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p.M. For 1llustration, I do not think that this Commission could

find that conditions were detrimental to the public interest in
that in relation to the adaptation of the security to the
structure of the declarant,'although they could not find that it
was not reasonably adapted to that strueture.

Chairman Frank: Certainly not.

Mr. Jackgon: And I think that all that there is in Section
6 is a right to.determine as a fact whether or not those'thinge
are reasonable and within that 1imit they have been left in the
way of management discretion, and that whatever may be done by
the Commission to simplify its determinatioen of those standards,
j¢ may not %eke the form of imposing an afbitrary condition,
that is a condition without which the declaration should be as it

were invalid, even though it could not be found asa fact that
it violated any of the six things there enumerated.

I don’t know whether you wish me to take the tiﬁe to dis-
cuss briefly the rule that we have proposed, or not.

Chairman Frank: Yes, if you care %to.

Mr. Jackson: I will just cover that very briefly.

In the original report of the National Association of
Security Dealers, they pointed ogt that while in theif Judgment
the Commigsion had no right to declare an underwriting to be
invalid because the underwriter was an affiliate, dbut only if in
fact the transaction had resulted in an unreasonable fee,

nevertheless they felt that in such a situation, that is in the
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gituation of an affiliate underwriter, it would be appropriate
for the Commission to adopt a rule of practice that would be
consistent with the rule applied by the courts in cases of -
transactions between corporations having interlocking boards of
directors or common stockholders.

In that connsction therefore it submitted a rule of practice
which in their view formed an adequate basis of discussion for
a workable rule to take the place of Ul2F2, which the Commission,
and I believe the investment banking fraternity had found
unsatisfactory. That was submitted, as you may recall and it pro-
vided that whin an underwriter ér finder is an affiliate of the
issuer under clauses A, B or G, or after due notice and hearing
has been found by the Commission £o be an affiliate under clause
D of Section 2{(a)(1l), thé following rule shall apply. And then
was established a buraen of proof which was to be met by such an
affiliate in the same wa& a8 any transaction between corporations
of interlocking direetors there was the burden of proving it to
be fair;

Commissioner Healyé, The difficulty with that was, of course,
.we were still faced with the probleﬁ of determining who wers
affiliates.

Myr. Jackson: That 3s right, sir, and I was going to say that
that was admitted and Judge Healy very aptly pointed out to the
Committee the difficulty that he now suggests and which we doubt-

less should have foreseen. Later we submitted a suggestion that
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the rule be amended by having a further paragraph, that is where
you had a possible affiliation of this Section 2(a)(1ll) -~ that
that would first have to be gettled,

Commissioner Haley: After you settled it, you would have to
wailt 30 days under the terms of the statute before 1t could
become effective, and in the meantime the security issue would be
hung up here.

Mr. Jackeon: Quite right.

Commissioner Healy: Which would not be very pleasing to the
investment bankers.

Mr. Jackson: And perhaps not tothe issuer,

Commissioner Healy: No, nor o the Commission.

Mr. Jackson: I assume that is also so. We therefore
submitted a suggestion that in addition to the paragraph we had

previously submitted, there should be added to the rule, this:

*(B) VWhers, although the underwriter or finder is not an
affiliate of the declarant under Clauses (A4), (B) and (C) and has
not theretofors bsen faund by the Commission (after due notice
and hearing) to be an affilia%e of the declarant under Clause (D)\
of Section 2(a2){11), the Commission, prior to the effective date
of such declaration, iésuee an order directed to the declarant and
to the underwriter or finder to éhow cause why the underwriter or
finder should not be déclaréd an affiliate of the declarant
under Clause (D) of Section 2(a)(1l), the declarant and under-

writer or finder may in lieu of proceeding with the hearing to
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det'ermine whether the undervriter or finder is an affiliata of
the declar ant under Clause (D) of Section 2(a)(1ll), elect to
aasume the burden of oroof prescribed by Paragraph (A) of these
rules; provided, however, that such slection shall not constitute
an admission by the declarant, underwriter or finder that such
underwriter or finder is an affiliate of the declarsnt for any
purvose; and provided further thét the hearing and determination
of the declaration pursuant to such eléctiﬁn shall not conatitute
a finding, determination, holding or decision by the Commission
that such underwriter or finder ies an affiliate of the declarant

for any purpose.®

I% was our view'that such a rule would adequately meet the
situation and would bs of more benefit ¢to the Commission and to
declarants and underwriters.

Obviously, under Glauses (A), (B) and (C), the determination
of the affiliate relation is ratﬁer simple because it is a
simple stock relationship; just as obviously as the determination
of an affiliate relationship under Clause (D) is very &ifficult,
as I think %his Commission has pointed out in certain of 1ite
opinions, and it 4s likely to involve a long and costly pro-
ceeding before this Commission, and also because of the conse-
dquence it is likely %o 1nv01ve'further protracted iitigation in
the event of an adverse decision,

Now, 1n.ou? view of the statute, there is no prohkibition

agalnet the affillate being an underwriter. There is the
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necessity that 1t should appear to this Commissfion that the
result of that aésooiétion shall not have been unreasonable fees.
Consequently, in our fee, if an affillate determination wete
egtablished and gssuming the wholé deal don‘t blow up, as of
course we know»it woﬁld, all that would then have to be done by
the declarant and the underwriter would be to establish and
satisfy this Commissibn that the fees are reasonable. Therefore
it eeemeé to us that where the Commission had reason to issue an
order to show cause as to a possible affiliate relationship, it
would adequately safeguard every requirement of the statute to
have such a ruling whefeby they could merely assume the burden
of an affiliate for the purpose of establishing that that

declaration should be permitted to become effective.

Commissioner Healy: Would they take the burden as to all
of the standards of Secfion 7(d), or just merely with repect to
the affiliate situation? |

Mr. Jackson: I think they would take the burden of all of
the standards of Section {(d). As a matter of fact, I was
thinking of the underwriting business and therefore did not
mention anything else.

Commissioner Healy: Which way is your rule written?

Mr. Jackson: Only és to underwriting business, because that
is ail that was in the mind of the person who wrote the rule at
the time, but that 1s the only reason.

Chalrman Frank: There would be no objection %o enlarging
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it then?

_Mro Jackson: As far as I am concerned, there can dbe no
objection to enlarging 1t. I tﬁink Judge Healy's suggestion
applies to each one of the conditions.

Commissioner Healy: Do you know whether the rule as you
have. suggested it or as it is now suggested that it should be
amended, is that aooeﬁtablq to the NASD?

Myr. Jackson: I don’t think I am authorized to make any
statement, Judge Healy. I am simply going by the proposition
that they submitted it.as a suggegtioh to this Commission.

Chairman Frank: Prasumably therefore they were in favor
o it?

Mr. Jackson:; And then when Judge Healy pointed out that

there was & very serious omission, to cover this other situation
they submitted an amendment, and I at least assumed that they
were submitting eom@%hing that was acoceptable.

Commisesioner Healy: Do you know whether the rule as
suggested or as amendéd is acoeptable ¢o the I.B.A.?

My. Jackson: As %o the I.B.A., I would not be in a position
to stateo |

Mr. Stewart: I would say that the I.B.A. has never offiocilally
considered 1t. We would Be glad, however, to take & into con-
sideration before our Committee.

Mr. Ford: As I understand it, that rule.as-outlined by

Mr. Jackson was submitted to the Board of Governors of the



651

Assoclation anl approved, and the Committee were authorized to
éontlnne their oconversations with the Commission. It was re-
submitted to the Executive Committee and reapproved by the
Executive Committee, and the Committee was authorized to sarry on
their discussions with the Commission. The Chairman of that
Committee unfortunately can not be oresent, but he has been
waiting for some months for the reaction of the Commission since
last May.

Commigsioner Healy: I think it is fairly apparent what the

gtaff's reaction %o the rule is.

Mr. Ford: Thelr reaction is very apparent.

Commissioner Healy: I 414 not mean ¢to indicate anything as
to my own attitude on the rule; I jJust thought I would like to
clear the air as to what prOpbsal was before us.

Mr. Jackson: I was fearful that our second supplement in -
which we attempted to oure the defect whisch you pointed out might
not have come %0 your éttention, and I would be gratefui if the
Commissioners would lbok at it, as we were trying to be hglpful
and constructive and thought i% wasg & practical thing.

I héve only one more Word to say, and that will take onlyi
about two minutes. |

I earnestly and conscientiously feel that the Comi i88ion 18
without etatutory authority to promuigate this rule in reiatidn
to ¢remsactions under 6 and 7. I emtertain some doubt ahout

Section 12(b), but I do not discuss 1% because it is not a matter
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6f primary concern, as I understand it, to the National
Association of Security Dealers. | |

I respectfully submit that in any event there is grave
doubt that such authofity eiistso I think 1t 1s also fair to
say that if such a rule were promulgatedg'it would as a practical
matter be almost impossible for persons who believe themselves to
be vitally injured by}it to invoke a judicial interpretation, and
that for the reason suggested by Judge Héaly a momert ago, and
that is that when things can not go through this Commission,
issuers are not going to wait.

Chairman Frank: Let me suggest a method by whieh it could .
be quickly tested 1f there were such a wile. The same problem
arisecs as to many other matters. The Commission would be
deligh%ea'in that case or in any bther case to arrange for a test
case and 1% oould sasily be done. An issuepr not having an
imrediate dead 1line could bring in an issue and raise the question.

iMr, Jackson: Mr. Fraﬁk, I presume I am a little gun shy
and you have helped to get me that way, with reference to the
right to sue in cases, and X don't know how much difficulty there
may be.

Chairman Frank: We &iffer on that subjeot apﬁarenﬁlyp and
now our difference is just in the reverse. I would not think
there would be any particular difficulty about it. The suggestion
I vish %o meke is this -- Judge Healy suggests that perhaps I

misstated what I had in mind. I did not mean suit by way of an
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injunotion; I meant what is referred to in the review section
of the gtatute, in other words a case could be provoked which
would raise a real ocase of controversy, in which an underwriter
or an issuer could have a real interest which would be of such a
character as to satisf{y the provisions of the appeal or review
section, namely a person aggrieved ocould take a case up and it
could easily be arrénged and the Commission -- I will say
generally the Commission ig aiways willing to arrange to have
questions tested. I don’t think I need to say this, as the
counsel that appear béfore us know that we always are entirely
willing and delighted to have questions tested in the courts in
an appropriate manner if anybody has any doubts about our powers,
and as fo this partioular matter I do not think it would be
very diffioult assuming that the Commission adopted such a rule,
%o have i% directly tested in a oase where there was no dead
1lins.

Mr. Jackson: MNx. Chairméﬁo I am not trying to set up lgwsg
and thé reason for my previous statement was merely to make this
suggestion. I had oonceived at least that there was great
difficuly. Congress is in session. Amendment to certain of the
Acts under your Jjurisdiction are under coneidera“cion9 as I |
understand it, in GOOperat&oh with your staff. I respectfully
submit that 1f it be true that Congress believes that the
Commission should have suthority of this naturep-that 1t~wou1d.

be a simple matier ¢to submit 1% to Congress and obtain
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unquestioned authority.

Now, I think that the disoussions before this Comﬁisslon -
they have convinced me and perhaps they have not céonvinced every-
one -- but they have shown that at least there is such grave
doubt that it might well be, as I think is the fact, that
Congreass belleves that such authority if exercised would do a
great deal more damage than good, and I think that it would be
appropriate to invoke a Congressional Judgment if the conclusion
should be réached°

I do not think that the difficulties by any means could be
golved by the bidding rule even if contrary to my bellef it is
within your statutory authority. I am not one of those exporters
of capital from Ohio to which the Chalrman referred earlier; I
am not, unfortunately; I wish I were. But I do know that
because of my knowledge of various things, various investing
houges and the like -- underwriting houses and the like ~= there
are cases where if I am offered a security which is sponsored
by one of them, Y would not buy it. I think there are other
people in the same situation. I'think that issuers who are
required %o sell ¢o the highest bidder would be presented with a
very graie problem with respeét to such matters as that, and one
which 1t seems %o me would be neither practicable nor appropriate
for this Commission to underteke to handle.

