying now is that there is no 

question that the third market will be eliminated if  this bill is passed. 
Mr. :NEEbHAI~. That is not quite right. 

7 ~  T " " " " �9 Senator ]3tDEN. ~ nit a minute now. Tell me how it m not quite right. 
Mr. :NEE~HA~t. Because if the bill ~oes throuah the wa~ it i~ 1 ~,, ,+ 

:know what the SEC- -wha t  determination the" SEC will make."  . . . .  
�9 Senator Blnm~. I see. That  is a good point. 

You would like to have the bi}l tightened as I recall from the begin- 
n ing of your testimony, to insure dmt  t.heir version wou}d be coin- 
ciding more with your version of what would constitute the need to 
exert the trigger. 
�9 Mr. N~DHAM. When I buy life insurance, I don't want  the life in- 

surance company telling me you are insured 95 percent of the time. 
Senator BID~N. I understand that. I want 100 percent and the in- 

surance you want is elimination of the third market and you see this 
as a vehicle of being able to do that. 

Mr. :NEEDI-IA]~L And also to make sure--as a result of this legislation 
plus S. 2519 that whatever noncompetitive or anticompetitive rules 
the New York Exchange may have will in the process be eliminated, so 
no one will be h u r t - - - -  

Senator BID~I~. I understand your motivation is pure and pristine 
and to help the little guy and I k n o w ~  

Mr. :NEFA)HA~t. I t  isn't just pristine, n o ~  
Senator BIDEN. But  I want, to make it clear, that your support  of 

this bill, coupled with your language, is directed and has as its sole 
purpose the elimination of the third market. I want to make no mis- 
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take about that, and I want to make it clear for the record. You said 
we want to eliminate the third market; we missed it last time out 
and we will get it this time. 

Senator BIDEN. I think it is important that  that  be stated. 
Mr. :NEEDI-IAlVt. I just want the record to show that you stated what 

you thought I said. 
Senator BIDEN. OK, well, I think that reasonable men reading the 

record will have no mistake about what you said. But  then again~ 
you know, the reasonable man is becoming as scarce as Diogenes ,the~ 
honest man around here, so I don't -know. 

l~r. :NEEDHAXVL Senator, you recognize the bill as presently drafted: 
does not do what you say it does. 

Senator BIDEN. Well, it may not do assuming that the commission- 
ers don't agree with you as to what constitutes the need to trigger the 
bill. 

Mr. I~E:EDHA:~f. That i s - - - -  
Senator BIDEN. But  if  they believe as you did, and if  it's as inevita- 

ble as you say, then they end up where you do. But  you will be able 
to take the record at a later date and say that that  is not what you 
meant to say and I agree it is my conclusion being drawn from what 
you have said. 

Mr. I~EEDHA~. Senator, I .iust want to make something clear. I as- 
sume the line of questioning is designed to evoke answers from me 
and doesn't necessarily indicate your convictions because if I believed 
that the convictions--that the words you have just uttered were your 
convictions then I would have great difficulty t ry ing to understand 
why any member of this committee voted for the national market 
system bill because that is a bill that  is designed to eliminate frag- 
mentati0n. I am opposed to fragmentation; the committee is opposed 
to fragmentation ; how you express that  I leave up to you. 

Senator :BIDE~. Let's talk about fraganentation for  a moment. 
I f  I own half  the pie and you own half the p~e, it is fragmented. 

I f  I want your  half to be coupled up with my half  on my table we are 
bringing it back together. I f  you want my half coupled up with your  
h.alf on your  table we are bringing it together, too. ~,~ e have a central 
pie, all whole and full. I t  all depends on whose table ~t is on. 

:Mr. :NEEDHA~I. :No, Senator, you don't understand the securities 
markets. 

