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REGULkTION OF 0¥ER-THE-COUINTER  MARKETS 

TUESDAY~ I~EBI~UAI~Y 11 1938 

UNITED STATES SENATE~ 
COMMITTEE ON BANKING AND CURRENCY, 

Washington, D. C. 
The committes met at i 0 : 3 0  a. m.  in the committee room of the 

Senate Commi t t ee  on Banl6alg and Currency,  Senate  Otnco Building, 
Senator Robe r t  F. Wagner  (chairman),  presiding. 

Present:  Senators  Wagner  (chairman),  Adams,  Maloney ,  Radcliffe, 
Brown of .~,fiehigan, I I i tcheock,  HUghes, H e r r i n g ,  Smathers ,  and  
Townsend. 

Present  also: George C. Mathews,  Commissioner,  Securities and  
Exchange Commiss ion;  Mi l ton  Katz ,  Special Counsel, Securit ies and  
Exchange Commission;  and Sherlock Davis,  ~kssistant Director ,  T r a d -  
ing and Exchange  Division, Securities and Exchange  Commission.  

The CHAIRMAN. The  commit tee  will be in order. 
Gentlemen, this meet ing today  is to begin the hearings upon  ~ bill 

S. 3255, in t roduced by Senator  Maloney.  A copy of the bill is to be 
inchided in the record at  this point.  

(The bill, S. 3255, is as fo l lows: )  

[Commlt t se  Pr in t  showing Certain proposed amendments ,  February I, 1938] 

[S: 3255, 75th Cong., 3d sess.] °J 

[Omit  the part  in black brackets and insert the par t  pr inted in italic] 

A B I L L  To provide for the establ ishment  of a mechanism of regulation among ever-the-counter brokers 
and dealers operating in interstate and foreign commerce or through the mails, comparable to tha t  pro* 
vided by national securities exchanges under the Securities Exchange Act of 1934, and for other purposes 

Be it enacted by the Senate and House of Representatives of the United:States of 
America in Congress assembled, That the Securities Exchange Act of 1934, as 
amended, is amended by inserting after section 15 thereof the following new 
section: 

"SEe. 15A. '(a) Any association of brokers or dealers may be registered with 
the Commi~qion as a nation.d securities association pursuant to subsection (b), 
or as an affiliated securities association pursuant to subsection (d), under the 
terms and conditions hcreinaftcr provided in this section, by filing with the Com- 
nfission a registration statement in such form as the Commission may prescribe, 
setting forth the ilfformation, and accompanied by the documents, below spccified: 

"(l) Such data as to its organiz.~tion, membership, and rules of procedure, 
and such other information as the Commission may by rules and regulations 
require as necessary or appropriate in the public int.erest or for tim protection 
of investors; and 

"(2) Copies of its constitution, charter, or articlcs of incorporation or 
ass,~ciation, with all amendments thereto, and of its existing bylaw.% [or]  
and of any rules or in.~trunmnts corresponding to the foregoing, whatever the 
lmme, hcrei||after in this title collectively referred to as the 'rules of the 
association.' 

:'uch registration shall not be construed ~.~ a waiver by slteh association or any 
tember thereof of any eonslitutic, n:d right or of any right to contest the validity 
f any rule or regulation of the Commission u||der this title. 
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2 I tEGULATION OF OVI';It-TIII~-COUNTI':lt MAltKI,;TN 

"(b) An appl icant  association shall not  be registered as a r~t~tiot,al securiti, i 
association t:nless it appears  to tl,c (.:ommission t h a t ~  

"(1) by reason of the ram,bet  of its members,  the scope of their Ira:.,. 
actions, and the geographic 'd distr ibution of its members mtt:h "ts.~,wi.t :.. 
will be able to comply with the provisions of this title and the r.h.s :t: ,~ 
regulations t.hercumh:r aml to carry ottt the lmrpost.s of this section: 

"(2) such as.~oeiation is so orgaaized and is of such a charaett:r  a.  t,, I~. 
able to comply.wi th  the provisi,ms of this title and the rules anti regulati,,z,, 
thereunder ,  arid to carry out  the pttrposes of this section; 

"(3) the rules of the tL~sociation provide tha t  any bri,ker or th'ah,r x~.:., 
makes use of the  mails or of any means or ins t rumenta l i ty  of iniM.r.taT.. 
commerce  to effect arty transactioi~ in, or to induce the purcitase or sah. ,,f. 
any security otherwise than  6n a national securities exel!ange, may b,.c,.~.. 
a member  of such association, except Stleh as are excluded pursua:tt t,, 
pa ragraph  (4) of this subsection: Provide, l, Tha t  the  rules of the ass,,cia~i,,:, 
may  restr ict  meml)ership in such association on such specified ~z~ogr q hi .at 
basis, or on such specified basis relating to the type of bushu;s.-: done hv zr. 
members ,  or on such other  speeilied and appropria te  basis, as aplH,:,rs t., 
the Commission to be necessary or appropr ia te  iu the public interest  . r  f,,r 
the protect ion of investors and to carry o~,t the purpose of this section; 

"(4) the rules of the association provide that ,  except with the approv:d ,,r 
a t  the direction of the Commission in eases in which the Commission ti~,,!. 
it  appropr ia te  in the public interest  so to approve or direct ,  f,o br.k~.r ,,r 
dealer shall be admi t t ed  to or continued in membership in st;oh associ.lti,,~,, 
if (1) Kueh broker or dealer, whether  prior or subsequent  to becoming s~wh. 
or (2) any  partner ,  officer, director,  or branch manager  of such brok~.r ,,r 
dealer (or any person occupying a similar s ta tus  or performing simiht: 
functions),  or any person directly or indirectl.v controlling ,~r controlh,d I,.. 
such broker or dealer, whether  prior or sttl)se(tttent to I)ceotning snt.h. (.~.' 

• has been and is suspended or expelled from a registered secvrit ies associali,,~ 
(whether  national or affiliated) or from a national securities exchange, 5¢ 
violation of any rule of such association or exchange which prohil.~its any :wt 
or t ransact ion const i tu t ing eondvet  inconsistent with jus t  and e(itlflat,],. 
principles of t rade,  or requires any act  the omission of which constitat,.s 
conduct  it ,consistent with just  and equitable principles of t rade,  or (B~ i~ 
sttbje,:t to a,~ order of the Co,.nmission denying or revoking.his  registrali,,:: 
pursuan t  to section 15 of this title, or expelling or suspending him f. ,,n 
membersh ip  in a registered securities association or a nat ional  sccuriti,.. 
exchange [ ,  or ((3) is  permanent ly  or temporar i ly  enjoined by order, jud~,- 
ment ,  or decree of any court  of competen t  jurisdiction from engaging in ,,r 

" cont inuing an.v conduct  or practice in connection with t h e ' p u r c h a s e  or sale 
of any securit .v];  

"(,5) the  rules of the association assure a fair representa t ion of [ the  
m e m b e r s h i p ]  its members in the adopt ion of any rule of the association ,,r 
a n | e n d m e n t  thereto,  the selection of its officers and directors, and in all ot her 
phases of the adminis t ra t ion of its affairs; 

"(6) the  rules of the association provide for the equitable allocation of dllt's 
among [ t h e  m e m b e r s h i p ]  its members, to dcfray reasonable expenses uf 
adminis t ra t ion ; 

"(7) the  rules of the  association are designed to prevent  f raudt ,hmt :rod 
manipula t ive  acts and practices, to promote  jus t  and equitable principlt's '*[ 
t rade,  and, in general, to protect  i,~vestors and the public interest, .tmi to 
remove impediments  to and perfect  the mechanisn! of a free and open mark,'t : 
• and are not  designed to promote monopoly, to require or pe rmi t  unfair di~- 
,cr imination between customers,  or issuers, or brokers or dealers, nor to fix 
min imum profits or minimum rates of commission or other charges; 