I do not know whether this is appmpfia%e9 but I als§ think

the difficulties even in relation to 12(d) are illustrated by
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this. I have had something to do with the attempt of Receivers
to liquidate Continental Shares and to obtain some small fraction,
10 or 15 dollars of the capital -- not the dividends -- forthe
preferred stockholders out of the 35 million they put into that
corporation. It has taken years to have done thét,and it has
been the universal judgment of everybody connected with it
inclnuding ﬁeOple who represented the investors trylng to get'a
11ttle of their money back that any attempt to sell those
gecuritiee at public suction or to duﬁp them on the market would
mean that the little remaininé equity of the preferred stock-

holders of Continental Shares would be entirely wiped out, .and
it has been necessary to handle that in an entirely different

way than by the usual processes of handling those transactions.

Commissioner Healy: I believe that earlier in your remarks,
Mr. Jackson, you agreed that your suggestion about golng to
Congress would be wholly imappropriate if the Commlssion felt
clear in'its own mind that it had the authority to promulgate
this rule?

Mr. Jackson: Of course, Judge Healy, I think that is right.
X believe 31f ¢his Commission believes beyond a shadow of a
doubt that it had the authority amd the duty to promulgate this
rule, and naturally it would not go to6 Congress.

Commissione r Healys OF coﬁrseD there are almoset no
questions that could come up vnder this statute or any other

that we administer, or that anybody elese administers, as to which
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good counsel may not reasonably differ?

Mr. Jackson: I recognize that, Judge Healy, but --

Commissioner Healy: (Interrupting) The proper place to
get a construction on a statute when counsel differ is in the
court, isn't 1t?

Mr. Jackson: The ultimate conastruction of this statute and
every statute is for the courts.

Commissioner Healy: That‘is true of all Federal statutes,
is 1t not, and indeed all State statutes?

Mr; Jackson: All statutes; I make no exception, but it is
neither to be assumed or believed that this Commission would

agsume or exercise any authority whioch 1t did not consclentiously

believe had been vested in it by Congress.

Commissioner Heely: I think we can all ggree to that.

Mr. Jackson: I take the posgition and I act upon the
assumption that While the ultimate decision rests with the courts,
the initial decision is ¢to be made by the administrative body
with respect to the exteﬁ% of its authority, and we all hope o
aiways éhat the nature of the decision may be such that no one
may feel so seriously injured that they are compelled %o go to
court. -

Chairman Frank: Mr. Jackson, let me for a moment follow up
what Judge Healy said. Lét us take another section of this
gtatuete which %o a great many people is unpleasant. Let us take

the so-called integration section, Section 11(b)(1l). I have not
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any doubt that there are counsel in this room who disagree §ith
whatever the Commission decides to be the meaning of Section
11(v)(1), and theé may turn out to be right. I assure you that

I for one, and I know it is true for every oha of my colleagues,
will never render a'deoision cohstruing that section contrary to
their belief as toﬁzs'éorreot meaning, but we are subject in
vhatever we decide to be the meaning, we are subject to inter-
pretation by the courte. If.your suggestion were to be followed,
it would come to this.oc let us divide it into two parts. If the
Commieeion has not the power to enact such a rule, or, to take my
other illustration, to issuse a oertain deoision under Section
11{v)(1), then the Commission would not make such a rule or
enter such an order. You can take that for granted. I think
you do.

Mr. Jaekson: Of course I do.

Chairman Frank: That% is, if the Commission does not think
it has the power. What the Commission thinks may be totally
wrong, but 17 the Commission thinks it has the powsr, and if you
think it does not have or any other group of lawyers thinks it
doss not, then don't you agres that what Judge Healy suggested,
namely, that that is not an appropriate question to be submitted
to Congress, in other wordes ws are supposed to do what we think
the statute. calls vpon ug ¢o do. If the statuts, we think,
authorizes 1%, erd on the basis of the facts if they are such

a8 we think the discharge of our duty requires us to do something
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and we do 1t, then the review 1s in the courts.

On the other hand, if we think we have not the power to do
something and we think it is highly desirable, then the proper
method is to go to Congress. That 1s, if we think something
ought to be done, Congress An effect in our statutes has invited
us =- it has invited us to have legislative hearings for the
purpose of making recommendations to Congress.

Now, either we have or we have not the power to make this
rule. If we are convinced by your argument that we have not, or
by anybody elsels argument, we would not endeavor to exercise it.

Mr. Jackson: I trust the facts will prevent the Commission
from exerciesing it, anyway.

Chairman Frank: on, i we decide it is undesirable,

even if we have the power,then we won't.
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PREVIN Buv make the assumption (a) we decide notwithstandiing
WLC your argument that we have the power; and (b) notwithstanding
1 the arguments that have been made by persons here in the last

few days that 1t is desirable and in the public interest and
for the protection of investors or consumers; then, as I undsr-
getand you, you would no% under thogs circumstances think that
we could go %o Congressa?

Mr. Jackson: Of. courss, if this Commission believes it
is cryvst%al clear that 1t has an authorlity and duty, 1% i=s
'going to perform it and 1% is not going to ask Congress
whether 4% should do it or not.

Chairman Frank: Otherwlise it would defsat the very pur-
pose that ersated such a situation.

Mr. Jackson: ‘My contention is first that there is no
authority, and that conssquently if, as I pefsonally think, 4%
is very unwise and with which I hope the Commission will
agree, - but if contrary to that, the Commission were tothink
that there should be a rule, then the proper thing is to aﬁpeal
to the Congress., But it seems to me that there were gome con-
slderations here, Mr. f‘rankD as I said, that it is plainly
without authority, and I think 1t e clear that there must be
at least a very grave doubt about it., Certainly somsthing is
clear from this hearing - with 1ittle dealers coming here from
all over the country, the great attendance here, that the pro-

posed rule is regarded by them as ons which will have wide-



660

spread conséquences and wideepread repercussions, so that

the question of policy whether it ought to be adopted even by
Congress presents some of the most difficult problems that
could be posed before elther a legislative or an administrative
body. And since Congress is in session 1% would, as I

see it, be a perfectly appropriate thing,if the Commission
should reach a decision that i¢ ought to have such authority,
to submit it %o Congress,

Chairman Frank: Oh, yes, but if we decide -- 1 we fthink
we have the power =- let us make that assumption, just let us
assume that we won't act unless we think it is in the public
interest or the investors! interest, but if we decide both of
thoss things, then you agrse that 1t would not be appropriats
to go to Congress?

Mr. Jackson: Well, if it s regarded as absolutely clear,
I would think that was so, but I can see no haste in this
matter. I% is a matter which even after reading the report
does not seem to me to indicate any imminent danger of any
kind,

Chairman Frank: The Commission has not indicatsed by
ite conduct that it is acting in undue haste?

Mr. Jackeon: Quite contrary, and that is the reason that
I am saying that it is my judgﬁent appropriate to resolve
any doubte by submission to Congresg,

Chairman Frank: If we decide that there are substaniial
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goubte, of course we won't acd,

Mr. Jackson: That is right. What I mean is this, -

~ many psople suggest that adminlsirators proceed in pursuance

of authority even though they are higniy doubtful that it
existe, or even that it probably doee not exist, on the
theory that "if we ars wrong, the court will correct us®,
Chairman Frank: That is not the attitude of this Commis-
sion.
Mr, Jackson: I am sure 1%t is not; but I am urging that --
Chairman Frank: (Interrupting) There are three members
of this Commission that are lawyers, and I think we have a
very profound respect - perhaps laymen sometimes think too
much respect = for legal authority, and I do not know of any
instance in which ths Commission has acted where 1t thought
it was without authority.
Mr, Jaokéon: I have no doubt that 1s so, and I hope
the Commission will not think that I am trying %o instruct

them or to make any suggestions of any criticisms in any way;

guite ths contrary,
Chairman Frank: Very good.
Mr, stewgrtz May I have your permission to read this

statement;, Mr. Chairman? I think 1% has a direct bearing
on the subject.

Chgirman Frank: Yes,

Mr. Stewards  Mr., George L. Harrison, former Governor of
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the Federal Reserve’ Bank of New Yérk- and now président of the
New York Life Insurance Company, speaking in New York today on
this subject said:

"In view'of all this, must we neceésafily conclude thét
investment banking is threatened with extinction? To my mind
that conclusion is no%t wa.rx;anted9 although, frankly, my primary
concern is not so much with the sucoess or failure of that
business, as such, as it is with the protectlon of private
enterprise, which I still believe is the essential basis
of our American economy. But privaﬁe engsrprise depends‘upon
private 1nvestment9'and private investment presuppoges that
we must have some machinery for bringing together borrowers
and investors, both big and 1little.

®This is all the more important now that the energies of
the whole nation, indust¢rial and financial, are being devoted %o
the successful prosecution of the program of defense. In the
financing of that program, private capital must do it%s part
if we wish %o lighten the already heavy burden upon the Govern-
ment. That program, quite properly, relies, in the firét
instance, upon established industrial concerns, and it would
seem squally impordant, in the interesst of National Defense
i%self; that those concerns should obtain the funds required
to finance eXpansion of plant or equipment, either through
the capital market or throuch their established banking

channels, rather than through the Government.
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This presupposes an active, fair and experienced machinery
for ﬁegotiatlng issuing and gslling securities. For that
reason, if for no other, I seriously question the wisdom of.
undertaking any experiment, certainly at this time, such as
¢the proposed plan for the compulsory competitive bldding of
certain classes of public utility securities. Such an under-
taking, especially if extendsd in scope, would, I belisve,
risk material curtailment of the existing machinzsry of the
caplital market without any assurance whatsoever that securlties
8o issued would be better securitiés for investore. Personally,
I would much prefer the continuation of negotiated sales, where
the investor has an experienced representative to protect
his intereste in drawing the contract and where security as well
as price will be an important influence. At the very leasty,

8 borrower should be free to choose té negotiate a sale, if he
thinks 1t desirable in the circumstences of his own cass."®

Mr. Harrison also expressed doubt about the wisdom of the
growing practioce of privatge placemeﬁt of ssourities and said
that in his opinion this practice should be substantially
regtricted.

Thenk you very much.

Chairman Frank: 8ince you have read those remarks, let

- me take this occasion to éay~what9 with the concurrencs of nmy

collsagues, I have frequengly said during the past year, and

some of you, - Mr. Connely knows this because we had a confar-
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ence on the subjact, and the NASD knows it because not only
did we have a conferznce but i wrote a letter which was
published on the subjsct, that so far as 1t 1s any of the
bueiness of the SEC, all of us are eager and desirous that
as much as poséible of the financing that 1s incident %o
the program be done through private channels, I do not see
anything in the proposed rule, assuming that 1% should be
adopted, that has anything to db with Government financing.
Nobody is suggesting that the alternative to the present
method of distributing utility securities should be the
Government. That i1s not the issus.

The issue is, How should securities of registered public
utility holding companies and their subsidiaries bs marketed
to private investoers? Should it be through the mechanism
of negotiation or should it be in certain instances through
¢he mechanism of compstitive bidding?

The Heavens have not fallen and the Union has not been
ruined by the fact that the good qld conservative States of New
England for years have required competitive bidding on utility
gecurities. I am not saying that we are going to adopt the
rule, but 1t does seem to me that we ought to be reasonably’
moderate in our expression of opinion on a rather limited
subject, and we need not go into calamity howiihg - I doh“t
mean that Mr. Harrison is doing s0 - but your application of

his remarks to the present situation seemed ¥o0 me %0 be somewhat
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exaggerated,

The Defense Program 1s not going to break down if we go
to compstitive bidding in utllity securitligs, and private
persons are going to be able to invest as heretofore, and the
utility induetry will continue to flourish and thrive, and the
notion that, something that I referred to in the opening days
of this.hearing9 = the notioh that because competitive bidding
for utility securities might be required, that that would
extend to other securitles is totally unwarranted, bscauée this
Commission has no{such power andAno intention to ask for any
such power, nor dces it know of any éther agency, State or
Federal, that could require it.

