OFFICIAL RE_PORT OF PROCEEDINGS
BEFORE THE '

SECURITIES AND EXCHANGE COMMISSION

------------------

BARGAINING AND COMPETITIVE CONDITIONS in
THE SALE AND DISTRTBUTION OF SECURITIES of

REGISTERED PUBLIC UTILITY HOLDING COMPANIES
AND THEIR SUBS]IDIARIES

.....................

THIS IS THE PROPERTY OF

NATIONAL ASSOCIATION OF SECURITIES. ;
DEALERS, INC.
821 - 15th STREET
WASHINGTON, D. C.




la
o
1=
I3
i=
i=
]
17!

'STATEMENT OF: PAGE

OLIVER, FRED L, 896

TRUMAN, HON, HARRY S, | 001



894

Grover BEFORE THE
aj=-1
' SECURITIES AND EXCHANGE OOMMISSION

@ D & A ED o € D £33 & S 3 € o 2 < & S e o D

Public Conference concerding

THE PROBLEM OF MAINTAINING ARM'S-LENGTH
BARGAINING AV¥D COMPETITIVE CONDITIONS
in
THE SALE AND DISTRIBUTION OF SECURITIES
of
REGISTERED PUBLIC UTILITY HOLDING
COMPANIES AND THEIR SUBSIDIARIES,

3 90 00 00 0@ 20 oo so. ov se oo vo %

Hearing Room 1102,

Securitiss and Exchange Commission BlAg.,
Washington, D. C.,

Thursday, February 6, 1941,

Met, pursuant %o adjournment, at 10:46 o’clock a.m,
PARTICIPANTS
COMMISSION

JEROME N, FRANK, Chairmen, (presiding),
SUMNER T. PIKE, Commissioner,

ROBERT E. HEALY, Commissioner,

EDWARD E, FICKER, Commissioner,

STAFF OF QOMMISSION:

JOSEPH L., WEINER, Director, Publie Utilities Division.
ROBERT H, O'BRIEN, Associate Dirsctor, Publiec

- Utilities Division.
GEORGE OTIS 3PENCER, Assistant Director, Publie

U%ilities Division,

LAWRENCE 3, LESSER, Special Gounsel, , '
LESLIE T. FOURNIER, Supervisory Utilities Analyst.
ROGER FOSTER, Special CGounsel,



OTHER APPEARANCES:

Name
Nevil Ford

Emmett ¥F. Connely

Cyrus S. Eaton
Hareld Stanloey

Jd. K. Starkweathewr
Churchill Rodgers
John E. Lockwood
Artnwr H. Dean
Robert C. Webster
Charles W, Kellogg

Edward L, lovo
Jameg W, Moss
Jehnr J., Quail

Michael D, Dearth

Mr. Awadt

My, Caldwell

Hon. Robert Cxosser
Burnett Walkew

¢. Coes Tarxrier
Hen.Harry 8. Truman

Fred L, Oliver.

896

Representing

Ex. Comm., Natlonal Association of
Securities Nealers’, Ing.

Pres., Inveatment Bankers Assocla-
tion of America.

Otis & Co.

Mbﬁgmn Stanley & Gompany,

Starkweather & Co., Neﬁ York City.
HMetropolitan Life Insurance Co.
Milbvank, Tweed & Hope, Washington,D.C,
Counsel, XI.B.A,

Webster & Gilson, Nashville, Tenn,

Presgident, Edison Electric Institute,
New York City.

Chase National Bank, New York Gityo
Preston, Moss & Co., Boston, Maas,
Quail & Company, Davenport, Iowa.

Murdoch, Dearth & White, Ins.,
Des Moines, Yowa.

National City Bank of New York.
Chemical National Bank, New York City.
Congressman £rom Ohio.

Smith Barney & Company.

Agst.Ci%y Sol.,City of Philadelphia.
Senator from Missouwri.

Committee on Public Uility Invest-
nents of the Mutual Savings Banks.

Mr. Cutler; Mr. Bennett; Mr. Hurd; Mr. Scotg,



896
PROCEEDINGS

Chairmman Frank; Let us procesd, gentlemen.
Ma jor Oliver!
' STATEMENT OF FRED L., OLIVER
Committe® on Publise Utility Investments of the Mubtuml
Savings Banks.