"(8) the-rules of the association provide tha t  its members  shall be appro- 
priately disciplined, by exl)ulsion, suspension, fine, censure, or any othcr 
f i t t ing penal ty,  for any violation of its rules; 

"(9) the rules of the association provide a fair and orderly procedure with 
respect  to the disciplining oF recruiters and the denial of meml~ership to t~" 
hroker  or dealer socking memlwrship  therein, ht D.ny proceedi,~g to th,tt'r- 
mine whether  arty member  shall be disciplined, such r,tlcs shall reqttirt' that 
specific charges be I)rought; that  sttch t,letnlmr shall ])c nt)tilie(I ~ff, a~,,I 1.,. 
given an oppor tun i ty  to tit, feud against,  such charges: tlmt a record stroll I,,. 
kept ;  and t l ,at  the delerminat ion  shall inchlth: (A) a stab'areaL setti~tg f,,rt h 
any  act  or pract ice in which such member  may be found to have t, ng:tgt',t, 

. j  
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or which such ,ncmber  may I)e found to have omit ted,  (B) a s t a t emen t  se t t ing  
forth the spccific rule or rules of the association of which any such act  or 
practice, or omission to act, is dcemcd to be in violation, (C) a s t a t e m e n t  
whether  the acts or [ p r a c t i c e ]  practices prohibi tcd by such rule or rules, or 
the omission of an act, rcquircd thereby,  arc deemed to eonst i tnte  conduct  
ineonsistcnt with jus t  and equi table  principles of trade,  and (l)) a s t a t e m c n t  
sett ing forth the pcnal ty  imposed. In any proceeding to determine whe the r  
a broker or dealer shall be dcuicd membership,  such rulcs shall provide t h a t  
the brokcr or dcalcr shall bc notified of, and be givcn an oppor tun i ty  to be 
heard upon, the specific grounds for denial which are under considerat ion;  
tha t  a record stroll be kept;  and tha t  the  de terminat ion  shall set  for th  the  
spccifie grounds upon which the denial is based; and 

"(10) the requircmcnts  of subsection (c), insofar as these may be applica-  
ble, are satisfied. 

"(c) The Commission may permi t  or require the rulcs of an association apply ing  
for registration pursuant  to subscct ion (b), to provide for the admission of an 
a~soeiation registered ~ts an affiliated sccurities association pursuant  to subsect ion 
(d), to par t i c ipa t ion  in said appl icant  association as an affiliate thereof, t inder 
tcrms permit t ing stich powers and responsibilities to such affiliate, and under  
~uch other  appropria te  terms and conditions,  as may be providcd by the  rules 
of said applicant  association, if such rules appear  to the Commission to be necessary 
or appropriate  in the public interest  or for the protect ion of investors and to  
carry out the  purposes of this scction. The duties and powers of the Commiss ion 
with respect to any national  securities association or any affiliated securi t ies 
association shall in no way be l imited by rc~son of any such affiliation. 

"(d) An appl icant  association shall not  be registered as an affiliatcd securit ies 
association unless it appears to the Commission t h a t - -  

"(1) such association, no twi ths tanding  tha t  it does not satisfy the  require-  
meats  set forth in paragraph (1) of subsection (b), will, for thwi th  upon the  
rcgistration thercof, be admi t t ed  to affiliation with an association regis tered 
as a national securities association nursua,d; to said subsection (b), in tlm 
manner and under the terms and conditions provided by the rules of said 
national securities association in accordance with subsection (c); and 

"(2) such association and its rules satisfy the requirements set forth in 
parfi'graphs (2) to (9), inclusive, of subsection (b); except that in the case of 
any such association any restrictions upon me,nbership therein of'the type 
authorized by paragraph (3) of subsection (b) shall not be less stringent than 
in the case of the national securities association with which such association 
is to be affiliated. 

"(e) Upon the filing of an application for registration pursuant to subsection (b) 
or subsection (d), the Commission shall by order grant such registration if the 
requirements of this section are m e t . .  If, af ter  .appropriate notice and opportunity.  . . 
for hearing, it appears to the Commission tha t  any requirement  of thin sect ion m 
not satisfied, the Commission shall by order deny such registration. If any asso- 
ciation granted registration as an affiliated securities association pursuant  to sub- 
section (d) shall fail to be admi t t ed  prompt ly  thcreaf ter  to affiliation with a reg- 
istered natimml securities association, the Commission sliall revoke the  registra-  
tion of such affiliated securities association. 

"if) A registered securities association (whether  national or affiliated) may,  
upon st,ch rcasonable notice and upon such terms and conditions relating to orderly 
liquidation as the Cmmnissiml may deen necessary in the public interest or for 
the protection of investors,  wi thdraw from registration by filing .vith the ComInis- 
sion a wri t ten notice of withdrawal in such form as the Commission may by rules 
attd regulations prescribc. Upon the withdrawal of a nation.d sccuritics associa- 
tion from registration, the registrat ion of any association alliliatcd therewith shall 
automatically terminate .  

"(g) If any registered sccuritics association (whether national or affiliated) shall 
take any disciplinary acl.ion ngainst any member  thereof, or shall deny admission 
to any broker or de:tier seeking ,ucmbcrship therein, such action shall be subjec t  to 
review hv the Colnmission. Of t  i t s  own motion, or upon al)piic:ilitm by any person 
aggrievcll thereby filed within sixty days  after such action lilts bccn kiken or within 
• ~urh longer period as thc ( 'onmtission may dctcrntinc. Application to the Co,n- 
mission for review, or the inst i tut ion of review by thc Commission on its own 
mtRion, shall nut operate as a s tay of such actio,t, unless the Commission shall so 
o / t h o r .  

"(h) (1) In a proecc, ling to revit, w disciplinary action taken hv a regis tered 
~cruriliesnss,)ri:ttion a~:liltSt ;t ntt'ttll~t.r thereof, i'f the C.o:nmissiol~, af ter  appro-  

l +  
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p r l a t e  no.ticn and opportunil .y f - r  },earing, upon  consideration of tile record before 
the  associat ion ,rod .~l,cll o thc r  cvid,.nce as it. m a y  th,01l, re levant ,  sb:dl (A) lind 
t h a t  such n | e m h c r  has en~agcd ill sHeh acts  o r  pract ices,  or ha.q o m i t t e d  such act. 
ItS tho assovi:dion h:ts f~iHnt| hhn (0 have (;itgagetl ill or omitted, and (B) shall 
de te rmine  t h a t  sin:t| acts  or practices, or omi~.~inn Lo :tot, are in viola t ion of such 
rnles of the associ:dion as have  I)e,,,| designatc 'd in the  de t e rmina t ion  of tile as.ao- 
ciation, the  Commi.~sion rhqll  by, order  dismis.~ the  i~rocecrling, mdess i t  appears  
to  the  C.,ommissi,;n "that such ac t ion should |)e modilie, I i,l accordance with para-  
g raph  (2) of this snhseet ion.  The  Commiss ion  shall likewise de t e rmine  w h e t t e r  
the  acts  or practicr.s prohilfi tcd,  or the  omission of al ,y act required,  lly any  snch 
rule cons t i tu te  conduc t  i , lconsistlmt wi th  just, a n d  .cquit.'~ble pr inciples  o f t r a d e ,  
and  shall so declare. If. i t  appears  to  the  Con~.mission t h a t  the  ev idence  does not  
w a r r a n t  the  f i t |dh|~ required in clause tA) or i t  the  Commission shal l  de te rmine  
t h a t  such acts  or pratt.ices as are found to h a v e  been engaged in are no t  pro- 
h ib i ted  by  the  t lcsignated rule or |-,,It's of the  a.¢sociation, or t h a t  such ac t  as is 
found to have  been omi t ted  is not reqt,ired by  such dc.,ignttted rule or rules, the 
Commission sh',ll Ily order  set aside tile ac t ion of tam as: 'oeiation. 