Senator BIDEN. You are right about that, I guess. 
Mr. I~EEDI~IAI~L I f  you give me 5 minutes, I will make it absolutely 

clear to you as to what we are saying. 
Senator BIDE~r The chairman has been very kind to m e ~  
Senator WIfeLIneSS. It  is all right with me(Senato~ Biden~ as long 

as you stay through all the people that are left. 
Senator ]~IDEI~. I will ask one last question o f  Mr. Owens. 
Mr. :NEEDHA~[. OK, yOU are the Senator. I t h i n k ~  
Senator BIDEN. Only for another 4 years though. 
Mr. :NEEDHA~r. That is about the time my cont rac t  expires. 
Senator BmE~r Mr. Owens, you also expressed the need for provid- 

i~g the best advantage for trading by individual investors to promote 
aepth and liquidity in the securities markets and that these are best 
represented in the exchange auction markets. 

Did I understand your testimony ? 
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�9 Mr. OWENS. The general sense, yes. 
Senator BIDEX. I am told, however, that your own company, 

A.T. & T., l~as an employee program which allows them to buy and 
sell A.T. & T. stock directly from the third market firms, is that 
correct ? " " 

Mr. 0~VE~S. No; we do not buy from the third market as such. We 
have a reinvestment plan with respect to the share owners and they 
purchase stock and we purchase stock for them and they get the 
steele. 

We have a savings plan whereby the--one of the choices is to buy 
A.T. & T. stock. 

:ow, where that is purchased, I don't know. 
enator BID~-. OK Thank you. You gentlemen have been very 

responsive. I appreciate it. 
[Complete statement of Mr. Needham follows :] 

STATEMENT OF THE NEW ~ORK STOCK EXCHANGE, Ih*c. 

My n a m e  is J a m e s  J.  Needlmm. I a m  C h a i r m a n  of  the  B o a r d  of  D i r ec to r s  of  
the New York Stock Excbange ,  Inc.  W i t h  me today  a re  Corne l ius  W. Owens ,  a 
Publ ic  Di rec to r  of the Exchange ,  a n d  Dona ld  L. Calvin, Vice Pres iden t .  

Mr. Owen.% in addi t ion  to being one of our  mos t  d i s t i ngu i shed  Di rec to r s ,  is 
Execu t ive  Vice P r e s i d e n t  of the Amer i can  Telephone and  T e l e g r a p h  Company.  
He  has  been a m e m b e r  of the E x c h a n g e  Boa rd  since 1968 a n d  headed  the 
Special  Commit tee  whose  r epo r t  led to the 1972 r eo rgan iza t i on  of the  E x c h a n g e ' s  
gove rn ing  s t ruc tu re .  Fo l lowing  the  conclusion of  m y  r e mar ks ,  he  wil l  offer 
some f u r t h e r  brief  commen t s  on the need for  th is  legislat ion.  

We a r e  pleased to have  the  o p p o r t u n i t y  to a p p e a r  a t  these  h e a r i n g s  to exp res s  
the  s u p p o r t  of the B o a r d  of D i r e c t o r s  of  the  New York  Stock E x x c h a n g e  f o r  
S. 3]26. 

M'~y I say  at  the ou t se t  t h a t  we app rec i a t e  the  concern  s b o w n  by the  en t i r e  
Commit tee  in this  m a t t e r  of  a p p r o p r i a t e  s a f e g u a r d s  fo r  publ ic  t r a d i n g  on the  
na t ion ' s  stock e x c h a n g e s - - a n d  p a r t i c u l a r l y  by C h a i r m a n  Wil l iams ,  by the  Bil l ' s  
co-sponsors ,  Sena to r  Alan  C rans t on  and  Sena t o r  Bill  Brock,  and  by the  en t i r e  
staff. 