My, Olivexr: If ﬁﬁ@ Commission pleass, I éppe&r at the
roquest of the Committes on Public Utility Investments of the
Mutual Savings Banks.

Ag you know, the Mﬁtual Savings Bankg are Eastern institu-
tiong primarily, aﬁout 830 ﬁo 540 in number, wWith combined
aspets of epproximately 12 billion dollars, and approximately
14 million depositors; Most of these are, With ﬁh@ exception
of some large metropolitan 1nsti€mtion@n small community banks.

We hesitate to sﬁggest %o you or o question the advis-
ability of any well-considersf opinion of this Commission, o
even a tentative view. I think you know that our group Emee
from time to time, had occasion to appsar and support legisla-
tion enlarging the Commission’s functiong, |

Commissioney Eicher will rescall that we consistently sup-
ported your Trust Indenture Hill, X ¢think some of us belisved
that the Trugt Indenture bill d4id not go f&; enough to be of any
practical bemefit to the emall inetiTutions.

We ars not tmking an extreme position h@ragAbu% our gTOoup

is apprehensive of the results of your proposei competitive
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bidding rule.

Ve desire to bring %o your attention our apprehension, and
Yo 8ir our grievance or complaint at the same time with respect
%o privaete placements, inasmuch as the question of private
placements has & bearing upon the feeling or apprehension of
our people as8 to compebitive bidding.

As Judge Healy knows, the Savings Banks have been much
congerned over private placements. They have seen their high
yield, good utility bonds ocalled and refunded without an oppor-
tunity to participate in the new igsues., They believe that it
is a practice that should be discouraged, and that feeling with
reference Yo private placements ﬁa@ 2 bearing upon their appre-
henslon as to competitive bidding. That is, on %op of losing
60 to 70 percent of their good utility bonds because of re-
funding, it now appeéés that they may be wrequired o pay
artifieirlly high prices for the remaining issues in which
they are permitted to participate.

Now I have no expert knowie&g@ on the subjest, and I don’s
fhink our people bave any statlietics on the question of the
result on the pricing, As I have stated oo, it is theiw
Judgment that that will result.

Chalrman Frank: Major, the matter bas been discussed so
frequently back and forth in the cowses of these four days of
congerences - this being the Tifth day - that rather tham pur

sue. the subjest with you, I would like to suggest that for
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your clients you glance over the testimony at these hearings,

and I think perhaps thers will be some matter there that may
perhaps affect your juigment on the subject.

Mp, Oliver: Yes.

Chairman Frank: That is, there have besen arguments made
back and forth, and some of them indicate that perhaps the
surmise that there will be artificially high prices, ag you
call them, maAy not be altogether Justified. |

Mr. Oliver: That may well be %true, sir, and as I say, we
are not taking an extremé position,

Our banksg have seen thelr good bonds go, their yields de~
crease, which reduces the dividends to the depositors who need
the money, and who are the small savers. I% appears %o them
now that there 1s & possibility or probabllity that they will
have %o pay higher prices for those bonds which they will get.

Chalisman Fzank: 'What would you ¥hink, 1Y we can Ao 1%
logally - I don't know tha% we can - of our imposing a requirse-
ment® thét in case of refunding, some priority should be given
to those persons who hol& the bondg that are %o be refunded?
Would ﬁhﬁt be helpful if we ocould do 3%, and if 1% were prac-
ticable?

Mp, Oliver: I think that would go & great way édwaﬁﬂ
satiscying ouw ina%itution@q I ¢hink that has been the main
complaint. They have seen their portfolios raided of the geod

bonds, vithout having an opportunity to participate im the
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refunding.

I realize, perhapa, that there 1s no sound way that you
can absolutely ban private placements, but it seems to us that
thers are vays by which you can Aiscourage that, and we are
fearful that this competitive bidding may actuvally give &
greatef advangsage to those large instivtutions with concentrated
purghasing power, than the norm@iway of Aistxibuting seocurities.