I think that what Mr. Harrison says about the desirability
of maintaining the private mechanism for the distribution of
securities is entirely correct. I think every member of this
Commission thinks so and thinks &t should be encouraged. The
suggestions and intimations by certain persons that this
Commission has any animus againat the investment banking
fraternity is totally unfounded. I% has no animus, and 1
do no% think any of its éomments_have ever so indicated.

Mr. Stewart: Thank you, Mr. Chairman., I don't think
that I would wish in any way to interpret Mr. Harrison's
statement, It came to me over the wire.

Chairman Frank: I did not attempt to interpret it, but

its injection into this discussion, it seems to me, had some
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WLC implicat ions which I wanted t0 repel.
8 Mr. Stewart: His remarks were sent to me and I thank you
for having received them.

Chairman Frank: Have you any oth=r Witneeses?

Mr. Stewart: Mr. Winslow is walting.

Chairman Frank: Before Mr. Winslow comes on, I think
the suggestion was made that Mr. Jackson was going to answver
é Quastion that was asked of the'NASD in May, and I think he
did. The question was two-fold. It was a question of law
and 1%t was a question of policy. The question was this - Has
the Commission in your opinion the power under the Publlc
Utility Holding Company Act to do anything about the apportion-
ment of the spread as between the originating underwrifer and
the dealersa? AndD second, assSuming that it has such power,
do you think the Commission should exert i¢? The latter is
not & quéation of law, Mr. Jackson.

Mr. Jaékson: Mr. Chaifman9 as to the first question, I
have given some thought to it, and my best judgment is that
the Commission does not have the authority to apportion the
spread, Briefly, my reuzsons are theaeé

Any apportionment of the spread would mean that on one
hand. some one who performed some of the particular segregated
services in ths 1ink of financing would be pai@ more than they
had agreed to take. Others would receive less, I would think

that there would be no authority to compel anyone in the present
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state of the law to render sich &' gérvice for lese tﬁaﬁ:
he had agreed to perform it. There. of course, wonld he
no objection on the part of some other dealer or whatever
class the party might fall into receiving a large fee, Eﬁt
as I read the legislative history of the statute, Congress,
rightly or wrongly, was not concerned with two low fess to.
anybody in connection with the underwriting of sequritleso

‘Chairman Frankﬁ 1t was the other way srovnd. I wae
wondering whe thar Congress was intefested in see that the
dealers got & larger Yee than they receilvsd.

Mr. Jackson: That is what I have in mind, Mr. Chairman.
And they comcerned that excesslve fees should not be paid in
connection with the issuance of seocurities., 8o that I think
there 48 no basis for legislative intent that this Commission
should increase the fse of anybody bsyond what he had agresed
%o %ake,

As I sald, I think 1% would not be lawful to say that
gome syndicate manager must perform a servics for lags
than he had agreed.

Chairman Frank: Y¥es, but if his particular porfion of
the fee wers larger than we appropriately determinsd to be
reasonabley‘we could condition our order upon his remitting
that amount.

Mr. Jackson: You are now %alking about & different

oquestion, as I undersdand it. I was taking the situation vhere
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the spread was reasonabls and the Commission ‘was considering
apportioning the same amony th2 dealers, the underwriters and
syndlocate managers.

Chairman Frank: You misunderstood me. I meant could we
divide the subjzct up and‘gay, 60 much is reasonabls for
this part of the service, and so much 1s reasonable for tha{
part of the service?

Mr. Jackson: You do not mean to increase anybody's
fee in the link at all?

Chairman Franks; No.

Mr. Jackson: As to the question of apporﬁiohment9 I do
not think that is within the authority of the Commisslon. I
would not be prepared %o express an opinion on the other
question, Mr. Frank; I am sorry. I 4id undéfsiﬁnd ﬁhaf the
£iret question of the aportionment of the total Spﬁead'héd
been raised at a meeting with some member of the Commission,
but I am not prepared to go any further than that.

Commissioner Healy: Isn't 1% conmceivable that in passing
on the reasonablsness pf the fee that some éonsideraﬁion be
given on the subject of what the fee is fort That hight
involve you in a question of apportionment. A certaiﬁ fee
might be reasonable for an underwritsr or unreasonable, and
a certain other fae might be reasonable or unreasonable depend-
ing upon vhether it went to & dealer or not., That is, what

an originator or a principal underwriter might get might
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oregent one problem of ressonableness; ond the guestion

of what the dsaler might get might present anothzr question
of reasqnab]eneés. Doeg that make ahy 1mp;99810n on you?

¥r, Jockson: _I think I understand ity To my mlndg two
questione come now., Perhans I am in error about it. The
first one 1s, juet teking the underwriting spread as a whole -
can we Jjuggle that around and say that &o mwch less will go to
gomebndy and so much mors %o the dsalert

And the othew question is, even though you did not say so
much more wae going to the desler; could you pass separétely
upon f£gee?

Chairmen Frank: Tc put it more specifically, we might
gsay thet 2 eprsad of X points wae not unreasonable for the
entire service, but that if more than one quarter o»f X was
going to the underwrifer, them he wae being paid an unreasohe
able swum,

Mr. Jackeon: That ile what T vndersfiood yecur ausetion to
be, Mr. Chairman, and thet, to my mind, s a cuestion cf whether
Congrecrs in this statute wae concsrnad with the resesonarlensss
of the entire epvead, ae ycu have said, or intended to authorize
the Commission to pass upon sevpavrate fesa,

Chairman Frank: We dc not ssem o make ourselves undéfa
stod. It may be that ths desler would be entitled to a certain
amount but that in the particular case they are not getting 1it,

and thet the underwriter ie allocating to hiwself scme of thot
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amount, so that we may reach the conclusion that while a
e spread of X polnts as the whole might be reasonable, on the
particular facts in the particular caée gince as you say ths
dealer had agreed %o take less than he was entitled to, we
would have no power to increase his compensatlon, but we might
say that it was unreasonable to give a portion of that total
to the underwriter.
Do you agree to thati?
_.Mr° Jackson: I am sorry that I expreesed myself so
illy. That is precisely the queétion I understood you to ask
second, and which I said I had not understood to be raised and
I am not prepared'to express any opinion. The other one I did
understand %o have been raised before and I expressed nmy views,
STATEMENT OF ?EARSON WINSLOW,
- Vjce president of Bonbright & Company, Inc., New‘Ybrk
City, New York.

Mr., Winslow: Mr. Chairman and gentlemen: My name is
Pearson Winslow. I am vice president of Bonbright & Company,
Incorporated. I shall endeavor %o be brief,

The question as %o whether thers is an undue concentrétion
in the management and underwriting of sectritles 1ssues and the
question as to whether there is domination of issusrs by
investment bankers are very vital questions, and I think
that the Commission is doing well to probe carefully and deeply

and to determine whether these conditions in fact exisg.
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135 That there should be a certain amount of geographilcal
concentration such As Mr, Dean referred to, I think 1s quite
natural. I think it would be surprising if a substantial
portion of the capital in the investment banking business
had no% located itself in New York where ars also located a
substantial oroportion of the headquarters, or at least the
financial headquarters, of the issuers of the country, and
vhere also is located a substantlal portion of the capital
of the country which is available for investment.

As %0 undue comcentration and lack of competition, I do
not belisve thaf they axisﬁ to anythiné like the degree
implled in the report of the staff.

As %o domination of issuers, I do not think 1t exists
at all, |

I have given my reasons for that conclusion at consider-
able length in a lstter addreseed %0 you cn January 22nd,
and I do not went to take your time to repeat them here. I
sheuld 1like, however, %o read one or two brief quotations
from that letter, bscause I think they cover points that
have not heen particularly streesed before.

Referring %o the report: PStarting at page 9, there ig a
discussion of concentration in investmsnt benking ?rom which
va believe unwarrantad conclusions have been drawm, If it
considerad important that 57 vercsnt of all registered managed

offerings were mede dvring the S5-year peried ended June, 1939,
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undiexr the managenant of eix houses, 1s it not significant also
that 43 percent were maneged by other houses? It appears from
what follows immediately thot i1f we 1nclude 91 percent of the
registered maneged issuers, we find z %total of 38 leading
firms, The memorendum refers to only 38 firme, but we see

no justice in the implication that thers ought'normally to be
any meterially great number of firms mansging security issues.
Certainly the comparison with the numbsr of‘memb%rs of the
Inveetment.Eankers hssociation whose qualifications for
merbership require the capital of only $25,000 is misleading.
It is well krown that the great majority of these members do
not% pretend to have the capital necessary %o undsrtake the
underwrlting function, or the personnel or the experience

necessary to undertas the management function.
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"We believe that the figures mentioned in the Commission's

statistical release No. 439 which was referred to in the re-
port but not quoted gave a much truer oicture of the slitua-
tion as it actually exists today. And according to this re-
lease, thers were 159 registered managed issues in the calendar
year 1939, These issues were managed by 102 Aifferent firms,
and 374 firms had underwriting participations in these issues.
Similay statistics foé ﬁhg calendar year 1940 are not yet avail-
able to us, but it is our belief that the tendency which has
prevalled in recent years for more and more firms having
undeswrl ting positions continued during 1940,%

One Lurthexr quotatien:

“On page 11 is the statement that under existing oondi-
tions ‘a new firym would have pracéically no changce of success-
fully entering the investment banking business. It would
have no opportunity to manage or partieipate in any issues
other than those of firms newly entering the investment
market, ! | |

3uecess in the investment banking business does no¢
necessarily involve the management or the offering of new
security issues, and it simply is not true that new firms
which have éapital and vhose members have experience have been
uneble in recent years te compete successfully with houses
of long standing. In the recent finanecing of the Apnalachian

Electric Power Company which was managed by ourselves, there
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were 190 underwriters who have been organized within the past

10 years, and at least 10 of those who have become active as
underwriters and distributors of new issues only in the past
few years."

There has been much discussion but not very much as to
the practicability of competitive bidding on equity securi-
tiaso' There is no.experience to guide us in our opinions as
to whether 1% is practicable or not, Personally, I am more
ingclined to agree with the views of Mr. George Woods than I
am with those of Mr. Eaton, but I would like to read to the
Commission an extract Lrom “The.1939 Report of the Specsial
Committee on Public Utility Financing to the National Associa-
tion of Railreads and Utility Commissioners', as follows:

"If the competitive bidding requirement can not be
1imited %o better grade secur&%ieso but must be extended to
all grades of sceourities issusd by all types of public utili-
ties, there i@ no reason %o expsct the degree of success
experienced in the case of the standardized equipment trust
obligations oxr in the case of the high grade bond issues by
certain New England utilities,®

Commissionex He&lyg What year was that?

Mr, Winslows 1932,

Commissioner Realy: Do you remember who the chairman
of that committee wag?

Mr, Winglow: I do mot. I haven'ts & copy of it with me,
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It is a short memorandum of about 8 or O pages, I think,

No one who has had experience in underwriting and manage-
ment of utility issues in the past few years oould possibdbly
be unmindful of the high standards which have bsen set by
this Commission under the Utility Holding Company Act, nor
of the standards set by the Trust Indenture Act. We can not
be unmindful that the proteetion thereby afforﬂeﬁlto investors,
and I' might add in some instances the help which they have
besn %o undexrwriters 1n negotiating with the issuing compsanies.

I do not feel, however, that the responsible underwriter
can blindly rely, in setting uvp an advising companj9 entirely
on the standards ag set by this Commission under eithér of
those two comments. No one is infallible, and we musgt exer-
cise oyr own judgments., On twWo occasions in the past year,
we have been unable to inAuse the issuing companies with whom
we were negotiaiing to include as sirong protective features
in one direction as otherwise we Would have been able to
persuade them, because they refused to go beyond the statutory
requirements of the Trust Iﬁ&@n%ur@ Ag%., |

Fortunrately, the hypothetical situation that Mr. Chamber-
lain mentioned a couple of days ago of there being one 1n§eata
ment banker only in this country, who would thereby dominate
all industry, does not exist nor does anything like a remote
approach go 1% exigt, and I think that such a condition only

could exist if that 6ne investment banker was the United
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States Government. The United States Government 1s already,
as Mr. Eaton has pointed out,'a substantial 1gvestment banker,
and I do not think it is entirely clear that they have taken
‘that position becauss of the fallure of the investment banking
industry. There may be other motives on the part of some.