"(2) If. af ter  qppropr ia te  notice "u~d o p p o r t u n i t y  for hearing, the  Commiss ion 
f inds  t h a t  any pena l ty  imposed upen a m e m b e r  is excessive or oppressive,  hav ing  
due regard td tl,e iml~lic in teres t  [ a n d  the  estal)lislled p,'actice of such associat ion 
and  of o the r  reeistered seo , r i t ics  associa t ions  ~tith respect to penal t ies ' l ,  the 
Commission sh,df by order cancel, reduce, or req ,d re  the remission of such penal ty .  

" (3)  In  any  proceeding to review the  denia l  of membersh ip  in a retzistercd 
securi t ies a~sociation, if t he  Conamission, a f t e r  app rop r i a t e  not ice  and  hearing.  
anti  upon  cdnsideral ion of the  record hefore t h e  associat ion and  such  o the r  evi- 
dence as i t  may  deem rc levant ,  shall  d e t e r m i n e  t h a t  the  specific grounds  on 
which such denial  is ba.sed exist  in fact  and  are va l id  under  this sect ion,  the  Com- 
mission shall  by order  dismiss tile proceeding;  otherwise,  the Commiss ion shall 
b y  order  set  aside the  act ion of the  a~oe i a t i on  astd require  it to  a d m i t  the  appli-  
c an t  broker  or dealer to member sh ip  therein.  

"( i)  (1) T he  rules of a registered securit ies associa t ion  may  provid5 t h a t  no 
m e m b e r  thereof  shall  deal wi th  any  n o n m e m b e r  b roker  or dealer (as defined in 
pa rag raph  (2) of thi~ subsect ion)  except  a t  the  s a m e  prices, for t he  same  com- 
missions or fee.% and  on the  same te rms  a n d  cond i t ions  as are by such  m e m b e r  
accorded to the  general public. 

"(2) For  the purpo.--.es of th is  subsect ion,  t h e  t e rm  ' n o n m e m b e r  b roke r  or 
dealer '  shall  include any  broker  or dealer who m a k e s  use of the  mails  or of any  
means  or i n s t rumen ta l i t y  of i n t e r s t a t e  commerce  to effect any  t r an sac t i on  in, 
or  to  induce the  purchase  or sale of, any  secur i ty  o therwise  t h a n  on a na t iona l  
securi t ies exchange,  who is no t  a m e m b e r  of any  reg is te red  seeurit~'es associat ion,  
exc/~pt a broker  or dealer who deals exclusively i n  commercia l  paper ,  banke r s '  
acceptances,  or commercial  bills. 

"(3)  No th ing  ill this  subsect ion shall  be so c o n s t r n e d  or applied as to prex~ent 
any  m e m b e r  of a registered securit ies associa t ion f rom gran t ing  to a n y  o the r  
m e m b e r  of any  registered securi t ies associat ion a n y  dealer ' s  discount ,  al lowance,  
commission,  or special terms. 

" ( j )  Every  regis'~ercd securit ies associat ion shal l  file wi th  the  Commiss ion  in 
accordance  with such rules a n d  regulat ions  as the  Commiss ion  m a y  prescr ibe  as 
necessary  or appropr ia te  ill the  public  in teres t  or fo r  the  protec t ion  of inves to r s  
copies of any  changes in or addi t ions  to tlle rules of the  association, and  such 
o the r  in format ion  and  documents  "ts the  Commiss ion  m a y  require to keep cu r ren t  
or to  supp lemen t  the regis t ra t ion s t a t e m e n t  and  d o e n m e n t s  filed p u r s u a n t  to sub- 
sect ion (a). [:No change in or addi t ion  to the  r u h ~  of a registered securities 
associat ion shall take  effect unt i l  t h i r t y  dz~ys af te r  t h e  filing of a copy thereof  
wi th  the  Commission,  or unt i l  such earl ier  da te  as t he  Commission m a y  detcr-  
mine . ' l  A n y  chong c in or addilion to the rules of a re#islercd securities ossociotion 
shall take effect upo~ the thirtieth doll n.fh'r the filin~ o f  a copy thereof with the Com- 
mission, or upon such eorlier dale as the Commission may  d~trrmine, unless the Com- 
mission shell enter an order disapproving such chanoe or addition: and the Commis- 
sion shall enter such an order unless such change or a,ldition appears to the Com- 
mission to be eonsistrnt with the requirements of subsection (b) and subsection (d). 

"(k)  (1) The  Conmtission is au thor ized  by order  to  abroga te  ally rule of a 
regis tered securitit,s association, [ o r  to prevt int  a n y  rn le  f rom taking e/Feet ,]  if 
al l  e l  appropr ia te  notice and oppor tur , i ty  for hearing,  i t  appcars  to thd  ( ,ommis-  
sion t h a t  such allrogali ,m ['or i)rcvc,=tio.1 is ncccssary  or appropr ia te  to assure 
fair  deal in~ by the r|wrnllcrs of such associ:tlitm, to assnre a fair  representation of 
[ t i l e  nn 'nd)ersh i l ) ]  .its members in t im :uh, t in is t ra t io | l  of its all'airs or o therwise  
to p ro tec t  i |wes tors  or effectuate tile i)url)oscs of this  II'scel.ion]l title. 

;¢= 

..) 
"2' 

] 
i 

¢ 
i 

of 

m r  

O f  
WIIt 

all: 

of" 

.~rlJ 
,,tb 
4 

or , 

.w b 

"fir. 
the 
?Ht ; 

< ,~ : 



t 
I 

:It MARKETS 

:oration of the  record heft+r,+ 
rcm relevant ,  shall  (A) lind i 
es, or lisa omitt l ,d Sllch :lt.t. 
i or omi t ted ;  and  (B) sh:dl 
act.  are  in violat ion of sn,.il ~ 
c de te rmina t ion  of the tl< :,,- 
rocecrting, Ill|[t+'ss il. apl,,,:tr~ :. 
2+1 in accor<ltltWO with l+ara. 
likewise dctt,rnlim+, wh<+t}:,.: 

~y act  required,  by any ~,wh i 
,ltlilable I)rineild{.s of "tr:t,!,.. 
n tha t  the cvidl.nee does r.,t 
Commis~ioll sh.'dl (h.tcr)ld):,. 
?t'n t ' l l g a K c ,  I itt  art.* r l , , t  l ' " , -  
; d i o l l ,  or t h a t  sltvh act  :l~ l~ { 
,l,'..l~l..,q~d rnle or rtlh.s. Ill,- 

.' 'ts"<lvittl ion. i 
h,r hParill~Z. Iho (',+/llllii..i,,h + 

cl , . , ,s ive o r  Ol lp r ,< ,ss i v l , .  hr i , ,  i,' ¢ 
1 i ,r : . .vt h.l* <if St lch : ! ' ~ , , ,+ , i a t i .  q ;  { 
i r , . < ! ) l , i .  I I , ) I , ' l l : i l l i v - ] .  i~, -  .' 
l : , ,  ' . ' , . t i l i : , :~i l in i l l  <" .-: i l t 'h i l l , i f : i : ! ,  %' 7 

I t l ~ ' t , , h t ' r : , h i l i  i l l  a r t ' e t - t , . r , . . t  
7 i ' l ' l ' l i l l i "  l l i l l i t ' t ?  l i l l t i  l l ' - " . i l i : ' l ,  i 
. .  , : t l i , i l l  l t l n l  ."-tiCtl i , I I l l ' r  i , , i l .  
L : , l  Ih<, - i , c< . i l i c  i.~r, l l l t i , { . ,  , .r i  i 
+t-f+'ll'l tLi+- - I ' t ' l i : l ! i ,  I!+l" I " . , " i -  
f l i * l ~ l ' l  ( I l l '  ( ' i i l l i t l i i . ~ l l , ! l  ~+. I • i 