W h e n  the  provis ion  which  is n o w  S. 3126 w a s  u n d e r  cons ide ra t ion  a s  a poss ib le  
a m e n d m e n t  to S. 2519, the  E x c h a n g e ' s  Boa rd  had  an  o p p o r t u n i t y  to rev iew it  in 
depth.  At  t h a t  time, the B o a r d  took the  posi t ion t h a t  whi le  the  p roposa l  did 
no t  go as  f a r  as  the  B o a r d  would  have  liked wi th  respec t  to p r e s e r v i n g  the 
secur i t ies  auc t ion  marke t s ,  i t  did r e p r e s e n t  a f a i r  compromise  which  mer i t ed  the  
E x c h a n g e ' s  suppor t .  O u r  posi t ion today  is the  same.  

R,~ther t h a n  res t a t e  the  concerns  wh ich  we p resen ted  in g r e a t  de ta i l  to th i s  
Subcommi t t ee  in our  a p p e a r a n c e  a t  h e a r i n g s  on S. 2519 l as t  November ,  ~ I would  
like to focus  today on the  essent ia l  publ ic - in te res t  aspec t s  of  th is  issue.  

At  tl~e heart of S. 3126 is the publio pot~iey de terminat ion  that  i t  is in the 
v i ta l  in teres ts  of  more  tha~ 80 mil l ion Amer ican  inves tors  to preserve  the 
public exchange auction marleets in this  country.  

There  is nea r -un ive r sa l  a g r e e m e n t  on th i s  point.  S ena to r  Wi l l i ams  s t r e s sed  
it  when  he in t roduced  the Na t iona l  Secur i t ies  Marke t  Sys tem Act  on the  F loor  
of the  Senate  last  October.  T h e  h e a r i n g  record  on t h a t  Bill  is filled w i th  specific 
af f i rmat ions  by the SEC a n d  by r ep re sen t a t i ve s  of  the secur i t ies  i n d u s t r y .  

The  SEC, in its March,  1973 whi te  p a p e r  on the  " S t r u c t u r e  of a Cen t r a l  M a r k e t  
Sys tem,"  s ta ted  " the  Commiss ion ' s  c o m m i t m e n t  to the  p r e s e r v a t i o n  of  an  auct ion-  
agency  m a r k e t  r a t h e r  t h a n  a pu re ly  'dealer  m a r k e t '  f o r  lis,[ed sceur i t ies . "  The  
SEC added, " P e r h a p s  it is w o r t h w h i l e  to s ta te  again,  unequivocal ly ,  t h a t  the  
Commiss ion  does not  w i sh  to encourage  the  c rea t ion  of a pu re ly  dea le r  m a r k e t  
fo r  l is ted securi t ies ."  ~ 

~The Exchange's testimony before the Subcommittee on Saeurltles on November 13. 
197.~ is included in the hearing record on S. 2519 on a es 165m~O5o17. 

2 Policy Statement of the Securities and ExchanPge g Co on the Structure of a Central Market System, page 24. 
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T r e a s u r y  S e c r e t a r y  George P. Shul tz ,  .as recen t ly  a s  J a n u a r y  29, s t r e s sed  t h e  
.close dependence  of  i nves to r  confidence on the m a i n t e n a n c e  of f a i r  a n d  efficient 
:securi t ies  m a r k e t s 2  

And  the  recent  T r e a s u r y  D e p a r t m e n t  Repor t ,  "Pu b l i c  Pol icy f o r  A m e r i c a n  
C a p i t a l  Marke t s , "  in a sense  expanded  on Sec re t a ry  S h u l t z ' s  r e m a r k s #  

I t  i s  p e r h a p s  a lso  per t inen t  to recal l  here  C h a i r m a n  W i l l i a m s '  succ inc t  s t a te -  
m e n t  of t h e  object ives  of S. 2519 w h e n  he i n t roduced  t h a t  Bill  on the  floor of  the  
S e n a t e  l a s t  October  2. ~ 

Mr. C h a i r m a n ,  t h e  t ex t s  of the  v a r i o u s  c o m m e n t s  to w h i c h  I h a v e  r e f e r r e d  a r e  
foo tno ted  fo r  the  Subcommi t t ee  in my  p repa red  t ex t  