If, for example, people agree with the theasis of MUr,
Adolph Berle that the wealth creation should be a function
of government and that consequently over a veriod of years
the Government will gradually come o own most of the oro-
duotive plants of the United States, that we would have such
a condition, and whatever rules are passed affecting the
bankers’ mechanism of the sountry would be of no moment, but
I am sure that we are all agreeil that we expect to continue
in a condition of private enterprise, anAd if that is the
case the 1nves%ment.banking mechanism of this country will
be as important in the future as it has been iﬁ the past,
and as Mr, Eaton pointed out, it will have a very real Job
to Ao in ralsing capital, new capital for industry.

I think that if any pule of this nature or any nature
should be imposed, it might impair the effectiveness of
that meehanism.

Ve may not be able to establish to the satisfaction of
this Commission that such results will flow from the vro-
mulgation of the vroposed rule, but on the other hand I

submi$ that it is equally Aifficult for anyone to prove
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that some.impairment will not result, and to me the situation
seems of such vital importance that I would urge that thk
Commissibn do not pass this rule or any rule unless it is
very sure in its own mind that there will be no result from
that which will in any way impair the effectiveness of the
investment banking mechanism, which should be, and I think
will continue to be a vital part of our national esconomy,
Chairman Frank: Thank you.
Mr. Stewart: Mr. Dean would like to carry on for a
moment.
Chairman Frank: How many more wiﬁneesee have you?
Mr. Stewart: Mr. Gallagher and Mr, Connely will follow
Mr. Dean,
| STATEMENT OF ARTHUR H, DEAN -
Counsel for the Securities Act Committee of the
Investment Bankeprs Assocliation
Mr, D@énz My, Chairman, you asked me yesterﬂay %o
supply for the regord the total amount of railroad finaneing
gince the passage of the Securities Aet of 1933, offered
publicly. |
Aé far as we can agcertaein, ascording %o figures report-
- ed by the Commer@gal and Financial Chronicle, from June 16
to Necember 31, 1934, $138,676,0003 1936, $196,733,0003 1936,
$796,058,900; 1937, $360,649,000; 1938, $72,371,000; s8ix months

ended June 30, 1939, $67,273,000; total for the period June
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16, 1934 to and including June 30. 1939, %$1,631,580,900,

Ag far as we oan ascertain, we may have missed some,
.beoauae a8 you know, all of these are not repvorted, but the

aggregate of all securities, railroad and terminal securi-
ties privately placed Auring the same period, is $39,926,000.

Mr. Rodgers: Toes your first figure include equioment
trust financing?

Mr. Dean: The %otal railroad finaneing reported, accord-
ing %o my understanding, does not inoclude equipment trusts,

My, Fournier: Do those figures include securities issued
in conneétion with reorgenizations?

Mr. Stewart: If I may answer, I would say no, I think
not.

Mr, Dean: I presume 6xecpt where there was a publio
offering in connection with th@_reorganizationo .

My, Stewart: That, of course, would be included, yes.

Mxr. Weiner: Perhaps %o supply a figure for the record
vhile we are geiting figures, - on the point made with re-
gard to the maturities, we compiled & rough calculation to
the effect that of the securitics of public utility subsidia-
ries, the eginking funds would provide on the bonds a maximum
retirement of a trifle over 10 percent. Those are the figurss
a8 to which the Chairman spoke, and which Mr. Ford stated
that there were sinking fund requirements. That percentage

is & maximum.
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Mr. Nean: Mr. Chairman, if it is the position of the
Commission that the Public Utility Act of 1935 lays a mandate

on the Commission to adopt a competitive bidding rule, then
I respectfully disagree ﬁith that interpretation of the 1935
Act, and I may say that I can not £ind that mandate in the
Act or in the legislative history of the Act,

Chairman Frank: If by & "mandate® that we are obliged
to do 1% regaxdless of whether we think:it is wise or not,
of course not.

Myr. Dean: By "a mandate®, I mean if there was any
Congressional intent expressed in the Act that you should adopt
any rule with respect to competitive bidding.

Commissioner Healy: How about Congressional authority
%o do 1%7

Mr. Dean: If you are addressing yourself to the question
of whether or not you have the authority to &o it without
going back %o the Congress, then I must say that as an advo-
cate of the administrative law, of the power of administrative
bodies, while I think you would be very unﬁise to exercise
1% without canvassing the whols situation wifh Congress, I
believe that unless your exercise of it in a partiocular situa-
tion was arbitrary and capricious, that you have the authority.

What I mean by that, Judge Healy, is that I believe that
the Supreme Court said in the Electric Bond and Share case

that they were going o apply the various provisions of the
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Agf ﬁa the partiéular situations as they arose. They in effect
gald to the industry at that time, "Don't ory until you are
hurt®,

If somebody were to come in with a negotiated price where
the price offered under 3sction 7 was so clearly reasonable,
and.all of the terms and provisions of the particular transac-
tion were so clearly in the public interest aﬁd in the in-
-ﬁeresfs of investors, I am not sure that a court would say
there that you would be justified in finding tﬁat that was
not remsonable and that you had to throw the thing into com-
petitive bidding. A

On the other hand, if the question Were to g0 up in a
particular situation where somebody was contending that as a
matter of evidence before your Commission that you should not
in a particwlar instance have tﬁa right to Ademand proof of
competitive bidding, I am not sure that the courts woul& 88y
that you, being the authority agency charged with carrying
out the policy of this Aect, would not have the authority to
Gemand evidencs of competitive bidding 4if you thought that
you reasonably required that evidence in order to ocarry out

your statutory Auty. Does that answer yomr’question?



cyl 10 kml
681

Comnmissioner Healy: I think it does. I interpret your
statement to mean that if we found in good faith that 1t was ~u
24d to ve in applying e slandards of 7{d) to reguire competi-
tive bidding, that we would be at liberty to do so. Do T mige
gongtrue your remarks?

Mr, Dean: Yes, sir.

Commissionsr Healy: Do I.misconstrue them?

Mr. Dean: No sir, you correstly construed them.

Commissioner Eicher: Do you think the rule as prenared

éontains‘sufficient rubber so that if we appropriately exerciged
our authority we would be on golid ground?

Mr., Dean: I think if you adopt the rule in ite presert fora
or anything like its present form you will regret it, and I thiunk
you will f£ind that it will greatly hamper the Commission in
éarryiﬁg out your stafutory duties in cbnnéction with the sale of
portfolio securities undér Section 12,

Commissioner Eicher: Icall your attentibn to Exception 5
in the draft of the rule. I would like very much to have your
opinion 6n that.

}Mre Dean: I think it is going to be a very difficult -thing
to apply, especially in the sale of equity aecurities which
s@metimeg involves three or four months of preparationé° I am
enough of a Yankee to believe~that you can get along under almost
any sei of céndiéions if you make up your mind that.those are fhe

conditions that you have to face and the best thing to do is to

A
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get along with them. I broke my leg onca, and I Just did not
know how I was evar goling %o get along getting arbund, going uvp
and down the subway stairs, but [ did because thers wes nothing
else that T could do. Of course, ! fell down those stairs three
or four times trying to do 1%, and I used to come to Washington
three or four times a week too, but I managed to do what I had
to do under the conditions confronting me.

Chalrman Frank: Are you suggesting that this rule be the
equivalent of kicking you downstairs?

Mr. Dean: I might, Mr. Chairman, but I believe that the
industry could live under it. I think that you would find
especially in the same of medium grade or equity securities that

a great many issuers would very greatly regret to see ths credilt

of their company placed on the auction block, and then if you
found that the bidding was very low, much lower than the board of
direétors had contemplated, that the board of directors might
find that the credit of that company hsd been greatly injured if
they wefe exempted from competitive bidding. If competitive
bidding were uni%eraally the rule and you had to come down here
and have a hearing in order to prove to people that the credit
of that company would be injured 1f i%s securitiés were sold on
the basls of competitive bidding, I think the very fact that you
had to have a hearing in-order to get relief from the univereal
competitive bldding rule might in a particular instance do great

f—

harm to. that varticular company.
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Chairman Frank: I have a recollection of a case, I think
in which the New Hampshire Commission wunder a rubber clause of
that sort relieved the company of the competitive bidding require.
ment --

My, Dean: (Interrupting) Yes, and the Federal Power
Commissibn last week --=

Chairman Frank: {(Interrupting) I don't think that has done
great injury to the company, has 1it?

Mr., Deans; I do not believe, Mr. Chairman, that the competi-
tive bidding rule has beeﬁ_applied in the case of equisy
gecurities.

Chairman Frank: You are restricting your attention now to
equity securities?

Mr. Dean: ‘I personally think 1% would be a great mistake to
adopt the rule with respeot'to your highest grade securities as
well as your medium grade securities, but I think it would do the
least amount of injury to your highest gfade gecurities.

Commissioner Healy: When you speak of equity securities, are
you speaking of new originaihiesues, or are you speaking of those
that are coversd by 1Z(d) where t@g issues have been outstanding
for some time and are now held in thevportfolios of holding
companies? | -

| Mr. Dean: I was addressing my,&%ﬁérk primarily to what you
might call dében%uresg convertible debentures, preferred stocks,

and common stocks. I should think my remarks would have direet
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application upon the sale by holding companies of the stocks of
their subsidiary companies in order to carry out the integration -
plan.

Commissioner Healy: Of course in those instances, there 18
no negotiation possible as o the terms of the security.

Mp. Dean; Well, you might in order to be able to sell the
gecurities, the bankers might go to the holding corporation end
say, "If you want us to sell the securities of subsidiary No, 1

with its present plan of capitalization at the best price; all

we think we can get you is X dollars. If on the ofther hand you
would be willing to put a certain number of dollars into the

common stock or reclassify the preferred stock or reclassify the
common stock or make various other changes in your charter, then
we believe we might be able to get you X plus Y dollars, there
may be three or four months of intensive diescussion gone into by
particular investment bankers and the holding corporation or the
operating company in order ¢o bring that about.

- Commissioner Haley:' Undoubtedly there are other situations
where that could not posaibly be true. For example, let us take
the holding companies of the North American and the Standard
Gas & Electric and the Pacifioc Gas & Electric, or ¢t he North
Ameriocan héldings in the Detroit Edison. Do you conceive of any
such situsation as you have descfibed arising in connection with
those securities? | f><;

¥r. Deens T do not believe that the North smericen Company
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would realize the maximum price of the Detroit Edison securities
or if the other securitiss were put on the auction block. I
believe that what they'would want to do would be to call in
investment bankers in whom they had confidence. Somebody said %o
me the étm? day in coﬁnection with one of these administrative
bodige that one of the things he found so difficult when he first
went on there was the fact that jou had to learn to work with
your fellow commissionersok I think that 1s on a par with the
basis of this whole antagonism of psople to competitive bidding.
It tekes them & long time to get them to know other psople's

" minds and to know how ‘to work with them, If you have confidence
iﬂ.other peoplefs judgment 88 you have after having worked with

them over & long period of years, that is another thing. One
person may say, "If you put $16,000,000 of securities on the

auction blook, we think we can get you so many dollars®. That
would be all right if they knew him. But if they did not, of
courge they would not have the cohfidence that it could be done.
But if on the other hand you are working with & fellow like

Jim Forrestal whose experiensce goeg back to before 1917 where
there wasg. & situation where they sold bonds and there was a
declaratioh of war and nevertheless the transaction was

carried out in & very oredi%able manney, if you have been through
a greaf many trying experiences, and especially in the eérly
period of the 20's when the utilitiss went through & very

difficult time in raising capital, you begin %o have great .
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confidence in a2 personts judgment. If he tells you the best
thing to do is to sell it in blocks or that he can get this or
‘that price for you if you will allow him %o work on this thing
fof é pefiod of three or four months, and that he thinks that
he can get you a very good price that is based upon years of
expeorience, you will let him go ahead on that basis.

I think 1f 1t were td be known tomorrow that the North
American Company had to put up the Detroit Edison securities on

the auction blogck, that they would get a very low price for them.

Commissioner Healy: It would not necessary follow that
they would have ¢to sell them all at once, would 1t?