7i " t l t l l ' ¢ :  I |  |11 I l l | l l l l . {  t i l l '  l$ I i " 

• . , t i , , : t  n , : i v  I , r , , ~ i , l , '  i!utt ~,. 
• . , ' r  , , r  + b . : i l , . r  , : 1 -  t l , J : l - . , . I  : , ,  

' '  " ? : .  " t r ' + ~ : t t l " l t l l ~ + ' t  ! . ~ ' . . ~ . .  ? . • 

+ . "  , . t  I ~ , -  I ~ : . . l . ! ,  , , t  , . !  • , 

' . .  " l : . ' . ' . . . J  ~ ,  t . .  t ~ r  • + l  

t 

t 

6 

]. 

l tEGULATION Ol~ OVER-TIIE-COUNTI,;I t  MARKETS 5 
"(2) T he  Commission may. in wr i t ing  rcqucs t  any  regis tered securit ies associa-  

tion to a d o p t  any  spcciiied a l t e ra t ion  of or SUl)plement to i ts rules with respect  to  
any of the  ma t t e r s  herc inaf ter  cnumera t cd .  If suel~ associat ion fails to  a d o p t  
such a l te ra t ion  or supp lemen t  wi th in  a reasonable  thne ,  the  Commission is a u t i m r -  
izcd by order to  a l tc r  or supph :mcn t  the  rules of such associat ion in the  r a m m e r  
there!afore reques ted  if, af ter  appropr i a t e  not ice aml  o p p o r t u n i t y  for hcar ing ,  i t  
appcars to  the  Commission t h a t  such a l te ra t ion  or supp lemen t  is necessary or 
appropr ia te  in the  imblic in!cres t  or for the  p ro tec t ion  of investors  or to  elf co- 
hmtc  the  purposes  of this  section, wi th  respect  to:  (1) The  basis for, and  pro-  
ecdure in cataract]on with,  lhe  denial  of membersh ip  or the  disc]pithing of m e m -  
bers; (2) thc  me thod  for adopt ion  of any  change in or add i t ion  to t im rnlcs  of 
the associat ion;  (3) the  me thod  of choosing officers and  directors;  and (.1) affi l iat ion 
between registered securit ies a s soc ia t ions [ ;  (5) the  p reven t ion  of fictit ious quota~ 
lions; (6) the  p revent ion  of f r audu len t  or man ipu la t i ve  ac t s  or pract ices;  (7) safe- 
guards agains t  unreasonable  profi ts  or unreasonable  ra tes  of commissions or o t h e r  
charges: Provided, T h a t  noticing herein stroll au thor ize  the  imposi t ion of any  
schedule of m i n i m u m  or m a x i m u m  prices, discounts,  commissions,  a l lowances  or 
other charges;  (8) safeguards  aga ins t  unfa i r  d i scr imina t ion  between eus tomcrs ,  
or issuers, or brokers  or dcalcrs;  (9) safeguards  wi th  respect  to the  f inancia l  
responsibili ty of members  and  aga ins t  the  evasion of f inancial  rcspons ib i l i ty  
through the  use of corpora te  forms, special pa r tne r sh ips  or other  dcviecs;  (l(J) 
the manncr ,  me thod ,  and  ])lace of soliciting business:  (I1) the  t ime  a n d  the  
method of making  se t t lements ,  paymen t s ,  or deliveries;  (12) the  cotlcction, rccord-  
ing and  d isseminat ion  of in fo rmat ion  re la t ing  to t he  over - the-counte r  marl~ets;  
and (13) s imilar  m a t t e r s ] .  

"(1) T he  Commission is author ized,  if such act ion appear s  to  i t  to  be  necessary  
or appropr ia te  in thc  public  in!cres t  or for the  p ro tec t ion  of inves tors  [ a n d ]  or 
to carry out  the  purposes of th is  s e c t i o n -  

"(1)  af ter  appropr ia t e  not ice  and  oppo r tun i t y  for hearing,  b y  order  to  
suspend for a per iod no t  exceeding twelve  m o n t h s  or to  revoke the  r eg i s t r a t i on  
of a regis tered securit ies associat .on,  if the  Commiss ion  finds t h a t  such  
associat ion has  violated any  provis ion of th is  t i t le  or the  rules and  regu la t ions  
thereunder ,  or has  failed to enforce compliance wi th  i ts  own rules,  or ha s  
engaged in any  o ther  ac t iv i ty  [ i ncons i s t en t  w i t i l ]  tending to defeat t h e  
purposes of th i s  sect ion;  

"(2)  af ter  appropr ia t e  not ice and  oppo r tun i t y  for hearing,  ~ y  order  to  
suspend for a period no t  exceeding twelve m o n t h s  or to  expel from a reg i s te red  
securit ies associat ion any  m e m b e r  thereof  who the  Commiss ion finds ha~ 
violated any  provis ion of the  Securit ies Act  of 1933, as amended, or of th i s  
t i t le  or the  rule~ and  regula t ions  the reunder ,  or has  cffcctcd any  t r a n s a c t i o n  
for any  o ther  person who, he had  reason to believe, was violat ing in respec t  
of such t r ansac t ion  any  provis ion of the  Securi t ies Act  of 1933, as amended, 
or of tiffs t i t le  or tim rides and  regula t ions  t he r eunde r ;  

"(3)  a f te r  appropr ia t e  not ice and  o p p o r t u n i t y  for hearing,  b y  o rde r  to  
rcmove f rom office any  officer or di rector  of a regis tered securit ies assoc ia t ion  
who, the  Commiss ion finds, has  willfally fai led to enforce the  rules  of t he  
association, or has  will/ally abused  his a u t h o l i t y .  

~f this section shall  prevai l ."  
~ec. 2. Svbsectim, (c) of section 15 of the Securities Exchange Ae|  aS I934, as 

amended, is amended ta read as follows: 
"iv) No broker or dealer shall make use of the mails  or of any means or ins t ru .  

"~¢ntalit!t of irt~crstate commerce to effect any transaction in,  or to !educe the purchass 
,', .~,lle of, any secltriDi (other than commercial paper, ba~kcrs' acceptances, or eam- 
".,'trial bills) otherwi.'~e than on a 7rational seearities exchange, in contravention of 
,',oh rules and regulations as the Commission may prescribe am ncccssary or appropri-  
":~; in the public ]nil.rest or for the protection of investors (l)  to prevent f raudulent  
"" man]pals!ice acts or practices: (2) to prevent fictit ious qaotations; (3) to provide 
':.':guards against .nrtasonablc profits or unreasauable rates of commissions or 

" .',, r clmroes: l'rm,ided, That nothing in this snbsrction shall aldhorize the imposi t ion 
,:1~?t .,'chcdulc of prices, discounts, comtnissiot+,% allowano.s, or other charffcs: 
t,, prm'ide safi'yuards agcdnst u n fa i r  discrimination bclwcrn customers, or issuers, 

"+ I",,I,'vrs aml dcalcrs: {;'~ f .  proridv safcga<trds with rlslwct to the ~inanci.l rcspoa- 
' ":~:t.~l of brokers aml drah'rs and otmin.+t Ib; evasion of Jinanclal responsibil i ty 

',',,++lh Ihc llsv qf cortmrah' )'.rms, sprc.iI  partm'rships o r  other drrices; 0;) to rvg.bitc 
!.,Inner, nit!hod, aml phwe of solicitin!t b .s im'ss:  (7) to tog.bib'+ the time and 

' " : t , , , d  aS makDttl st i l lest 'at ,  paymcnts or ddiv,'ri+s: (S) to provide for the collecliqn, 
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recording, and dissemination of information relating .to over-the-counter market.,: 
and (9) otherwise to prc,,ent acts or practices inconsistent with j~tst and equitahl~ 
principles of lrade, and to insure to investors protection comparable to that provi,h,l 
under this title with respect to national securities exchanges." 