I n  addi t ion ,  I wou ld  note C h a i r m a n  Wi l l i ams '  c o m m e n t  to t he  Senate  o n  
Marct~ 6 w h e u  he descr ibed S. 3126 as  "a m a j o r  piece of  secur i t i e s  l e ~ s ] a t i o n  
wh ich  wi l l  go a long  w a y  t o w a r d  speeding the  deve lopmen t  of  a c e n t r a l  m a r k e t  
s y s t e m  a n d  bolstering investor confide'~Tce in the marke t s . "  ( E m p h a s i s  added)  

T h e  SEC h a s  u n d e r s c o r e d  the fac t  t h a t  the  e l ement  of  publ ic  confidence so v i t a l  
to ind iv idua l  p a r t i c i p a t i o n  in the  secur i t i e s  m a r k e t s  is  no t  wel l - se rved  by  dea le r  
m a r k e t s .  c o n s i d e r  t h i s  i l lumina t ing  desc r ip t ion  o f  a dea le r  m a r k e t  f r o m  t h e  
C o m m i s s i o n ' s  M a r c h  1973 whi te  pape r  : 

" P r e s m n a b l y ,  the  classic  example  of a dealer  m a r k e t  is the  ove r - the -coun te r  
m a r k e t ,  in  wh ich  it  is v i r tua l ly  imposs ib le  fo r  an  i n v e s t o r ' s  o rde r  to be execu ted  
w i t h o u t  the  p a r t i c i p a t i o n  of a dealer  in the  t r ansac t i on .  T h e r e  i s  no  fac i l i ty  
w h e r e b y  publ ic  corders  can offset  each  other ,  except  u n d e r  the  ausp i ce s  of a m a r -  
ket  make r ,  a n d  th i s  r a re ly  occurs. ,Since the  i n t e r v e n t i o n  of a d ea l e r  involves  a n  
add i t iona l  sp read  be tween  the pr ices  a t  w h i c h  i n v e s t o r s  can  buy  a n d  sell, i t  i s  
l ikely t h a t  in  m a n y  ins t ances  i nves to r s  obtain  less  f a v o r a b l e  p r i ces  on t h e i r  t r a d e s  
t h a n  if they  could t r a d e  wi th  o ther  inves tors . "  

By con t ras t ,  the  a d v a n t a g e s  of  a public  exchange  auc t ion  m a r k e t  m a y  be  demon-  
s t r a t e d  by descr ib ing  simply h o w  t r a n s a c t i o n s  a r e  h a n d l e d  on a s tock  exchange .  

I n  an  exchange  auc t ion  marke t ,  all publ ic  o rd e r s  a r e  t r e a t e d  f a i r l y - - w i t h  t h e  
f i rs t  o rde r  received a t  the  best  pr ice  receiving p r i o r i t y  over  o the r  orders .  T h i s  
is  so r e g a r d l e s s  of w h e t h e r  t h a t  o rde r  is f r o m  a n  i nd iv idua l  4nves tor  pur ,ehas iug  
100 s h a r e s  of s tock or  f rom an  i n s t i t u t i on  b u y in g  10,000 sha res .  M o r e o v e r - - a n d  
t h i s  is a t e r r ib ly  i m p o r t a n t  p o i n t - - a l l  publ ic  i n v e s t o r s  can  p a r t i c i p a t e  in a n y  
t r a n s a c t i o n  in t he  auc t ion  m a r k e t  to the  ex ten t  t h a t  they  a re  wi l l ing  to e n t e r  
be t t e r  b ids  t h a n  anyone  else or succeed in r e ach in g  the  m a r k e t  b e fo r e  a n y o n e  
e l ~ .  