Commissicncr Pike: That is very &ifficult for me %o
vigualize. I% has been shown quite clearly that if competitive
bidding were the rule, the insurance companies would be placed
on the same basis as the other bidders exeept in the mastter of
price., They are buylng for themgelves, and not selling, and |
there ic a question as to whether they wouldn't be able %o
offer a 1ittle more, A% the moment they havevﬁha% advantage
ag %o price, amnd have the additional advantage of being able
%o go in wocks, and som®times months, before any papers have
bosen drawn, and make & £irm commitment that if the papers are
go-and-80, they will take the b@ﬁ&@ = and there is no more
talk, No investment banker can do that. That, at least, would
iron out that partioular portion of the advantage whish the
ingurance companies have, leaving one &s %o whisch there is no
argument, They are buying for "keeps”, and maybe they can
offer a 1i%tle more.

Mey, Oliver: Your jmagmént ig pexrhaps better on that than

mine, Mr. Commissloner, but it seems to some of our people, &%
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least, that the competitive bidding rule -- under that four
or f£ive large purchésers can get together and meke a firm
commitment, where an investment banker might not be able to do
that 8o readily.

Commigsionesr Pike: .That 1g vhat worries me. When it comes
Just to a matter of privats placement, I am unable %o see why
they can't do that now; whereas, under the compatitive bidding
rule, at least they will have to‘go in there at the same minute
and with tho same sealed bid as the others, and won't bé &ble
to mako the firm commitment far in advanse, which is one of
thelir principal &&vmnﬁagee af pé@@en% = a% leag?t 80 wWe agre told.

My, Olivor: Yes, Well, X ﬁill $6ll you frankly that our
primyry interest is in the question of banning private place-
mens$s., | o

Chalrman Franks OGenerally, and not merely with respect
to compsetitive bidding?

Mr, Oliver: That is correod, sir. We realize that om
the question of price, so farp aa'our @Xp@?i@ﬂ@@liﬂ.OOnG@Tnéﬁg
as X uwdorstand 1%, with respesct to equipment trusts, Lfox
example, the question of oompetiﬁive bidding is no% the
primary fastor which perbaps ascounts for $he high prise, the
primary factor being the unigue position of the equipment
Trusts in comnoction with a kankruptey, for instance., They
bave an imprograble position,

Ag a ma%ter of publie policy, Congress said that equipmens
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tmists shall not bear any sacrifice to the mortgége.cre&mors9
so they ride through the}bankfﬁpﬁoy prooeeding, receive thé
interest during the meantime, and are undisturbed at the con-
cslusion of the prooeediﬁgso

I think perhaps the competitive bidding is a faocfor in the
price.

| I don’t know that I can gay anything further, sir. We

vant you to bear in mind our gituvation, our Gongern over private
placements; our fear, our apprehension, perhaps, - it may or
By nod Be well grounded - that this competitive bi&ding‘may
advergely affect our small investing ingtituvions, and thug
arfect the small gavers who &?e-&@penﬂen% in part on their
8avings. |

Ghmifmaﬁ Frank; Thank you very muth,

We are honored this morRing. Yesterdey woe had a Momber
of the House of R@pre@entaﬁiée@ appear, end Yoday we have a
Senator, Senatoxr Truman, whe has asked to be heard,

Senator Truman!

STATEMENT OF HQHo HARRY S. TRUMAN
Senator from the-Staz@ of Migsouri

Senator Truman: Mr, Chairman:

I am here at my own request %o insert in this record a
1i%tle history with regard %o xailvoad financing, as broughb
out by the Senate Committee, which spent about 3-1/2 years in-

vestigating rallproad finance, and if the Commigsion will
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1naﬁige mé‘fbé a few ﬁohents{ I Will Pééd to yoﬁ a few excerpts
from that history.

A certain banker here the other day sald he 4idn't want
that record placed in here, and I thought it ought to be brought
out.

I am pleased indeed to state for the record of the Sesuri-
ties and Exchange Commisgsion some facta developed by the 3enate
Railroad Finanoe Investigation. That investigation has to
date resulted in the publication of 23 volumes of hearings and
exhibits, plus 26 or more preliminary and additional reports.
Those hearings were held pursuant to Senate Resolution 71,
74%th Congross, and continuing resolutions., Naturally, X ¢anncsg
sumnarize ftoday @ll the mabterial in the @ubcoﬁmit%eGOQ record
pertaining to competitive bidding ve. Yeontinuing banker re=
lationshipae®, as the present practice is gometimes deseribed.
But X oan cutline foi you & fev typloal sgituations as developed
in our re6ord. |