The Cnxma[ay. We have the honor of having as the first witne:~ 
Mr. George C. Matliews, one of the Commissioners of the Securiti~,s 
and l~xelmnge Commission. However, before Mr. Mat, hews proceed:, 
I shall ask Senator M,doney, tim author of the bill, to make a state- 
ment regarding it. 

STATEI~I]~.NT OF HON. FRANCIS T. MALONEY, A 1YIP.I~IBER OF THE 
UNITED STATES SENATE FROM THE STATE OF CONNECTICUT 

Senator ~'[ALONEY. ])el'haps il~ would be appropriate for me to say, 
Mr. Chairman, tl,at the bill has been considerably changed, as yon 
will note, 'from its original draft. When this bill was introduced on 
Jammry 5 it came as thc result of a long-time effort on the par t  of the 
Securities and Exclmnge Commission in rather close cooperation with 
members of the investment banking business and over-the-counter 
dealers and brokers. 

Since the introduction of the bill I ' h a v e  spent considerable time 
with members of the investment bankhlg business, over-the-counter 
dealers and brokers, and members of the Securities and Exchange 
Commission, and the changes that  appear in the bill as it comes to 
us this morning are as a result of these many conferences with., these 
PmeOple, and it is an effort to bring the bill into Ibm with their thought 

sofar as it is possible. 
I should also like to say for the benefit of the committee that  evczT 

effort has been exerted to make this a bill that  would meet with the 
approval of those engaged in this business, to make it, insofar as it is 

~ ossible, a self-regulatory bill or, at  least, a cooperative regulatory 
ill." ., 

The changes are in this draft, and it is on the basis of these changes, 
or with these changes in mind, that I understand Commissioner 
Mathews is going to offer his testimony. 

The Cm~la,~L~N. You yourself are prepared to recommend these 
changes in the biq itself? 

Senator M,~LO~,-EY. Yes. I t  was after a series of meetings With the 
over-the-counter dealers and brokers  that I asked the lawyers of the 
Securities and Exchange Commission to draft these changes that  now 
appear. 

The CnAzn,~tA~. I am glad that you accepted the spirit of the times, 
which is that of cooperation. 

Senator ~|ALONEY. I think, Mr. Chairman, tlmt this is a fine 
exa~nple of tl~e s~irit of the t imes--one of cooperation. 

'tile CIIAIRMAN'. I t  is fill example of what amy be accomplished it) 
that  direction. 

We sl,|all now be pleased to hear from you, Mr. Mathews. 

STATEMENT OF GEORGE C. I~IATHEWS, COI~[MISSIONER, SECU- 
RITIES AND EXCHANGE C01~IMISSIGN, WASHINGTON, D C. 

Commi.~sioner MATm.:WS. ~[r. Ch:firman and Senators, I thinl~ 
that  Iwfo,'o I get into the d~t~dled di:eussion of the bill ~md the mort: 
or less f,)rnmi statement t.lml, [ shzdl lc,.vc with you it might 1)c well 
if ] o.l]hmd gen'er.lly sometl,ing of the 1)url)ose and l)h|n of this bill. 
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The over-the-counter market  is at prcsent, of course, unorganized 
in the sense of organizations having any olficial rccogaition. Wo 
have in the exchanges gi'ven oilici.d recognition to the membershi I) 
of the exchanges and their organizations, and. the law also provides 
tim basis for what Senator Maloncy has referred to as a cooperative 
regulation of exchange practices. The exchanges may adopt rules 
subject to the jurisdiction of the Commission. They have certain 
oblimd.ions in seeing that their rules are enforced. 

The Commission has certain power to impose rides on the exchanges, 
and it has power to adopt rules of its own which control practices on 
Ihe exchanges, so the regulation of stock exchanges is rather a two- 
headed effort: First, the control of practices by the organizations 
themselves; second, the control of practices by the Commission under 
the law. 

In the over-the-counter market  at the present time we have only 
one wing of that g'tn|cture built, and that is quite incomplete: Tha t  
is, the control of practices directly by the Commission, and that  con- 
trol of practices, as I shall point out  in more detail later, has resulted 
in a program of registration of brokers and dealers with the Commis- 
sion, and it, h,ts resulted in the definition of certqin practices as con- 
stituting manipulative practices which are forbidden in the over-the- 
counter market. 

In a seuse, the problcm of direct Government regulation of the 
over-the-counter market  is a little bit like trying to build a structure 
out of dry. sand. There is no cohesive force to hold it together, no 
organizatmn with which we can bull I, as authoritatively representing 
a substantial element in the over-the-counter business. I t  is true 
t.!mt there are organizations--highly desirable organizations--in the 

"over-the"counter business, but  they are unofficial in character, ao far as 
the Government is concerncd. 

The first purpose of this bill is to make it possible to set up, with 
official recognition, organizations of brokers and dealers in the over- 
the-counter market. Right at the start  I want  to point out that  this 
bill contains no element of compulsion as to setting up such organiza- 
tions or as to beconfing members of them; it is a purely voluntary 
plan of organization and registration of these over-the-counter dealers' 
associations. 

There are certain other distinctions that should be drawn in order 
to understand the place into which this fits in the regulatory program 
as compared with the place that  the exchanges occupy. The exchanges 
are business organizations. They have always been regarded as neces- 
sarily exclusive in cfiaractcr, hIembership is a property right in the  
sense that  it may be transferred whcn an individual drops out  or is 
expelled. The exchanges have certain features that may be regarded 
as monopolistic because of their exclusive organization. 

The Securities and Exchange Act, to my nfind, represents an a t t empt  
to bring those monopolistic practices umh, r (~OVt, l'linletlt control, to 
see that the acts amJ pnu:tices of exchanges are carried out in the 
lmblie iaterest. Some proplc have likened the proper sphere of the 
rxeha||ges to tl,at of a lmhlic-servire corporation, in which the nmtmpo- 
li.~tic element may properly be recognized but in which the nred of 
rrgulat,ion goes hand i .  hand with thr grant of m.n.pol is t ic  I)rivih'gcs. 

in the sort. of organizations I lint we holm will be srt up under thig 
act, I would like to c,ll your attrntion to Ihn'e things: l"irst., that  the 
-rganiz,:ti,ms must he v,,hmtary; secoml, that lh,'y ('al|llO| J)(' rxclusivo 
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in membersliip beyond certain limits, for there are eerl:lirl ~.. 
obviously, who should m)t be permitted to belong to ~11~. '.!. 
business organization; and third, that there.is m)t a Prolml'l.(. tl:~ , .  

nmmbership in the se,)se that there is something that  (':,*l h,. ,: 
ferred to a successor. There is nothing th.tt could I~e sdhl. 

Bearing in mind that these" are purely vohmtary associ.~li,,L~, if. 
~rogram envisaged by this bill is to be successful, the hrzisl:lt .. 

e h,gislation under which these people will form qssoei:[ ,i()n~ ~ i'. 
register. If they do not  register, tl,is is a dead letter, so fai. : , . .  , 
association feature of this bill is concerned. 

The flint essenti~d is that  responsible organizations of s~J/i.; ,. 
standing and sullicient size he registered, so tlmt they can 1' ,.i. " 
their part  in this regulatory program, or else the only a]teru:tliv,.'i. 
drop the idea of registered associations and go to dia'eet Gov~,rrir,. :, 
control. 