This ,  ve ry  s imply,  is the  auct ion which  is conduc ted  openly, the  r e s u l t s  of  w h i c h  
a r e  immed ia t e ly  r epor t ed  to the  wor ld  v ia  the  t icker  tape.  An i n v e s t o r  w a t c h i n g  
the  t ape  can see t h a t  h is  t r ansac t i on  w a s  comple ted  a t  a pr ice  w h i c h  w a s  t h e  
:same as, or  re la ted  to, o ther  pr ices  wh ich  preceded h i s  p u r c h a s e  o r  sale�9 

T h i s  auct ion,  there fore ,  combines  the  e lements  of f a i rness ,  o rder l iness ,  fu l l  
d i sc losure  and  equal  t r e a t m e n t  and  is designed to do so in a w a y  t h a t  bu i lds  
ind iv idua l  i nves to r  confidence in the  m a r k e t  m e c h a n i s m .  

Acoordingly,  the central  issue addressed by the Bil l  is w h e t h e r  orders of publio 
inve.~tors in listed s tocks should be exposed to all other orders e l  publio inves tors  
in those stocks. T h i s  is w h a t  h a p p e n s  in a publ ic  e x c h a n g e  auc t ion  m a r k e t - -  
r e g a r d l e s s  of  w h e t h e r  the  i n v e s t o r  h a p p e n s  to be a p r i v a t e  ci t izen of  m o d e s t  

3 "The general objective of public policy is to have markets that operate in a fair and 
efficient way. Fairness and efficiency lead to confidence on the part of the investing public 
that  returns will be reasonably related to risks, that  the institutions through which they 
deal have financial integrity, and that the individual investor is not at a serious disad- 
vantage compared with the institutional investor." Address by Secretary Shultz, United 
'States Saving Bond Campaign Luncheon. 

"All evidence suggests that the proportion of Americans investing directly in common 
stocks and other eorporote securities is much greater than the proportion of any other 
country. The New York Stock Exchange is by far the largest organized capital market in 
the world, and the other American exchanges and the over-the-counter market are rela- 
tively large and active by comparison with most foreign markets�9 For approximately 50 
years, New York has also been the leading center of international finance�9 

"The characteristics of the American capital markets which have produced these results 
are numerous, but among the more important are the fact that  investors feel that  they can 
buy at the lowest available price and sell at the highest available and the fact that the 
generation and flow of relevant information is relatively rapid, accurate, and complete." 

"Treasury Department Report Publfc Policy for American ~apital Markets, page 1. 
6,,First, the maintenance of stable and orderly markets with ma~tmum capacity for 

absorbing trading imbalances without undue price movements. And second, centralization of 
all buying and selling interests with appropriate protection of public orders. In this way 
every investor will be assured of receiving the best possible execution of his order, regard- 

~less of where it originates." 
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m e a n s  o r  a multi-billion-dollar inst i tut ion.  This does not happen in the over- the-  
counter  dealer  market  in listed s t o e k s ~ i n  the so-called third  market .  

The pr imari ly  .institutional th i rd  marke t  has little, if any, individual pa r t i c ipa -  
tion. In tha t  market, an institution, typically, will sell listed stock directly to a 
dealer  who, in turn, will sell it to an inst i tut ional  buyer. Conversely, the th i rd  
marke t  dealer may buy stock direct ly f rom an inst i tut ion and subsequently sell 
i t  e i ther  directly and privately to another  insti tution,  or publicly on the floor of a 
stock exchange. All of these t ransac t ions  between dealers and inst i tut ions t a k e  
place in the privacy of the dealer 's  office--or, if you will, in secret. This secrecy 
f a e t o r - - a  character is t ic  of dealer  marke t s - -wi l l  continue to prevail  even when a 
consolidated tape becomes operative because disclosure of a t rade a f te r  it  takes: 
place will not change the fact  tha t  individual  public investors do not have t h e  
opportmfity to particip,~te in it. 

Moreover, dealer markets  are in pract ice less stable than exchange auction 
markets .  When stock prices are  rising, dealers  can be expected to step up their .  
market-making activities. However,  when stock prices are declining, dealers are  
f ree  to close up shop in those issues since, unlike stock exchange specialists,  they 
have no obligation to nmintain  orderly markets.  As dealers refuse to make 
markets ,  stock price instabil i ty is intensified and down markets  become more severe. 