Mr. Dean: No sir, but I think several years ago there were
several large blocks of stock of Woolworth overhanging the market,
and on an earning basis Woolworth stock was selling 12 or 14
points below other comparable chain store stocks. When those
several blocks of stock were finally merketed, the Woolworth
stock went up and sold back on the comparabls levels with the
other chain store sﬁoéks, but while it was known that the
executors of those sgiates within a ocertain period of ¢time had
¥o sell thoss blocks of stock in order tc meet the instalments
on the inheritance taxes, all the investment advisers were
advising peopls not to get into Woolworth because theylmew that .
those blocks of stock were coming into the market.

Hr., Weliner: vIs 1% your thought that% that presently is .

affecting the market for Pacific Gas & Electric or Detroid Edisoﬁ?
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Mr. Dean: I really don't know. I am not an expert on
public utility securities. One of the things I have learned
over a great many years ie not to express an opinion on that
subject for my banking investment clients.

If you were to adopt this competitive bidding rule, I think
you ought to give careful consideration to the integration of the
adoption of this rule to the Securities Act of 1933. You no
doubt will tell me that you have already adopted Rule 880, and

that the conservative New Englsnd public utility companies have

gotten along all right.

Commissioner Healy: We will go a step beyond that. We will
tell you that some of the investment banking firms that you have
represented and have filed registraticns for under the Securities
Act and marketed the securities.

Mr; Dean: Yes, I admit that. I will say, as the old
- fellow said, "I plead guilty and I don't want to hear anything
more about it".

(Laughter. )

Commissioner Healy: I did not have any suspicion of guilt
in conneoction with 1%; I thouéht it was very much %o your credit.

Mr. Dean: - I would like to call your attention to these facts,
however, Judge Heaiy: that several of these lgsues were done
prior to the passage of the Trust Indenture Act of 1939, The
Boston Edison, of course, was jué%,ab@ut that time. I would

point out to you, however, that under Section 3(a) of the Trust



688

Indenture Act, there are several provisions providing that irf
there are certain relationships between the trustee and the under-
writers, then the trustee is disqualified. I should think that
your normal ordinary situation would be for your issuer with its
@ounsel and based upon past experience -- I don't know whether
that will continue in the future or not -~ but they probably will
call upon some underwriting house and ﬁh@ir counsel will work
for them and would get the indenture in shape -- they would get
the reglstration statement complete with the exception of the
price, the proposed spread, and the names of the undsrwriters
and their holdings, 1ssuers and thelr heldings, and the relation-
ghip of the officers and trustees and directors, to the issue.

Now, supposing it so happened.that the underwriter bidding
the highest price after he sentﬂout his questionnaire to the
trustees discovered that he stood in one of the forbidden
relationships to the trustes?

It would geem to me that you would either have to- throw out
that underwriter'’s bid9 which would be very unfair to him; or
you would have to ask the trustee to resign. Other peopls might
then_complain that the securities that were awarded to the under-
writer with the highest bid were not the securities on which they
had made their bid.

We have had two situatiéns recently -- they were both .
industrials. One was the Jones & lLaughlin indenture where the

Union Trust Company had to resign and it went to the Bankers
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Trust Company. We had a situation the other day where the Shell
Union 0il, where J.P. Morgan resigned and it went to the Central
Hano§er° |

It seems to me, and I am merely expressing my opinion on the
basis of having worked on several of these reglstration statements
where there has been competitive bidding, that the underwriter
and their counsel are definitely handicepped in the investigation
wvhich they make under competitive bidding. I am not saying that
necessarily in the high grade security issues especlally where
they have been registered three or four times before or where
the Public Utility Commission has been over them with a fine tooth
comb that there may be anything serious about 1%, but let me point
to you some.of the>difficu1ties;

. Some of these New Englaﬁd public utility companies have
decided to go in for competitive bidding, and a large number of
underwriters and bankers swarm up there to their offices.
Generally speaking, financing is an interlude in the life of an
operating public utility company, and most of them dislike it
intensely because of having all.kinds of folks from Wall Street
come in and take their minﬁte books, take their correspondence,
git in their offices and smoke tﬁeir good cigars, drop ashes on
the floor and in general be expected to be invited out to lunch,
They do not come home to diﬁner and their wives do not like that,
and they are around there for a period of two or three weeks.

That is bad enough,when you have got one fellow and one get of
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investment bankers. But when you have got eight or 10 gets of
lawyers there or maybe 10 or 20 investment bankers a1l of them
asking for the minute book of tlie same day, or all asking for
conies of the indenture including the refunding issue of 1966
of which there is only one typewritten copy, and all of them
asking to be taken into the oresident!s office and gitting down
and saying, "Now, Joe9 tell me if there is anything in the family
skeleton", they don’t like it. If I were the president of an
issuer and I wanted tb withhold any real information, I would
have one of these bublic meetings, because it is the easiest
thing in the world to withhold information in one of these public
meetings.

Chairman Frank: You are not referring to this meeting?

Mr. Dean: I think more would be accompliched at a private
conference.

Chairman Frank:f This publié'conferenee was held at the
suggestion of your clients.

¥r. Dean: I quite understand.

Chairman Frank: I agree with you. i think we learn more in
e private discusseion than we do in this kind of a meetingai

Mr. Dean: If you are sitting dowrn with a2 vica-presidsnt
of a public utility company and pursuing a conversation ovér a
period & several weeks, and you think that he is trying.td hide
something from you or trying %o keep something back -- aﬁd

practically all corporations of any size or age have some family
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skeleton of which they are not too proud, a sort of a Sister

Emmy who is an epileptic hidden away in the attic upstairs --
but you do not get that sort of a thing in a town meeting. Maybe

you think that is important and maybe you think it is not. But
I personally think‘you don'!t meke as good an investigation on
these competitive bidding issues just for the very reason of
having the number of peOple working on them and because of the
fact that you can not gef on that intimate relationship with the
officers and the issuers that you can with private negotiation.

I submit that for whatever it is worth.

It may be that if ydu had universal compulsory competitive
bidding, that you would have these so-called professional
agencies”eet.up9 but I ﬁonder if that would not be substituting
another problem for the problem of your ﬁnderwriter? I should
think that if that were'done, that over a period of time, you
would have five or six of these profsssional agencies, and the
first thing you know you would have a charge of a monopoly in
these professional agencies., Then the Commission would have
the problem of declding what is the worth of the services of
this so-~called professional adviser?

Personally I can ﬁot see that competitive bidding solves
the problem of the Commission except upon this question of the
affiliation with the affiliaté, which asecems to me to be the guts
of this whole question. I honestly do not think that the price

or the spread will be solved by this question of competitive



¥ -
EXV N

892

bidding at all. It seems to us if we were to address ourselves
to the question of how the Commission can solve this problem of
vho, what and which is affiliated under 2(a)(11)(b) and try to
guggest to you some more specific rule for the rule that you have
now, that perhaps we might be able %o make a contribution to the
Commission in trying to help the Commission find out whether or
not the issuer really was affiliated with its investment bankers,
and isn't that the real question that is bothering the Commission?

Chairman Frank: Have you such a rule up your sleeve? .

Mr. Dean: I have ndt such a rule to offer today. I will
tell you why.

Naturally, representing an association you can not suggest a
rule without submitting it to a large number of your érganiza%ion
who would be interested. Obviously, those who headed public
utility of securities would want to see whether or not the rule
would be satisfactory to them‘and also see whether or not it would
meet some of the fundamentél isgues that have arisen under
Section 11(a)(2) and vnder your present rule Ul2F2. I may be
wrong, but it seems éo me thét the real question which is
troublihg the Commission‘is whether or not the issuer has been
free to pick the leading underwriter regardless of the price of
the sﬁ;read° The sﬁaff‘é report éays that ag far as what data
there 194 there has been a'slight overpricing on the basis of
secufities.that have been offered on the competitive bidding

method, and I gather that you think that is rather inconclusgive



693

one way or the other.

Chairman Fraﬁk: Perhaps you have in mind when you refer %o
affiliastes, something more than that limited question. What
does bother us a great deal more than price and spreads 1s whether
the issuer is getting the best adﬁice possible in the circun-
stances as to the character of the- securities, as between bonds
and stock. That is‘what bothefs us a great desl more than, in
the present market, the queétion of price and spreads.

Mr. Dean: Of course, generally speaking in working on
these 1issues, invesﬁﬁenﬁ bankefs submit all sorts of plamns
including immedliate plane and long range plans and alternative
plane just as Mr. Woods said fﬁis morning, some of which involve
mortgage bond financing, debenture financing, convertibles,. and
go on. It is said in fhe report that some of the bankers are
much more interested in selling bonds than in selling stock. In my
experience I do not think that makes any difference; I think the
banker is Jjust as much interested 1n‘selling preferred'and
common stocksas they ére in =elling bonds. As a matter of fact,
there 1s a higher spread on some stoecks than there would be on

gome bonds.
My, Weiner: That would not be true if that banker did not
handle the other_olasses of securities?
' ) o . . ofther
Mr. Dean: If he did not handle the/classes of securiiies,

then generally speaking they say that frankly and urge the

i ssuer to call in somebody else. After all, in most of these
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people who are in &perienced. You are dealing with somebody like
Delafield of the Columbia Gas and other executives who know a
great deal about the market. These are all pecple that have
studied these markets for years; they are not children and they
have.got men on their boards like Kemp on the Southern Californie
who is the president of a life insurance company out there and
~the president of a bank, and various other people that have been
in business for a long time and invested for large estates énd
thoroughly cognizant of capital gtructure, and they know pretty
'well vhether these investment baﬁkiﬁg houses are glving then
honest Jjudgment or not.

I personally can not quite see that if investment bankers
were $0 sell to thelr proposed issuers the services of their
Buying Departments and that the same invesiment bankers were then
permitted to bid upon the issue how you would get any more dis-
interested advice than you get now.

Chairma Frank: It would make this difference; concelvably
the banker who gave thé advice would not be sure in'thaﬁ instance
that he was going to be the successful bidder as he would in the
other. |

Mr. Dean: Yes, but on the other hand there may be greater
chance of coilusion, just as there is in the case of competitive

bidding. Fifteen or sixteen years ago, I remember coming down

to Washington for some of my clients because various people at
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that tme had gotten the Bureau of Standards to specify a ocertain
kind of spigot pipe, and when these municipalities all over the
countryilet their contracts on competitive biddihg, they would

say, "The standards as specified by the United States Navy", amd

that meant that everybody except this one particular manufactureris

pipe was excluded.

I remember another ¢ime --

Chairman Frank: That would be & 1little difficult today in
these circumstances.

Mr. Dean: He might set the thing up in such & way that there
were certain sleepers in some of the securities that were not

readily apoarent on the advertised bid that he would be far

greater cognizant of the possibilities than some of the others.

Chairman Frank: I think the astutensss of t he investment
banker will enable him to discover those sleepers, don't yoﬁ?

Mr. Dean: 1 can not quite see, if that would be your sole
reason for going into'competitive bidding, then I think that would
be a step backwards, becausé‘in‘my experience, the work of the
Buying Departments of these investment bankers shows that it is
very thorough, very conscientious and very well done. Fractically
every one 6f them are submitting plans to issuers all the time
with resbeet to their reeapit&liza%ion,

There is some curious miasma aboui the mind of the investment
banker that he is going around salliing upon the public utilivies

g2ll the time, and yet he won!t say that he sggressively competes
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for tr» business. I think vhat he means by that is this, that if
they went out and used the tactics of the strong arm methods and
aggressively went out and got the business, once they got the
business they would be in posiﬁion what soever to negotiate pro-
tective covenants, that they are in no position whatsoever to
try to set up a sgund plece of business, that if you have gone
out and said to somebody else who is satisfied with the leading
underwriter that you can take that business away from them and‘dob
a better Job.for you, then in order to do a better Job.for the

{sgsuer, they have o do a worse Job for the investor. That is

what I think they mean when they'say that they do not go out and
aggressively compete for business, but I think that every single
one of them would jump &% the chance of being offered a new
plece of business, énd evefy single one of them -- I was out
working on the Southern California in 1935 when 1% was free
choice for everybody, éhd if there was not an investment banker
that did not go %o Bauer”svofficeﬂ it was becguse he did not
wanf it. I think praétically evgrybody in the United States
was calling Bauer on fhe telephone or sending him telegrams or
using every conceivable kind of influence to get that particular
pleceof businesc, And I think that is true in every situation in
which investment bankers think they have a ghost of a chancs.
Mro Weiner sugpested this morning that some investment
banke#e thought that other investment bankers should not go out

and try to get business. I don?t see why anybody should not go
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out and try to get all of the business it can. I don't see why
Mr. Eaton-should not go out and get all of the business that he
can, and as far &8s I know he does. It seems to me it is per-
feotly all right. This idea that anybody has gqt a sacred hold
on any pisce of business and anybody else is doing something
wrong when somebody else tries to take 1% away from them, I think
is the bunk., I don't think you improve the situation if you go
out with competitive bildding.