Why do we regard the regist~'ation of these associations as im!,,.r.. 
ant? Well, for two reasons. In the first place, we think it is -, ..... 
practice that  a business of tiffs kind, as intimately rehtted t,~ ,i., 
economic welfare of the people of this country as this is, shouht I:,' ,. 
an active part  ha its own control• We think it is good for the busin,.,.. 
we think it is good for the country. But  aside from the q)]cstion ..~ 
the place that  in theory it ought to occupy, there is a v e r  3 prmqi,.::i 
reason r which is twofold in character, and to which I may alhM,, 
later on. 

If  the Govermnent is to go in and regulate practices in the over-th,.. 
counter market, with no association of people with whom it can dt.:d, 
i t  must  necessarily deal with the individual. The problem of co~tt'-i- 
ling the actions of thousands of individuals engaged in the over-th,,- 
counter marke~ would be a tremendous one if it is to be undert.d~t.a 
by the dixect intervention of the Government in each ea~e. I t  we,hi 
be tremendously expensive. I hesitate to make an estimate of wh:~t 
i t  would cost, but  let me touch on just one phase of it. 

Suppose that it should appear desia'able and necessary that  the Gov- 
ernment undertake an active program to prevent people who are ia. 
solvent from engagin~ in the securities business, and the Governmt,nt 
had the positive burden of making that determination. The cost of 
ma -tdng that determination once a ~reaa. for each coficern would be :m 
enormous amount. Then, too, this business is of such a t ype  th:~t 
the condition of the people engaged in it may change so rapidly, that 
a determination as of a given date is of little or no value as affordin¢ 
any real protection to the man who has a continued course of business 
with such people. : 

If I may speak of an illustration that  comes to m y  mind, when I 
was connected with State administration of blue-sky laws, our legis- 
lature at one tinm proposed that there be placed upon our org.miza- 
tion the burden of making an annual audit of every licensed broker 
in the State. 

Senator TOWNSEND. ~3mt  State was that? 
Commissioner MATaP.ws. Wisconsin, not a big State as securities 

m a t t c ~  ~). . 

The best estimate that  we could make was that at  the very mini- 
mum it would cost us a half million dollars a ye'~r to make such an 
audit, and then there was the danger that  i t  would be completely 
useless 3 months later. That  is the sort of problem with which we 

! 



l 'lgR M.% ! i I~ 1,71",,4 

fliere are ce r i l i i l l  l)~,lll,. ' 
:0 belong to f i l ly  d,',',.~t 
is n o t  a l i i '( l l iert, v ri!..ht iti 
,.thing t h a t  Call "lil; l l':llls- 
$ co i l l d  I)0 sold.  
I n t i i r y  i is.sooii l t ions, if" i l , ,  
:sful, the legislation l l l l : - I  
orm associations and ~ iil 
lead letter, so far :is tD. 

'ganizations of sufli[.i,,tRt 
t.)l t h a t  they can pick l i l t  

e only alternative is t,, 
~0 to dh 'ec t  Oovc r l i l l l l . i i l  

o associations as i lnpori- 
!ace, we t.hinle it is z,~,,,l 
ltimately related to II,, 
T as this is, should i:,l,,~ 
, is good for the busin~,:.~. 
ide from the question ,,i 
there is a very praciic:,l 
to which I may allude 

)ractices in the over-the- 
with whom it can (lc:|t, 

The problem of control- 
,gaged in the over-the- 
it is to be undertakvn 

m each case. I t  wolihl 
tke an estimate of x~:liat 
lase of it. 
rieeessary that  the Gov- 
~-ent people who are in- 
.% and the Governing,at 
• ruination. The cost of 
ch concern would be .m 
is of such a type th.,i ° 
change so rapidly th.|t 

)r no value as affor(tin,z 
inued course of business 

?s to my mind, when I 
hie-sky'laws, our legis- 
.~ed u p o n  o u r  Ol'~aliiZil- 
f" every licensed" brokt'v 

big State as securities 

that  at  the very nlini- 
veal" to ula,ke such ii i l  

,~ w o u l d  be con l l i h ' t c l y  
robh'nl wi th  which ~e 

,1 

i 

i 

• . . . ~ 7 ; -  7 . . ~ ;  - " ' - - 7 . - ,  " ~  

• REGULATION OP OVER-TIIE-COUNTEIX M A R K E T S  9 

m,v be confronted if we have to go into this thing with just the Gov- 
i,r,:l,icnt itself to cltrry out the regulatory program. -: 

1 think that  ILssociations of this snrt, if they are comprehensive 
• tt,,u.,zh and vigormis enough, can go a long way, although I do 
i,,t expect that  they will reach perfcction, in assuring that  people 
~h,, are their members, and pcrliaps to some extent in assuring 
lh:,l, others in tlm securities business, have a proper s tandard of 
ti,:mcial respollsibility. 

Strutter '['OW.~Sl.:ND. Mr. Mllthews, do you feel that  you do not have 
th,~ authority undcr the present S. E. C. law to set up these regulations? 

Commissioner h'|ATIH':WS. I fcel that  for us to set up a compro- 
h,,nsive program of regulation of the over-the-counter market  under 
II,~ present law wouhl be for us substantially to write the body of 
I,,._,islation, because, as I shall point out later, the grant of authori ty  
t¢; Ihe Commission to regulate the over-the-counter market is a grant  
of ,tuthority to regulate in a manner comparable to the regulation of 
,,xchanges,'but the specifications of the form of that  regulation are not  
there. 

'l'l~o Commission has a rule-making power and might conceivably 
clallorato this ~ ~'eat deal. Personally, I th ink that  there might  be 
,.,msiderable c~iticism, and I am inclined to t l f ink that  i t  is poor pol icy 
fi,r the Commission to substantially write the body of legislation, even 
thol,gh it has a grant of power to do it. I believe it is much better t h a t  
il,~ fundamentals of the legislation be written into the act which the 
Co,nmission administers. 

Senator Tow,~sE~'i). There has been an effort, as Senator Maloney 
says, to bring into harmony both the S. E. C. and the over-the-co.unter 
d~:alers, by means of this bill, as I understand it. 

Commissioner MATHEWS. That  is true. 
Does this bill provide the mean.~ of getting a re~stration of these 

dealers and brokers? The form for it is in the bill. Will it work? 
The best thing that  I can say on that  is that  I have talked, over sl 
period of 2 or 3 years, with mcn whom I have come to regard as 
thoro{lghly responsible in the securities business, and I balieve that, 
strong associations can and will be set up if this bill is enacted. 

I t  may not be improper to say that  I feel sure that  these associa- 
lions will be set up and ~-ill get their membership unless the people 
who are in a position to influence and control the economic welfare 
of those dealers bear dowTl so heavily tha t  they will be afraid to 
register. 

Senator TOWNSEND. Can you ilhistrate that? 
Commissioner MATrIEWS. For instance, if a large u n d e r ~ t i n g  

house should say to me, a dealer, "If  you go into this association, 
you are off our list," it would be very doubtful if I would go hate the 
association. 

Senator TOWrCSEND. What  would be their objections to his going 
into the association? 

Commissioner MXTItEWS. I am unable to answer that question,  
but all I ' can  say on it is that  I know that  the fear--and how well 
grounded that  fear may be, I have no basis of measuring-- that  that, 
sort of pressure may 1)e exerted exists among many of the people 
whom we want to see in these associations. Somebody else can tell 
you the ground for that  fear better thm~ I can. 

. 
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The CIfAIItMAN. ])O yon think .that if there is that ~ort ()f I)rt~<~xlr0. 
exerted it would be analogous to the prc.ssurc tlmt was att enq)t~,d ,,, 
be cxcrte~d in the ohl d.y~, to prevent regulatory legishLLion of tlli. 
type from I)eil:g en:wte,I at all? 