This is substantial ly wha t  happened during the recent  price decline in the. 
dealer-oriented corporate bond market ,  where  market-makers  simply turned the i r  
backs, reducing the overall amount  of capital  devoted to market-making and 
severely damaging liquidity. 

Recent  studies of the NASDAQ quotation system have shown tha t  this same 
type of "fai r -weather"  market-making is common in the present  over-the- 
counter  market  in both listed and unlisted stocks. I t  is also demonstrable  t ha t  
dealers  generally choose to m'd<e marke ts  only in the most active listed stocks, 
again since they have no obligation comparable to tha t  of exchange specialists 
also to handle less active issues. 

Also, because of the secrecy of thi rd  marke t  trading, there  is very l i t t le 
publicly avaih|ble data on the na ture  and extent  of their  activities. 

Currently,  the only publicly available data  on third market  t ransact ions  is 
based on quarter ly reports filed wi th  the SEC, a summary of which is released 
by the SEC without verification. 

These data show, for example, tba t  in the four th  quar te r  of 1973, total  th i rd  
market  t rading amounted to 5.4% of the share  volume and 6.6% of the dollar 
volume of all t rading on the New York Stock Exchange.  

As you know, the Exchange and others have expressed deep concern tha t  the 
advent  of fully competitive comlnission ra tes  will give broker-dealers comt)elling 
reasons of economic self- interest  to leave the exctmnges and act  as over-the- 
counter  dealers in listed stocl~-s. We have repeatedly expressed our great  concern 
tha t  tiffs will trigger an inevitable decline in the quality of the exist ing ex- 
change auction markets  and in the services available to individual investors.  

S. 312G speaks to this cOncern. Tl~e ~ill  provides, as Senator Williams, S e n a t o r  
Tower and others have said, a fail-safe mechanism,  by giving the SEC the  

, ~  . , ,  

a u t h o r i t y  to require that  all t rades  by broker-dealers in listed securit ies be 
effected on registered nat ional  stock exchanges - - i f  the SEC makes cer tain findings. 

The Bill provides tha t  the Commission "shall"  adopt  a rule prohibi t ing broker- 
dealers  from effecting t ransact ions in " securit ies other  than on a nat ional  securit ies exchange. I t  has been h,sted 

�9 suggested tha t  the word "may" be subs t i tu ted  
for  "shall," to give the Commission grea te r  la t i tude in deciding what  action t o  
take. But this would also lead inevitably to a degree of uncertainty tha t  seems 
inconsistent  with the in tent  of the Bill. I t  seems clear tha t  the  public in te res t  
supports  the preservation of the exchange auction markets  as a mat te r  of n a -  
tional policy. I f  the SEC should decide, however, tha t  some other  way of achiev- 
ing the objectives of a nat ional  marke t  system i s  feasible. S. 3126 allows fo r  
such an al ternat ive by providing in sub-section (3) tha t  the rule imposed by 
the Commission "shall  not remain in effect a f t e r  the Commission has deter-  
mined tha t  a national market  system for  securit ies has  been established." 

Accordingly, we prefer  the term "shall," which provides for cer ta in ty  for the. 
near  term without undermining the Commission's author i ty  to decide on an  
altern:~tive approach, should one be developed, in creat ing a nat ional  m a r k e t  system, 
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Fur ther ,  S. 3126 does not restr ict  or el iminate the Commission 's  au thor i ty  to 
take  aKernat ive  act ion under  various provisions of  S. 2519. These would include, 
for example, regula t ing dealers, imposing equal rules and  regulat ions  in all mar-  
ke ts  and regulat ing non-exchange members who br ing t ransac t ions  to the 
exchanges.  

There?ore, the crucial policy question raised by S. 8126 is what ,  iS any, devel- 
opments should trigger the requirement that all trades in listed securities be 
effeeted on the national stock exchanges. 