On this question of pric%?competitive bidding, very often the
board of directors of the issuer says to the investment banker,
"are you going to sell all of this issue to the large insurance
companies, because if you are, wé want to get somebody else %o
do this plece of business. How many ﬁnderwriters are you going
to have in this business with you; how many.selling distributors;
how much are you going to allot ©o people in our own territory?®

The officers of the issuers study the proposals of the investment

bankers as ¥0 how many dealeré they are going to have and how
much distribution they are going to have around the country, very
carefully. That deaier distribution, naturally, costs money. I
you have competitive bidding aﬁd if insurance companies are going
to bid at the same tiﬁeQAthen naturally if anybody is going %o
bid, he has got to cut -- the investment banker to bid success-
fully.with the insurance companies would have té cut to the bars
bonés° | |

Mro‘WeinePS Would you mind an interruption at this point?



Gro fls

18
698

Mr, Dean: Just let me finish this statement, and then I
will be glad to answer you.

Suppose you have a $50,000,000 issue and your rule is
adopted that you can bid for a ﬁart of it. If your insurance
company were to ﬁid 101 for $25,000,000, and your investment
vanker is going to bid 101 for $25,000,000, then obviously you
are going to get rid of that participation as fast as he can
and he is going to get his aistribution cost down to the
bare bone minimum. And if the insurance companies are only
willing ©o bid 101, then it 1s obvious that the insurance come
panies are not going to bé in t he market for any part of fhe other
$25,000,000 at 101} or 1629 and therefore whoever goes into that
thing has got to go out and sell it and sell it fast and sell i%
Just as quickly as they know how.

Now, I will be glad to get your question.
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Mr. Welner: I was going %o ask you about the local~
distribution, what cases have come to your atiention, because
the only one we have particular seen was the Consumsrs Power
case where, contrary to the general expectation that the
issuer has insisted, or that the underwrlter because of his
ovn motivation has not given the local territory as much as
it can absorb, 1t was as the result; as I recoll=ct it, of
a letfer from the Chairman of the Commission stating that
the Commission was interested in local distribution but had
no powsr to direct 1%, - that an additional milllon dollars
of bonds wasg allocated to the local dealers?

Mr. Dean: I remember sver since I was in the utllity
financing business, back in 1923, the first case I had was
the case of the Milwaukes Electric, and at that time the
board of directors was very keen ~-=-~ I think that, if my
memory serves me right, it was an affillate of the First
Nagional Bank of Wisconsin and other large Wisconsinodealers, -
that they be given large participations in—oréer that they
get proper distribution in that territory.

I remember in the Cleveland Elzctric Illuminating,issue
that they were very anxious to get local distribution.

I remember in the Southern California Edlson issue that
the board of directors went over the distribution of the
issue and ﬁhe names of ths underwriteré and dealers in a very

coareful manner, in order to be sure that there was proper distri-
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bution in and around the State of California,

Mr. Weiner: There might have been other reasons?

Mr. Dean: You mean the fact that they might he anxious
%o see that friends of thelrs were %alken care of?

Mr. Weiner: Yes, friends of theirs, or people who are
influentisl in making sentiment regarding the company in the
community.

Mr. Dean: Yes, although in that particular situation,
as I think the testimony before the TﬁEC ghows, in one of the
issues a large block of honds had to be repurchased by a
secondary syndicate, and redistributed in the East.

But generally speaking, most issuers are very keen %o
achieve very wide disiributlon of thei: securities,

Now 1f you offer the dealsr too small an amount he won'g
work, I mean he just won't go around and wear out his shoe
leather pounding the pavements, calling upon his customers,
1f the amount that ls allotted to him 18 too small. He will
try to sell something else.

The suggeetion was made here that the Commission might
try to allocate the amoﬁnt that was to go to the underwritsrs
and the amount that was to go'tp the dealers. I am not addregsa
ing myself to the Commission’s statutory authority to do that.

I eimnly would like %o say this, that you of course have got'
%0 pay capital enough to inberest capital, and you have got to

pay the dealer érough to interest the dealer,
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Now the spread between the dealer is naturally a combina-

tion of bonds times spread. When you get inte a particular
city like here in Washington; as ClAiff. Folger will tell you,
if you have too many people belng allotted bonds, he won't be
able to take care of his own particular bonds, and if you have
t00 many people calling up each customer for one bond, you
can ruin vour market in that Qecufity in a particular cilty;
whersas, if you confine yourself %o a par%igular number of
dealers where, by someé magic, sﬁch as a successful syndicate
maﬁager9 vou would have a successful issue in that city.

It would seem to mé thét vou would have to go in%o the
auestion of many underwriters you wer¢ going to have, how many
bonds éach underwritér wag golug to have; how many dealers
you weré going to have; how many bondsAeach dealer was going
£0 havég whether there were enough dealers in yvour syndiéaté tem
in other words, the Commission would be ftaking over the functions
of a successful gsyndlcate manager, which, Heaven help me, I
havs never been able to undsrstand.

Mr., Welnsr: I don'%t think that was the Chairman’s suggsse
tion. I thought he suggested that the issuer might presecribe
the condltions of his bid, |

Mr. Dsan: Asg a.practical matter that bothers me very much
from this standpoint.

Supposing you have a $SOQOOOQOOO issue and adopt a rule

permitting an insurance company o bid for it and an investmons
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banker to bid for it: 2and suppose each bids 101 for $25,000,000

apisce, The lnsurance company says, e are going to keep our
bonds, we are no% going to reoffer them". The investment
banker then says, "We don“t‘quite understand how, - if the
insurance company hae bought thelr bondé and they are the
property of the insurance company and the Commission has no
further strings on what the lnsurance compény does with them, -
why the bonds that we have bought aren't our property, and vwhy
the Commission should be putting strings on what we can do with
our property because we bought 1t and pald the lssuer 101
Just the‘same as the insurance company has pald 10l; and since
it is our property, we don't think that those are fees paid
by the issuer.®

Mr. Weiner:; I didn't understand that. As I recollect
what I belleve you are referring to, vwhen the ppint about
local distribqtion in the territory where the company operated
wasg' made, the Chairman suggested consideration of the'feasibility
of an lssuer who desired that kind of distribution sp2ecifying
in the first instance in soliciting bids a requirement that‘ '
arrangements be made for local distribution of some character.

Mr. Dsan: This happsned inAone instance that I know of,
where the president was very 1nsistént that the investment
banker include a certain number of dealers, He also insisted
on a very high price. When the bonds were offered to the dealers,

there was an almost universal dealer declination, so that the
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underwriter was left with those securities.

The presldent still inslisted that the underwriter would
havs %o use every effort to try to sell'thoee gecurities %o
the dealers. The underwri¥er said, "I can not and will not
use pressure upon these dealers, the only thing fof me %o do
is, they are now my bonds, and I am golng to sell them in
whatever way I please." -

It seeme to me that you can’t expsct people, as a

practical matter, to take thelr money and take i% out of their

4
;
!

pockets and put it in the issuer’s pockets, =o that thelr
money is then the issuer's money, and then they own the bonds,
and then for the underwriter to be told "Now these are your bonds
and whatever loss is on them is yours, and whatever profis
is yours, and I, the issuer, am going %o %ell you how %o sell
these bonds,"®

I think, as a practical matter, that is a very difficult

thing to do.

Well, I have already taken up a great deal of the Commis-

sion's time. I can only say that I sincerely hope that the

Commission will not adopt this rule, proposed rule; but if you
do adopt 1%, I also sincerely hope that you will not adopt it
without giving Congress «~which I beslieve at the %ime oFf the
passage of ths Securities Act of 1933 expected undsrwriters %o
make very careful investigations of security issues; and vhich

I do not believe had compulsory compstitive bildding in mind
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WLC when they adopted the 1933 Act or the 1955 Act-~ an opportunity
6 to review these wvarious statutes with you in order to see ‘
- whether compe%itive bidding fits into the theory of the
various statutes under the Commission’s jurisdiction.

Commissioner Healy: Competitive bidding was practiced
in various sections of the country when all of those statutes
were passed?

Mr. Deans I% had not come up at that timé here in the
District% of Columbila,

Commigsioner Healy: That 1s %rue. But 1t had been
enforced @owever in Massachusetts since 1919, if I remember
correctly.

Mr. Dean: That ig %rue, and I don’t want to make any
statement on that subject because I am not a student of i,
but 1t is my understanding -perhaps Mr. Ford can help me out- thaef
the Edison Electric Illuminating issue of 1934 was one of the
£irst pleces of long-time financing ——- _

Mr., Ford: (Interposing) I believe 1¢ was thé firs%.

The Boston Edison Company financed itself on a shord-%erm
up until 1934 by the issuance of one, two or three year
notes, which, under the Massachusetts statutse ag 1t then
gtood, was permitted without compstlitive biddingo

Commissioner Healy: My information is thag the Massachusetts
statube was passed in 1919, and that the $raditional method of

financing utilities in HMasschusetts is by short-term loans which
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in capital additions,

Mr. Ford: That is quite true.

Commissioner Healy: Isn't it true that competitive bidding
had been in force in Massachusetis by}statute for at least 14
years bgfore the Security Act of 1933 was passed?

Mr. Ford: I am not% sure of the exzct date when the
Act was passed,

Commissioner Healy: I am not sure either, but I think
that is about right.

Chairman Frank: And that obviously was also %true with
the Trust Indenture Act.

Mr. Dean: Yes, Mro.Chairman, 1% was, although I don't
know of course what went through the minds of the Congress,
but I don’t recall any discussion either with the Commission
or before the committeés of Congress about the relation of
competitive bidding %o the Trust Indehtmre Act.

Chairman Frank: The fact as, wasn't i¢ =--

Mr. Dean: (Interposing) I% never occurred to me about
vhat would happen if you were t0 let =-

Chairman Frank: (Interposing) i don't see much Aiffi-
culty about it. Yqu can provide names of %rust companies
in the alternative.

Cbmmissioner Healy: Besides, don't you think that a

bidder would be somewhat negligent 1f he didn’t discover
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8 fied, until after he had made his bid? Isn't it reasonable
to expect that an investor would Ilnvestligate that subj=ct
in advance?
Chairman Frank: Or that the issuer would investigate it
if he wanted to have a particular bid from a particular invsestg-
ment banker,
Mr, Dean: He might not know,
Chairman Frank: He would inquiﬁe, then,
Mr. Dean: Suppose he had never heard of this particular
underwriter who came along and put in a bid?
Chairman Frank: The underwritér would know, and if %% bscame
e matter of imporiance, the issuer could speclfy one of several |
trusitses,
~ Mr. Dean: But the various trust companies might not wish
to give out the securities in thesir portfollos, the securities
they held as trustee in their various capacities, to pecple
unless they lnew the person was a successful bidder.
Mr. Weiner: Which disqualification under the Trust Indenture.
Act are you Speaking'of?
Mr; Deans The various ones.set forth under Section
310, about various security holders{
Mr. Welner: That 18 as intefrelated with the proposed
underwriters?

Mr. Dean: Yes, gir.
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Mr, Weiner: A fairly rare case today, ign’t'it?
Chairman Frank: We will reflect on that, Mr. Dean,
Is there anything further?