Co}nndssi()ner MA'rnEws. Ye.% sir. 
The Cm~]It.~[AN. A sort of dnwarrantcd fear of regulation or a 

desire to ~tvoid reguhttion. 
Commissioner MATH]':WS. Personally, I think it is an unwarrantt.d 

fear. I must admit, however, that  my point of view with referen{,,. 
to that, obviously, is not the point of view necessarily of the man wi~,, 
is going to be regulated. 

Senator '['OWNSCXD. You feel that there are objections to the bill 
which will come from the underwriters? 

Commissioner MATHEWS. I believe so. I bell:eve that  there .'ne 
substantial objections to this bill, and I tlfink they will come largely 
from the underwriters. 

Senator TOWNSEND. Not  from the dealers themselves? 
Commissioner .~[~TIIEWS. I caroler say that  there will not 1)c 

objections'from dealers, but  I have every reason to believe that  then, 
is a large body of responsible men in the busbmss in this country wh~, 
will welcome an opl)ortunity to register under this bill. I do not 
think that is any exaggeration. 

Senator RADCL~F~'~. Has this opposition crystallized, so far as you 
know, in anything definite? 

Commissioner ~[.~.THEWS. We had hoped that  ~ i th  the bill as 
reprinted, although not all interests in the securities business wouhl 
welcome the bill with open arms, they would feel that they could go 
along with it. I believe now that tl:ere is some opposition that  h~:-: 
crystallized to it, but  others can speak better on tlmt when the time 
comes. 

..The C H ~ m , ~ .  Opposition now among the dealers? 
Senator RADCLIFFE. Among the underwriters.  .' 
Commissioner MATHEWS. I believe it is primarily among the under- 

writers; but  there again, not having made a comprehensive survey of 
opinion, I cannot say to you that there may  not be dealers who object 
to it also. 

The second thing I want to point out, that  to our mind makes an 
association of this sort valuable, is that  even if the funds were furnislied 
for a direct government regulatory program, and even if an adequate 
staff were provided, and even if there were no problems of securing 
enforcement through the courts in any cases that  you and I would 
agree there should be enforcement in, a great many of the abuses in 
the securities business are not matters of definite illegality; they are 
matters  of ethics. 

I can cfi'ei'you a security for sale, and I have complied with the 
letter of the law or probat)ly with the letter of most any law that 
can be written, and I can create a false impression, on which it would 
be pret ty  hard to convict me. There is a vast  field for the control of 
etlnc:fl l')ractices in this business, which is not a field which the Gov- 
ernment can very well occupy. 

Senator Tow~sE,,,'n. How does this bill a t tempt  to remedy that? 
Commi.~sioner .~IATIIEWS. That  would l)e l)rimarily the prol)h,m of 

the '~sso('ialion. An association of this sort, if it is successful, must 
be able to control those l)raetices of its memt)eL'S which, in the langu.age 
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of the stock cxeh:mge rule, are inconsistent with just  and equitable 
principles of trading. 

I think if we have any hope that the securities bu.~incss generally 
is to be lint on that l)igh professional plane, we must look to help 
from within the industry and, i think, organized help. I do not  
mean to imply at all that  there are ,lot men in the business who 
have these high ethical standards. If we did not believe that  there 
were, we would not have any lmpe of the success of any associ,ttion. 
But this is the way of placing those people who have such stan(lards 
effective in the position of controlling the activities of tlmir me|nbers. 

Senator RADCLIFFE. Would each association follow ~ pattern,  or 
wouhi there be considerable leeway in each organization as regards its 
scope and trend of activity? 

Conunissioner ~I,~.TrIEWS. There would be leeway, and I think I can 
point that  out later on. 

The CHxm.~t^~. There is just  this about it: I t  is much more desir- 
able to have tl!is so-called voluntary regulation by the industry itself; 
but if it  is for ' the pubhc interest to have the regulation, a refusal of 

f r  such vohmtary rc,ulatlon would compel Government action, would it 
not, if the public interest demands it? 

Commissioner MXTaEWS. That  must be the alternative, a~d I 
should say that  in the bill as reprinted there is one sectiort which deals 
with direct control both of members of the association and of out- 
siders, which amplifies our direct control of the over-the-counter.  
market. However, if there are to be no as,~ociations, I personally'  
believe that  the public will insist that  there be direct Govermnent  
regulation. 

Senator TOW,~SEND. Have  yo.: the authority set up in this bill if 
there should be no regulation asked for by the over-the-counter 
members? 

Commissioner M~.THEWS. We have certain authority ia.a revision 
of the present section 15 (c), which I will discuss a little later. 

The CHx~rt.~As. I think everyone will agree that voluntary regula- 
tion is much more desirable. 

Commissioner MATH~WS. This bill affords the machinery for this 
voluntary and cooperative regulation, and in addition it expands some- 
what the field of direct regulation by the Conunission, because obvi- 
ously there are going to be dcalers who will not come into these 
associations. 

One of the expressed fears of the bill as originally drawn, in which 
we had a nmre extensive power to impose rules on the association than 
is provided in the reprint, was that  the effect of them would be to dis- 
criminate against the people who came into the associations and leave 
the outside frcc;'wl|ich I think was a valid objections. 

I should now like to present ~ little nmrc fornml st | t ten|ent with 
ref,rence to the bill, anti possibly at various points I may repeat  some- 
thing which I lmve already said, but I felt that tiffs gener:|l background 
would peri|aps be valuable. 

In its essentials, Senate bill 3255 would set up a system of coopcra- 
live regulation of the over-the-counter markets, through the activi- 
ties of vohmtarv t|ssociations of investment bamkcrs, de.dots, and 
brokers doing b~tsincss in those markets, umh~r :H)l)ropriatc govern- 
m~'utal supervision. As the title of the bill imlicatt, s, this system is 
p,',ttcrned ||l)Oa" the method of organization ,ml rt,gulation of exchange 
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trading under the Securities Exclmn~ma Act of 1934. The problenl of 
adequate regulation of the over-the-counter markets seems to tile 
Securities and Exclmnge Commission to be of the utmost  importance, 
and the method of dealing with that problem contemplated by S. 3255 
is, in our j~dgment, emincutly sound. Before entering into a detailed 
discussion of-this bill, I should like to indicate someti~iug of the size, 
the complexity, and tl,e importance of the problem, as well as of the 
background of experience and effort whi¢l~ lie belfind the present hiU. 

Under the Securities Exchange Act• of 1934 .the over-the-counter 
markets are deemed to include all transactions in securities which take 
place otherwise than u])on a national securities exchange. I do not 
think it is generally realized how i~nmense and varied these activities 
are. A few tigures will suffice to bring this out. Currently, some 
6,766 firms of brokers and dealers are registered with the Commission 
as transacting business in the over-the-counter markets. 

Senator TOW.','S~ND. What percent is that  of the total number? 
Commissioner )[AT~ZEWS. We do not  know that, Senator, for the 

reason ttmt there are certain dealers and brokers who are not  required 
to register. For example, a man Whose business is conducted entirely 
within a single State is not required to register, and we have no survey 
to show how many of those there may be. 

Senator TOW.X'Sr.ND. Have vou a general idea? 
Commissioner ~([.4.THEWS. ~ believe the  numberis  quite shbstantial. 

As an illustration, I was told the number  of people advertising in the 
Chicago Telephone Directory as being engaged in the securiti'es busi- 
ncss, who are not registered with us. I l~esitate to quote the figure, 
because I do not rccall it exactly, but I think it was about 150. 

We have been in touch with all of those people, and we are follo~ing 
them up from time to time. Apparent ly  they are people who engage 
in business only in the State of Illinois. If  that  is gfi example, ob- 
~ously  the figt~re for the entire country is quite substantial. 