S. 3126 places the  burden of tr iggering the requi rement  on the  Commission. 
The Commission mus t  find, af ter  notice and oppor tuni ty  for  hearings,  t h a t  
(1) the fa i rness  and orderl iness of the exchange marke t s  or the se l f - regula tory  
capabil i t ies of the exchanges have been or are likely to be affected in a manne r  
de t r imenta l  to the public interest  by over-the-counter t r ad ing  in l is ted securi t ies  ; 
and (2) no rule of any exchange would unreasonably impai r  the  operat ions  of 
ex is t ing  th i rd  marke t  dealers,  which would be i n t e g r a t e d  into the exchange 
markets ,  or unreasonably  restr ict  competition in the  exchange markets .  

While these t r igger ing provisions seem fair,  they are  also troublesome. Our 
Board  believes, and has publicly stated on many occasions, t h a t  the public inter-  
e s t  would be best  served by requiring all t ransac t ions  in l is ted securi t ies  effeeted 
by broker-dealers  to be exposed to all other such t ransact ions .  

The problem wi th  the tr iggering provisions of the  Bill is t ha t  they require  
a de terminat ion  tha t  the fairness and orderl iness of the public auction marke t s  
have b een - -o r  are  likely to be-- impaired,  in te rms of the  public interest ,  before 
the Commission can act. Understandably,  we would  like to see act ion t aken  be- 
fore the  marke t s  are  adversely affected. 

Ideally,  we would like to see the possibility of da~uage to the auct ion marke t  
mechanism avoided e i ther  'by having Congress de termine  now, as  a ma t t e r  of 
policy, t ha t  it  will not be permit ted to occur, or by wr i t ing  specific t r igger ing 
condit ions into the  Bill which will impose the requi rement  before any damage  
c a n  be done to our capital  markets .  

Obviously, these or any comparable remedial  approaches  would requi re  a 
public policy de terminat ion  by this Committee and  the  Congress. 

We recognize, as I s ta ted  a t  the outset, t ha t  S. 3126 offers a reasonable  com- 
promise solution to the  problems we have outlined, and  i t  is for  this  reason t h a t  
our  Board  supports  the Bill. We would not, however,  w a n t  to see S. 3126 weak- 
ened in any way. W h a t  I am saying is tha t  i f  revisions a re  to be made,  we 
would  urge tha t  the Bill be s t rengthened ra the r  than  weakened.  

Again, on behalf  of our entire Board, I wan t  to express  our  apprecia t ion for  
t h e  t ime and a t ten t ion  and thoughtful  analysis  the Commit tee  and  i ts  s taff  have 
given and are  continuing to give to this issue. 

S e n a t o r  ~YILLIA~S. Thank you, gentlemen. 
We ca]] now Mr. Aaron R. Eshman, Mr. Ar thur  B. Durkee, Mr. 

Joseph R. Neuhaus, and Mr. Lawrence S. Black. Are you gentlemen 
'all masters of synthesis ? I hope so. 

Senator Bmn~. Gentlemen, would you identify yourselves and pro- 
ceed in any manner  in which you can agree upon ? 

�9 'STATEI~IENT 0F AARON R. ESHI~IAN, STERN, FRANK, MEYER AND 
POX, INC.; ARTHUR B. DURKEE, STERNE, AGEE & LEACH, INC.; 
JOSEPH It. NEUHAUS, UNDERWOOD, NEUHAUS AND CO.; AND 
LAWRENCE S. BLACK, BLACK AND C0. 

Mr. DUrKeE. I want to assure you that  it was madB up some time 
ago before I heard  anybody else's testimony. 

Senator BmE~. There is no way you can anticipate the testimony, 
of course. I can't even anticipate the answers to the answers. Thank 
you. Go ahead. 

~[ r .  DURKEE. I am Arthur  Durkee and I am executive vice president 
,of Sterne, Agee, and Leach, Inc., of Birmingham, Ala. with branch 
offices in Montgomery and Mobile, Ala. We are members of the New 
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