A Voice: May I ask Mr., Dean whether his figures on %otal
raiiroad financing included certificates of bankruptelr *rustees
and receivers in equity?
| Mr. Dean: These figures were telegraphed me today by
Franklin McClintock, We asked Mr. McClintock to give us all
publicly offered securities of éailroads 6ther than equipnents
and include in it the.total private placements of which h» had

any record. Now we excluded equipment trusts,.
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aj=-1. I would like to file a copy of the brief of the Invest-

~cyl ° ment Bankers Association of America, as vart of the regord.

Chairman Frank: Is that the brief that we heretofore
recelved?

Mp. Dean: Yes, sir,

Chairmen Frank: Then the reporter need not copy that
in the record.

(A copy of the brief referred to is filed with the
transcript.)

Mr. Weiner: I should assume that all the replies re-
ceived ought to be regarded as a part of the document,

Chairm&n‘Ffank: Yes,

Mr. Stewart: If that is the case, will copies of the
other replies be avallable to us as well?

M, Weiner: I think they should be, yes,

Chairman Frank: i should. think so.

My, Stewart: We would be grateful if they were,

Chairman Frank: You have another witnegas?

Mr, Stewart: Mr. Gallagherol

| STATEMENT OF FRANCIS P, CGALLAGHER
Manager of the Munioipal Bond Nepartment of
Kidder, Peabody & Co.

My, Gallagher: My name is Francis P, Callagher, Mﬁnager,

Municipal Bond Department of Kidder, Peabody & Co.

Mr,  Chairman, I have & very excellent speech on this
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entire subject, but in the interests of adjournment, I am going
to file it,
(The prepared paper of Mr. Gallagher is as follows:)
Factors that Influence Price on New Issues:
Negotiated Issues:
1. Satisfaction to isseusr.
2. Approval by 8.E.C.
3. Acceptance by investor.
Competitive Issues:
1. Satisfaction to issusr,
2. Approval by S.E.C.
3. Acceptance by investor,
4, GCertainty of award.
6. Advertising accruing to purchaser.
6. Establishment of character as house of high
grads 1lssues, |
7. Prestige of syndicate manager.
8. Availability of large block of acceptable issue,
9. Recovery of expenses ingurred in examination.,
10. Estimate of what second bid will be,
11, Actual knowledge of existing market for
suoceeding issuss,
On both negotiated and competitive issues, factors 1 %o
3 affect the public interest. On competitive ilssues, faotors

4 %o 11l do not congern the public interest, but nevertheless
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influence price.

Mr. Gallagher: I would just like to summarize one 1little
paragraph here that I thought would Araw a plcture of the
existing circumstances, and what can happen in the futurso
Nobody knows, under the rule, what can hapoven or what would
happen, but I just want to recite here what can happenr, and
I was thinking of how our great Lincoln said something about
"All of the people all of the time" and "some of the people
some of the %time", and I just wrote this down:

Under existing methods of negotiated 1ssues.pubiiely
offered, the féllowing results ars evident at the present
time: Some of the investors get some of the bonds all of
the time., Some of the‘investors get some of the bonds sgome
of the time. Nqne of the investors get all of the bonds
any of thé time,

On competitive bids it is possible for some of the in-
vestors to get all of the honds all of the time,

Competition in a broad sense implies an esqual chance
for two or more persons to attain a given end. In comvetition
for new issues of public utility issues there would not be an
equal staprt for bond houses against insurance companies be-
cause, under the 1933 Act, an insurance company would no% be
an underwriter and subject to the impediments attaehihg tq an

underwriter. Consequently, there is not fair competition,
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In the interests of adjournment, I will stop with those
few remarks.

STATEMENT OF EMMETT F. CONNELY
President, Investment Bankers Association of America

Mr. Connelys I think it would be a very welcome note
if I would say, "The defemnse rests".

But I would just 1like To touch on one thing, as President
of my own company, the First of Michigan, which has not been
covered, a point on the concentration of underwriting, and IX
won't read this whole statement, but I will leave it here
with'the reporier as part of the record.

(The statvement referred %to is as follows:)
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aj-1 I would like to make a few remarks, not as President
of the Investment Bankers Assoclation but rather as President
of my own company, the First of Micﬁigan Corporation of
Detroit,

Ag I have listened to thé testimony given %o date, 1%
seems To me that there has not been brought out certain in-
formation that might be of value regarding Yconcentration of
underwriting power", In the testimony yesterday there were -
occagional references to things that happened in the invest-

" ment banking business prior to the passage of the Securities
Act of 1933. Also, certain testimony developed in the report
of the Public Utilities Division uses sevidence given at the
T.N.E,C. hearings that deals with investiment banking prac-
tices of the 20's and aven earlier dates.

It seems to me that there is 1ittle to ﬁe gained by
delving into past history ex§ept where such history may be
used constructively to compare what was going on then as against
what is heppening noﬁo I Ao think one should compare con-
centration as it-ex;ate& orior to the passage of the 1983A

" Act with the go-called concentration of today: and I think I
know a 1little something about this subject. When bank affil-
iates were permitited, prior to 1933, I was pres;ﬁ@nt of the

\ First Detroit Company. This company had $6,000,000 of eapital
of ite oWn and resource to a great deal more capital if needed

from the First National Bank snd the Netroit Trust Company,
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the two lafgeet ingtitutions of their kind in Netroit.

In 1933, with a grouo of ny oén agsoniates, I formed tne
First of Michigan Corporafion with a rather limited capital.
In the 0ld days the First Detroit Company, with all the capi-
tal and all the prestige that we ha&9 were underwriters in
comparativeiy few large situations. About the best we could .
do was to be in a'banking group or a sub-underwriter's group,
but equally often, I believe the records would show that we
were but selling group members. There was Aefinitely mors
congentration then than there is now,

With the breaking up of bank affiliates many officers and
officials of those companies went into business for them-
selves., For example, the First Boston Corporation was'formed
by the affiliates of the First'National Bank of Boston and
the Chase National Banik of New York. Many people that have
been in business for a 1§ng time completely rebuilt their
business as far as underwriting activities were concerned.

We did, Since 1933 we have been able to have satisfactory
underwriting positions in a great many more dsals than we ever
'pad in the old days. We have, ar a result, a more diversified
1ist %o offer our customers than we had formerly. As a re;
gult of this trend Michigen has come to be a pretty good
public utility market. Prior to 1933 Michigan was known in
the trade as a very voor public utility market, except for

issues of the Detrolt Edison Company. Even the issues of
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Consumers Power and other big utilities were sold 1ittle in
Michigan prior to 1933. Now the Michigan investors are able,
through larger underwriting groups, to get Consumers ?owsr
bonds whenever they are offered., 'We &l1s0 have mofe oppor-
tunity to get into more industrial financing than we usel o
have.

Therefore, if you compared what the situation was in the
20“9 a8 against what the slituation is %oday, I am sure that
it is conclusive proof that there is constantly heing given
more consideration %o broadening dlstribution rather than
concentrating the purchasing power of a few houses in New York.

Experience in my company is not at all unique today. In
any sizeable deal there are anywhere from 40 %o 100 under-
writers; this contrasted with perhaps 3 to 5 underwpriters
formerly.

I firmly believe that if the competitive bidding rule is
put into effect there will be a tendency to contract these
underwriter groups because the méchanics of handling the
deal will be oomplicéte& plus the fact That there will be a -
natural aesire to take biéger positions on the part of %hose
that are heading the accounts because they will feel there
will be that way a narrowing spread and they have %o get ﬁheir
gross, Therefore, there are two risks coming out of this -
less underwriters and probably few seiling grouvps, and we

would return to the concentration of the 20's,
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I would like to also add & little more testimony to what
Mr. Walter Sacks said yesterday about the competition of the .
market. There is no question about this exisiing 15 our
business, just as it does in others. While we don’t buy our
clothes on competitive bidding, competition in the markes$
keeps prices in line. We certainly don’t buy our groeeries'
on competitive bidding, but agaiﬁ, comparable prices are
dquite an influence. No grocer can very well go along charging
foo much for his merchandise and get away with i¢.

It is not up %o me to discusg the legal aspecte of this
situvation, but I confess that from & layman's reading of
all the nmaterial that I have seen, I have had to come %o the
conclusion that the Congress, when it passed the 1935 Act,
was talking about competitive conditions and not competitive
bldding; that 1¢ was talking about conditions as they existed
between interrelated public utility companies and not as they
exlsted between a utility company and what has been semantic-
ally termed an emotlional affiliate in the underwriting busi-
ness,

I% is because of this feeling that I think that this
matter should be clsared uwp by Congrsss and that is why I
urge that any action on this rulé be deferred until it can
have the attention of the appropriate committees in the

House and the Senate,
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Mr. Connely: The point is that I think we have complete-
ly ignored what happened prior to the Securities Act of 1933,
I was President of a bank affiliated at the time in Detroit,
and we had $6,000,000 of capital of our own, and éll the
extra resources we neé&ed from the First National Bank sand
the Detroit Trust Company, and yet we were very rarely an
underwriter,

Now since 1933, as President of a very much smaller
company, we have been a very frequent underwriter and have
been in many, many issues, and had a great 4qeal more diversi-
fied 1list té offer to our customers.

I Would\like to point out that in that particular case,
if & firm such as the Firs% Detroit in the old days couldn't
make very much headway against concentration of buying power,
that the competitive bidding might turn that situation back
where 1ittle fellows like I am today, would never get an
wnderuriting.

I think that is worthy of thought, because in the old
days there used %o bs three or four houses underwriting
practically everything.

There is one morse thing I would like %o subtmit for the
regord, Mr. Weiner sfated this morning - if I remembex )
correctly - that he hadn't had & reply from an operating eomé

pany on this subjeot,

John McKeon, of Hérth?d, gent me & copy of a letter that
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Mr, Ferguson, President of The Hartford Electrie Light Company,

gent to the Commission, so I assume you have that copy. It is

dated November 14, 1940.
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. On Januery 27, 1941, Mr, Ferguson wrote Mr. McKeon,
and he gave me permission to use this, vhich I ghsll 2leo
file, in vhich he says that there are two things in the
public utility bueiness that he éonsiders do not lend ﬁhem=
selves to competitive bidaing. |

(The Zetter of January 27, 1941, referred %o, is as
followss)

THS HAXTFORD ILECTRIC LIGHT COMPANY
Hartford, Connzscticut
January 27. 1941
Mr., John J, McKeon
Charles W. Scranton Company
209 Church St%reet
New Havsn, Connecticut
Dear Mr. McKeon:

In answer %o vour inquiry as %o my feeling in regard o’
the value of competitive bidding to utility commanies would
gtate that I have previously made & suggestion te the Gomnmiss
glon which I feel would enable them to find out what is no%
known now, namely, whether or not such procedure would be of
advantage to the companies,

In our husiness the two prime essentlals are ;

1 - a sure supply of fuel;
2 = a sure gupply of monsy.

I am positive as to (1) - thet we could not consider
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competitive bidding since a sure source of supply is of far
more importance than the saving of a few centé per ton even
if such saving should result (which 1s by no means certain
over such a pariod of years as covers both & buysr's and a
sellar's ma rket).

I am inclined to the same opinion as %o (2) =‘certa1nly
untll i% cen be demonstrated in some way that compstitive
bidding is & real advantege %o thé public. To require 1%
with present information looks like attempting to rectify
gpeciflc abuses by a course anglogous to getting rid of
rats by burning dovn the houss,

Yours very truly,

S. FERGUSON’

SF:8 ' Presldent
Copy tos Mr. Emmett F. Connely, President

Investment Bankers AgSociation

I think in fairness to Mr. Ferguson that I should state
he quqlifies his objections. I want to make that perfectly
clear. He has offered a rather unique idea that the Commis-
sion might insist on a bid on 10 percent of the issue, and
then throw the rest open to negotiation,

(The letter of November 14, 1840, from Mr. S. Ferguson

is a8 follows:)
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THZ HARTFORD ELECTRIC LIGHT COMPANY
Hartford, Connecticut
Ndvember 14, 1940
Jeroms N, Franlk, Chairman
Securities and Exchange Commisgsion
Washington, D. C.
Dear Mr. Frank:

I note in the press that the Commission has heretofore
invited suggestions as to methods that would assure that the
public is not burdened by excessive underwriting feés in
connection with utility financing.