”Gbnt&nmimg banker relationships® have been defended by
Withesses befoxre the Séﬁat@ Railroad Investigation, and perhaps
here too, on the grownd that a railroad or other enterprise can
?in ¢time of necd" furn to its continuing bankers for short-
term aee&mmod&$ions or oéhe? aid. The incident I have in mind
in this conneection comes from my own State, the State of
Missouri, In testimony at a hearing before the Missourd Publiec

Service Commission, aboud 1931, it was urged that the Misaouri
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Paoific would benefit by establishment of such a relationship
with a New York banking firm. 3aid one witness:

"The Mieéour& Pagific in times of prosperity can finanse
its own needls, * % 4 Nevertheless, they have got to nsgotiate
with some bank in‘order to procure the sale of their securities,
and I think the Van Sweringens may be helpful to them in that
regpect. ® 9 ¢ Having a friend at court, even in a banking
house, is much more helpful than dstrimental,¥

Thé Missourli Commission was impresssed by that argument. In
ite later opinion, that Commisei&n declared:

Mr, (John P.) Murphy (Van swering®n attormey) stated
that most of the banking business of the applicant {Alleghany
Corporation) is done with J. Poiﬁorgan & Go., and expressed
the opinion that the Missouri Pacific Railroad Co. will be
enabled %o readily and easily finance its future reguirements
with this comnection.®

Théreafterv J. P, Morgan & Co., became continuing bankers
for the Missourd Pacific, Less thean tvwo years later, the
Missouri Pasific, a $600,000,000 railroad, needed $1,500,000
to mee%.an interest payment, and turmed o this banking Liwm.
The bankery wefuscd to make the loan, Thereupon, the railrosd
went to the Roﬁodco which agreed to lend the money, bu$ gould
not'&o go for 16 days. The'bankere then agresd to lend the
railroad the $1,600,000 for 16 days, but ”only’on the basis of

the expsctation that the R.F.C., will lend you the sum negessary
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to repay with interest such loan at ite maturiﬁygﬂ 15 days
later., Moreover, the bankers took that occasion - of making
e loan of $1,500,000 for 15 days -~ to require the railroad %o
post $15,500,000 additional collateral for other leans which
they and associated bankers held,

But here is the interssting point., Our subcommittes asked
one Morgan partner whether at that precise moﬁent his firm
would have let the 13,000-mile Mimssouri Pacific Railread,
serving the whole Southwest, "go bust® for lack of $1,500,000.

"Why not?®, he repliedo

The incident, ahé I have ﬁo doubt that the experience of
the R.F.C. would show it is not an unusual one, seems ¥0 me
%o shou clearly one thing: If continﬁimg banker relationship
has advantages over competitive bidding, financial aid in time
of orisig, even from 80 recegnized & Lirm as J., P. Morgam & Co.
which was then engaged in both private banking and underuriting,
is noé one of them.

Another argument against competitive bidding wrged more
than onee upon our @dbcommitt@én and pexrhaps mrgeé here as
well, ig that the continuing banker relationship makes avail-
able %o a xailroad or other company the advice and guidance
of i%ts bankers., Here it seoms t0 me & misconseption muegt be
cleareil away. That advice, in omse affer cago, is not %giwven?,
but rather sold by the banker to the company. Let me clse tweo

or throe instances.
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Some years age, the Mieeouéi Pacifié acquife& control of
the Gulf Coast Lines, Bankers for the Gulf Coast Lines arranged
the transaction, foxr which they received compensation° The
Missourl Pacific’s bankers, Kuhn, Loeb & Co., in this oase
limited ite services to "“advising" the Miagouri Pasifis. For
thie advice it was to recseive 1-1/4 percent of the amount in-

. Volved - a sum vhich the Interstate Commerce Commission charac-
terized as "excessive compensation”, and two Commissioners
further characterized as followé:

“Kubn, Loeb & Co. are the regular fisocal agents of the
Missourl Pacific, Whén that railroad issues seourities, they
are sold %o the public through Kvhn, Losb & Co. and its connsc-
tions as a matiter of course. One of the defenses offereil for
thig variety of monopoly, whieh.ig widely prevalent in the
railroad world, is that by such an arvangement a raillread en-
1&@%@ the friendly interest and advice of an experienced firm
of bankers., In this cage it doee not appear that the Missouri
Pagific sesurcd such friendly 1@%@2@9% and a&%ioe at anything
loss than the current market pries.”