I would suggest that in place of requlring competitive
bidding on an entire issue that there be required the_sale
of five or ten per cent of each i1ssue on such a basis,

Such a bid would naturally be somewhat higher than the
underwriters of the major part of the issue could afford to
make on account of the difference in amount of work and
reSpohsibility but the fact that & comparison of fees would be
a matter of record would ==

(a) Accomplish an aﬁtomatic check on collusive offers.

(b) Furnish your Committee with data which would show

whefher or not an extension of the method was
desirable in the public interest.

I might say that those underwriters with whom this proposal

has been discuss ig1a
ussed dislilke the suggestion as 1iable o nut +hew
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unduly on the sp6t.
Yours very truly,
8, FERGUSON

SF:8 President

Now we are most apprsciative, Mr. Chairman, for the time
that you have given us here. 1 think this has been a very
worthwhile, although pretty tedious, three days.

Chairman Frank: I% has been very interesting to us.

Mr. Connely: And we ﬁave beesn extremely grateful to
you for that.

I am going %to file this statement, and there is Just
one part which I would like to read.

(Whereupon, Mr. Connely read a portion of his prepared
statement, the full %ext of which is as follows:)

On behalf of those who have represented the Investment
Bankers Assoclation of America at these geries of conferences
1 wan% %o express my appreciatlon to t‘he'S.EaC° for the manner
in which they have conducted these hearings. The Commisgsioners
have evidenced a high type of falr minded interest which re-
agsures my belief that they have an opsn mind on the subject
and will declde the question solely on the basis of the
reports, letters, briefs and memofanda submitted to thenm
by all interested parties together with the testimony taken at

the present mestings., - ' '
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the present meetings.

Consildering the proposal which was put forward by the
P,U.D. staff ons has %o ask who has demandsd the imposition
of compstitive bidding? Does the public ask for this? Does
the investor ask for this? Do the public utility companies
ask for this? Do the great majority of invesitment bankers
ask for this?

The testimony submitted in the last three days dsfinitely
refutes the premise that any of thess demands es&ist°

Witness aftsr witness has aﬁpeared here to testify against
this proposed rule. Investors repressenting banke, insurance
companieg, college and hospital funds, etc., have voiced their
concern and disapproval and have indlcated that the proposal.
if adopted, would injure the public ipteresto Small dealers,
medium sized and large underwrifers have bssn squally equlvopal
in advising against the adoPtion of the rule. Only %wo
interssts outside of the P.U.D. staff 1%self, favored the
aQOption éf the proposed rule namely Halsey Stuar$ & Co. and
Otls & Co. (ths lagter suﬁplemented by Mr. Chamberlaing.a former
utility executive who acknowledged that he at one time headed a
company which was dominated by Mr. Eaton of O0tis & Co., and who,
by his own testimony is wnfamiliar with financing practices
since the Securities Act of 1933.) |

X bslisve that in the court of public opinion the case for

compulsory competitive bidding under ths weight of opposing evi-
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dence must collapse.

Without any desire to prolong this closing statement
I must point out that the adoption of the proposed rule would
further complicate and impede the free flow of capltal at a
“ime when the nation is corying for industrial expansion for -
national defense without delay.

The adoption of the proposed rule would largely offset,
as applied to public utilities issues, the amendment to the
1933 Act sponsored last year by the Commission and the industry
to make possible the acceleration of the effectivensss of regls-
tration statemsnts,

I% would further burden the Commission with the task of belrng
Judge and jury on many questions that mightmere propxly be
decided by corporate management and finally it would undoubtedly
make necessary certain amendments to the 1933 Aect to insulate
underwriters from 1iabilities of section 11 and 12 as far as
mis-statements of issuers and experts are concerned. |

Because of all of this I respectfully ask the Commission
Yo defer final action on ﬁhis proposed rule until the broad
quest ion of public policy involvéd here can be considered by
the Congress along with the proposals which we hope will be put
forward for amsndments in the 1933 and 1934 Acts, and %o ask
Congress to clarify the 1935 Act with such supplemental

legislation as may be needed with respect to this problem.
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Chairman Frank: As to yeur last point, there is no‘need
to traverse the same area that we d4idé wlth Mr. Jackson, but I
think you understand the attitude of the Commission whicﬁ
can be briefly stated thus:

As to whethsr the 1933 Act needs amendment in order
to make this rule workeble, we will consider that, although,
as ﬁe have already indicated, experience with the New England
competitive bidding issues would seem to show that it isn't
nscessary.

Putting that to orie side, if the Commission decides that
it has no power to make such a rule, that ies the end of it.
Then there is no need to go %o Congress to determina it because
we won't exefcise i%. 4

If, on the other hand, the Commission belisves that it
has the power and considers it desirable, i% doesn’t understdnd
-and Judge Healy put it very well- vwhy it should gé to Congress
on this kind of a question any more than it showld on any
other confemplated action under the statute vhich someone
objec®s o or some lawyer objscts to. We might as well say
ﬁhat every time we are going to take action unrder Section 11,
because there is objsction to 1%, we should go to Congress.

It is.oniy in the event that we thought such action was highly
desirable and we thought that we didn't havs the power, that

the suggestion of going to Congress would seem to us appropriate.

I am enlarge on that t0 this exténtD to say that if an
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administrative agency believes it has the power to act, and
that it was desirable to do 8o, if 1t went to Congress for
approval in each instﬁnce it would defeat the very purpose
for which Congress orea%ted the administrativs agency, because
the idea of coreating adminisfrative agencies was that Congress
is so burdened already that 1% delegates to‘the adminlistrative
agencies certaln functions.

Mr. Comnely: I completely agree with you,

Chairman Frank: We have recei%ed reques®s to be heard
on this subject from persons in Gaiﬂforni& and Texas, and
there may be others, and for that reason, although I think
everybody is agxeed that we have spsnt an immsnse amount of
time in these hea;r’ingsD we have decided to have a further
hearing on the subjec®, or a public discussion on the subject,
on February 5th at 10 o'clock, and would 1limit that pariod to
those persons who have not heretofore been heard, although
that doesn't mean that we won't be plsased to have any of you
present as spectators, but we wouldn't like to traverse the
same area agsain.

We assume you are all satisfied that you have had ampls
opportunity %o present your visws, Is that correct, ﬁr, Dean?

Mr. Dean: Yes. Will there be an opportunity of correct-
ing the record that has bsen taken of the proosedings?

Chairmén Frank: GCertainly.

Mr. Ford: Befaore we break up, I should like to 8Xpress the
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appreciation of the Natitnal Assodiation of Sscurity Deslers
for the patience which the Commission has shown in psrmitting
such a full hearing.

- I belleve all of the gentlemen who have appeared here'are
msmbers of houses who are also members of that Assoclation.

We wish to thank you mos® slncerely and heartily.

Mr. Deans I would like also to expreseé my very sincere
appreciation, Mr. Chairman, and to say - as I heard it stated
here by scomeone - that if they had any desire to be a Commis-
gloner, this hearing has oﬁr@d them of that desire.

Chairman Frank: I am sorry to hear that. (Laughter.)

lir. Stéwart: I would like %o add, Mr. Cheirman, that I
am very grateful %o you for your comsideration, and your patient
and courteous treatment, and I do particularly wish %o record
my thanks,

Mr. Weliner: Would it be appropriate to suggest that ==
thers were se¥eral specific amendments to the rule, if it were
adopted, that were of ingerest to a number of persons, and
that perhaps it might be well to be prepared to have that
discuesed at the February 5th mee¥ing. I am thinking pafticﬁlarly
of the exemption for commersial banks. I know, from what I have
been told, that the investment banksrs and the commercial bankers
are both interested in having that discussed.

Chairman Frank: We will put that on the agenda for
February 5th.
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We will now stand adjourned until February 5th.
(Whereupqn? at 6330 p.m., an adjournment was taken unt41

10 o'clock, a.m., Wednesday, February 5, 1941.)

o S @ o e o

(The following is the letter in full, excerpts from
vhich were read by Mr. Ford, as indicated on page 368 of

the transcript in these proceedings dated January 28, 1941:)
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9 JORNSON, CLAPP, IVES & KNIGHP
60 3tate 3treet
Fred'k Manley Ives Boston
Henry F. Knight
Hervey V. King January 3, 1941
Wilford L. Spenoer
William R. Cook
Henry C. Perkins
Frank B. Frederick
Charles O, Pengra, Esq.,
30 State 3treet,
Boston, Mass.
Dear Charlie:

I have not seen the report of the Securities and Exchange
Commission on competitive bidding but only the release of
Necember 19, 1940 which summarizes the report. This release
is numbercd 2441 under the Holding Company Acst of 1936, I
hed supposef and gtlll suppose that the proposel rules re-
gpeoting competitive biAding applied only under the Holding
Company Act and not under the Securities Act of 1933. X do
not know esnough about tho operation of the Holding Company
Act %o express an opinion on the wvorkings of such a rule
unRder that Aet,

Competitive bidding for Masgsachusetts public utilities
is, of course, hore to stay under our losal law, and I asgsume
a Auplicate rogquirement wnder a Feieral lav would be no more

burdensome. 8o Lfar as I know, the only reason for legislation

requiring competitive bldding is that 1% prevents the oppor-

tunity Lor collusion betwesen an igsuer and vndervriters: and
] [}
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that, of éoﬁrsé, was the argﬁméﬁf a&vanoeﬂ by the orooonents

of the lMassachusetts statute. The opportunity for collusion

is, I syppose, greater in the cases of holding companies than
vin the cases of companies without affillates.

From the point of v;ew of the EAison Company the objec-
tion to competitive bidding is the delay which might result
between the date of acceptance of a bid and the delivefy of
the securities, in order to enable counsel for the suacessful
bidder to give an opinion upon the legality of the issue and
respeocting underwriters' liabilities. 1In our two bond lssues
that feature has been my vrincipal worry, S3trange counsel
might, I presume, investigate the dorporate records and satiga
fy themselves that the issue was lawful or unlawful in a
reasonably short time, but I Ao not see how they could possibly
form an opinion with respeet~to underwriters’ liabilities for
false or misleading statements or omissions in pregistration
statements and prospectuses in & period of a week or ten days.

Fortunately, my worries have not materialized in our two
bond issues because of the wi llingness of the underwriters
to supply you with the rather intimate knowledge of our
affairs which you have gained from your repressntation of
underwriiers of ouwr securities long befors 1933 and in ocases
where competitive bidding wasg not requir@ﬁ,' But if Ropses,
CGray or Palmer, Dodge, or some other equally eminent firm,

who knew nothing about our business and who could be relied
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upon, to do a thorough job, had been employefl by a successful
Sidderw I cannot. believe that they could have glven an accept-
able opinion in ten Aays, |

If the Securities and Exchange Commission themselves
approved issues so that the underwriters might rely upon
that approval, the case might be Aifferent, but, of oourséD
under the Securities Act there is and can be no approval by
the Commission, and the un&erwritefe are liable for false
and misleading statements gnd oﬁi@sions in registration state-
ments and prospectuses almost to the same extent as directors.
Perhaps, under the Holding Company Act the underwriters!®
liability is not so compreheneive. I have not investigated
and do not know,

I have bsen unable %o find any memorandum of conversa-
tions during the registration 6f the 1235 bond issue with
Commission officials respecting the necessity of an effective
date under the Securities Act prior %o inviting prOpoéals
under the Massachusetts statute, There has never been ény
doubt in my mind that we had to have an effective date for
this purpose; and according %o my recollestion my discussions
at that time with Bane and John Burns were prefiicated on the
proposition that an effective statoment was necessary as a
matter of course., Schedule A, paragravh (16) of the Securi-
ties Act requires that a registration statement state, "the

price at which 1% is proposed that the securities shall be
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offered to the public or the method by whiesh such price is
computedl.....? It seems to me that we satisfied this re-
quirement when we stated in some form of words that the price
would be not less than par or such higheyr price as might be
offered and was acceptable Yo the company. Perhaps if no
minimum price had been stated Scheduwle A i3 not satisfied;
and I am sure X don't know whether the Commission will permit
a statomont to beocome effective if no minimum price is
stated,

Youre very truly,

/s/ Fred'k Manley Ives.

FRED'E MANLEY IVES.©