This opisode 1z not uwnique. Let me site also the sale of
cortain stooks by the“ﬁeléware & Hudson %o the Pennayivaniao
Thic transaction was arxanged by Euhn, Loeb & Co., continuing
bankers for both the buyer and seller. The transaction can
best be described in the exast worde of & late partner in

That Lirmg
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“Upon authority of Genl, Atterbury (Pennsylvania vice-
president) I biA Mr. Loree $62,500,000 {for his Wabash and
Lehigh Valley stockg)amWhioh"biﬂ was accepted by him and his
Committee. I stipulated with Mp. Loree that out of that swm
K. L. & Go, are to féc@ive a commission of $670,000, which he
approved, I also advised G@ﬁl, Agterbury over the telsphone
that XK. io & Go. are %o receive a reasonable commission (I
4ld4 not mention ¢the amount) in the manner above stated.®?

ﬁro Ben jamin Butt@ﬁwiassrt a partner in this firmm, has
testiried before our subcommittes as follows:

RO @ © Through being con%inﬁing banker Loy & company,
the eompany To8ls frée %o @onault'one banking fifm for &
great deal of financial aévice which may not be QAefinitely
on the subjest of & new security iseue, but just in the
general sphere of finaneial advisce--very much as if one hasg
a sontinuing lavysyr, one feeols free to songult him from time
%0 time."

I think those two quotations will stand on thelr own
feet. One dessribos in forgoful languvage the theory of
benerids aecruing to & sompany from having & continuing
banker. The other deBcribes & typical case in which thas
theory ig applied,

To summarize, even though 1t be conceded that & oompany
neclis advics from its bankers, that advice is a purchasabls

commoddty. I% ig mo%t, as cases like these elearly show,
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something thrown in by oontinuing bankers without compensation,

I nmight say here, before passing to another consideration,
that whaﬁ the eompensation of the bankers in sonnection with
the Gulf Coast transasction was under serutiny by the Inter-
state Commerce Commission’as Bureau of Finance, it was defended
by the railread's lawyers at the railroad's expense, The
treasury of Missouri Pacific was the source not only of the
bankor'!s extraordinary fee, bué élso of the cost of defending
that fee before the Commission,

This matter of "advice® Qeserves & 1little further dls-
cussion., Let me taRQ as an example the formation of Pennroad
Corporation, a xailroad holding company. I can think of no
bettor example, Loxr &‘pmrtneé in the banking firm which
assisted at the formation of Pennroad Gorporation repeatedly
deseribed the advice then given as Ythe best advice we eveyr
gave, ®

The.firm was well T@W@Fﬂ@ﬂ.for %hig advice. It received
options %o purehage Pennwoad stock, from whish ép%ions 1%
netted @ profit of more than $2, 700 000. This profit involved
ne sigk, I% vas in aa&i%ion to @ profi% of nearly $2,000,000
assruing %o Kuan, Ioeb & Co., and assoclated bankers iR connec-
tion with the Ponnsoad stock offer. The $2,700,000 profit to
whiech X refep was on Op%ion@ gran%eﬂ specifically “in consider-
ation of your having acted in an advisory capacity and having

given the organizers of this corporation the benefit of youp
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experience and Judgment in connection with the organir;atlon8
of Pennroad.

The advice referred to cannot have extended over a period
of more than 31 days - from March 23, when the subject was
first broached to the bankers, until April 24, when the com-
pany was actually launched,

But let us look at the advice itself. It consisted of
three points. First, the bankers advised the corporation to
issue stocks r#ther than bonds. Perhaps that is what the
partner in the banking firm meant when he said that hig firm's
advice to Pennroad was "the best advice we ever gavéoﬂ And
it was good advice. But what puzzles me is why similar advioce
was not given ¢o the Missouri Pacifie, the Nelaware & Hudson,
the Wabash, the Penngylvania Company, and perhaps other clients
of thig banking fixm as well. Every one of these companies
maintained @ continuing banking relationghip with Kuhn, Loeb
& Co. Every one of these firmsg thus had available the con-
finuing a&vié@ of these bankers. Yet every one of them issued
bonds through this banking Tirm and incurred fixed charges in
ordeyr to buy stocks. Im several instances this invertef-
pyramid financing was a Airect ebntributing cause $o subsc-
quent bankruptey of these rallrvoads. Our gvboommittes has
never been able to determine why these bankers, knowing as

they did the dangers of financing stock purchases through

bond issuss, nevertheless underwrote such bond issues and



909

even advised them. VWhy, in short, they gave Pennroad in this
connection so much better advice than they gave the Missouri
Paoific, the Delaware & Hudson, the Wabash, or the Pennsylvania
Company. | _

30 far I have mentioned one bit of advice glven during a
3l-day perlod or less, for whioch the bankers received the
$2,700,000 I have mentloned. The second bit of advice was
that control of Pennxoad be lodgef in a voting trust, thus
sterilizing the power of investors to control their invest-
ment. Ome Xuhn, Losb partner, discuseing such devices as
voting trusts, desoribed them very succinetly as Yinventions
of the devil¥®, I agree with that characterization, and I
sometimes wondor whether adviese to lodge control of a helding
company in a voting trust is the kind of advics whieh meritas
giving one banking £ixm & monopoly over the securities of the
company advised.

The third bit of advice given in return for those options
uwhich netted & riskless $2,700,000 profit to the bankers was
that the initial Pennroad stock issuse should not be under-
writton. Ingtead of an underwriting, the bankers proposed an
agreement %o purchase & limited number of unsubseribed ghares,
if any, subjest to certain conditions. Under an underwriting,
the bankers would have had ¢to assume & full liabllityo Under

the Kvhn, Loeb proposal, the bankers assumed no respongibility

unless stockholders of the Penngylvania Fai Iroad and perhapg
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others subseribed 85 percent of the offering. Again, if the
issue had been underwritten, the bankers would have had %o
agsume an $87,000,000 risk; under the Kuhn, Loeb proposal, the
bankers®’ risk was limited to only $3,750,000. Finally, if
the i1ssue had been underwritten, the bankers would presumably'
have profited only by a 5spread” of two points more or less.
Under the Kuhn, Loeb proposal, the bankers profited to the ex-
tent of $1,964,577.27 - more than 50 percent on their total
commitment of $3,760,000.

I like to think of that Pennroad transaction whenever 1
hear or read that the “advice? given by a banker to an issuing
company is one Jjustification, and perhaps the chlef Justifioca-
tion, for permitting one banker to monopolize the underwriting
of that company.

Let me conelude with what is perhaps the most interesting
part of the Senate Committee’s r@@@fﬂ go far as it touches
upon competitive bidding. As you know, the Interstate Com-
meres Commission has required competitive bidding for railroad
equipmont ¢trust ocertiricates sinco about 1926 = in my opinion
sucgesstully. The gignifieant thing about our 23-volume
recoxrd is thatpwhile it ig replete with instances of financial
abuges rosulting from continuing banker relationships, I do
not recall & single instance of such abuses in the oase of
the tens of millions of doll&ra of equipment trust certifi-

cates igsued under competitive bidding., So fap a8 thig



aj

911
class of securities is concerned, the competitive bidding
requirement seems to have wiped out with one stroke the many
types of abuse which, as our record abundantly illﬁstnatea,
cluster about the traditional type of underwriting arrange-
nents,

I thank you, gentlemen.

Chairman Frank: Thank you very much, sir,

Mr, Stanley: HMr. Chairman, may I ask Senator Truman one
thing?

Chaimman Frank: Yes,

Mr. Stanley: My name is Stanley,‘and I was a partner of
Jo P, Morgan at the time you mentiocned.

At the time of the million and a half dollar loan to the
Missouri Pacific, you stated that they had other loans at the
game time. Do you happen to have the figure of those loans,
Senagor?

Senator Truman: X do not. I can get thage

Mp, Stanley: I would 1l3ke to have that, They Were large
loans?

Senator Truman: They evidently wére large loans,\becauae
you required $15,800,000 additional security.

Chairman Frank: I think that consludes the testimony of
all persons who have &sk@ﬂ to be heard, and the conferences

will therefore be closed,

(Vhereupon, at 11:16 o¢clock a.m., the conferences were
closed,)