For pin'poses of comparison, it may be pointed out that  there are 
only 1,375 members of the New York Stock Exchange. Over-the- 
counter quotations for at least 60,000 separate issues of securities are 
published in services to which brokers and dealers subscribe, whereas 
only about 6,000 separate issues of stocks and bonds are admitted to 
trading on all the stock exchanges of the countLy. But  these figures, 
impressive ns they may  seem, do not suggest the full story. A ~reat 
deal of trading takes place over the c o u n ~ r  even in securities which 
are listed upon exchanges. This is parth:ularly trtm of high-grade 
bonds and preferred stocks. 

In the bond nmrkets large blocks of bonds that  are listed on the 
exchanges are:normally de..~lt in in the over-the-eaunter market ;  they 
do not get elite the exchanges at all. The  blocks that are dealt in 
on the exchanges are what we might call retail  transactions. 

Senator T()W.~'SE,~D. Has the" business of the over-the-counter 
market  increased vet T materially since the  passage of the S. E. C. 
law, or has it decreased? 

Commissioner ~[ATIIEWS. [ wonder if anybody could answer that  
with any degree of assuralwc. I think the  host answer we could 
give to that is {hat the only statistical evidence we have on it relates 
to the flotation of new issues. We have no adequate statistical 
evidence as to the trading in issues that xl-ero outstanding. 
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The flotation of new issues, of codrse, has varied with economic 
and business conditions. I t  w.ls quite  heavy, ill .1936, and it fell off 
very materially ill 1937. At the present tune, as judged by tile 
volume in registration with the Commi:sion, it is very light. 

As a matter  of fact, anany of the higher .m'ade bonds and preferred 
stocks have their only market  over-the-counter. For b~st:mce, an 
esthnate indicates that, as of h~st summer, insurance-company securi- 
ties with an approximate market  value of 'd)out $343,000,000 were 
admitted to trading upon exclmnges, whereas some $1,209,000,000 o f  
insurance-company securities--roughly four times the previous 
ligure---were not admitted to trading upon any exchange, and thus 
found their only market  over-tl|e-countcr. 

Another striking illustration of the importance of the over-the- 
counter market, which I am sure you will all realize, was the flotation 
of and dealhlg in re.d-estate securities, which was very active about  
10 years ago. Billions of'dollars of real-estate securities were floated 
and dealt in in the over-the-counter market, and the history of the 
real-estate securities, considering the count .ry as a whole is, 1 think, a 
pretty good argument for adequate control of the over-the-counter 
market. 

Furthermore, the very great bulk of trading in obligations of the 
Federal Governlnent, the States, and their local subdivisions normally 
takes place off the exchanges in the over-the-counter markets. Finally 
the primary operations of the great undcrwrith~g houses take place 
over-the-counter. Thus, the over-the-counter markets not only pro- 
vide the medium for an immense volume of trading in a great variety 
of securities, but  they also provide the principal channel for the flow 
of the savings of our'people into new financing. I t  is scarcely neces- 
sary for me to dwell upon the importance of the process by which the 
financial requirements of expandh~g industry are met through the 
public sale of securities to investors. The process of distributing 
such securities takes place on a national scale over-the-cou'~ter. 

Thus far, I have alluded only to the significance of the over-the- 
counter markets in and of themselves. But  the imperative necessity 
of effective regulation of these markets springs not oltly from their 
own importance, but  also from the fact  that  only by such a p r o ~ a m  
can evasion of regulation of the exchan~,es under'the Exchan~,e A c t  be 
forestalled. 

What I mean is tiffs: The act is so comprehensive and so definite 
with reference to the regulation of exchanges that  there is a danger - -  
and in some cases there has been the actual resul t - - that  issues of 
securities have gone off the exchanges into the over-the-counter 
nmrket. 

As an illustration, an officer, director, or 10 percent holder of equity 
securities in a corporation whose securities are listed on an exchange 
has a liability to account to the corporation, within certain limits, for 
his trading profits in the stock of that  company. Tllere is no such 
liabilit.v hi the over-the-counter market, so it is quite possible, if a 
management or those in control of a company see fit, to take their 
securities off the exchange and place  them in the over-the-counter 
market. 

Also, there are certain requirements for the publicity of information 
about securities listed on the exchanges, wlfich do not exist in the 
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over-the-counter market. So, if any concern objects to furnishin,., it, 
the public tile inform~Ltiou which tile Securities Excllange Act con- 
templates the public should have if it is going to tr~tde in those securi- 
ties, all it has to do is, iu ~w.cordanc0 with tile rules of the cxelmng,,s, 
to take its securities off" those exchanges. There is no minimum rL;- 
quirement of information about  securities in the over-the-counter 
market  except for those wlfich are newly tloated and regdstered under 
the act of 1933. 

Senator TowssEsD.  You have no authori ty under the present law 
to stop that transaction? 

C o m m i s s i o n e r  5:[ATIII.;WS. NO. 
I have been speaking of the possibility of defeating the purposes of 

the Securities Exchange Act by leaving the over-the-counter market 
unregulat¢.d. This was recogi~ized by the Congress in enacting the 
Securities" Exchange Act of 1934. ],'or example, the report  of the 
Senate Committee on Baifi~ing and Currelmy to 'accompany the bill 
which became the Securities Exchange Act of 1934 inch|deal the 
following statements: 

I t  has bcen deemed advisable to autl:orizc the Commission to subject s::cb 
activities (i. e. trading in the overothe-counter markets) to regulation simiitzf in 
that prescribed for transactions on organized exchanges. This power is vitally 
necessary to forestall the widespread evasion of stock exchange regaL-ilion by the 
withdrawal of securities from listing on exchanges, and by transferring traditlg 
therein to "over-the-counter" members where manipulative evils could continue 
to flourish, uz~checked by any regulatory authority. 

Now, bear in mind what ~ said a while ago about the grant of poxver 
in the over-the-counter market  and the previous act being in very 

• "general terms. I t  substantially amounted to a ~ a n t  of power to the 
commission to wl~te rules, so far as that  purpose ~ould be accom- 
plished by rules, to apply the type of regulation that  existed on ex- 
change markets. 

In the Securities Exchange Act of 1934, as originally enacted, the 
over-the-counter markets were dealt with very briefly, in a single 
section. The brevity of this treatment did not'in any sense reflect a 
misconception as to the importance of the problem. On the contrmT, 
it arose from a realistic recognition of the great difficulties of working 
out  a suitable plan of regtflation, particularly in view of the fact t ht~t 
so little was known concerning these markets. But, though Congress 
was in some doubt as to the precise method, it had no doubt  as to the 
objective of or the standards for, regulation. Section 15-.-th:~t is the 
section d~aling with the over-the-counter marke t s~ in  its. original 
form, exm'esslv contcmpl;tted the adoption by the Commission of 

- . . 

rules and'regulatmns concerning the over:the-counter markets  "acces- 
seD' or appropriate iu the public i1~lcrest and to ins|||'c to investo|'s 
protection comparable to that  provided by ~md umler authori ty of 
this title in the c:lse, of national securities exch:mges." To that  cud, 
the Commission w.ls authorized to addpt rules aml regulations pro- 
riding "for the r(,gulatiou of ~fll transactions by bt'okcl.~ and dealers 
on ally sm'h market, for the registration with the (?(~mmission of 
dealers m~d/or brokers m:fl<iug or cre:lting such ~ marke t, and for the 
registr:ll.iou of lht: scc|t|'ilicg for which they make or cre:llc 21, m:|;'l<et." 
• I might say tl |at so f~r we havt~ ftmnd no l)r:w, tic~d way of seem'in,_" 
the reglstratiou of scc||rilies, which are now outs{ending and are tlt':~lt 
in, it~ the ow,r-lh(,-eount(,r n~arket.. I shy no l)ra(:tical way l)(,eattst' 
if registration were required t.ht~ allcrmd.ive to registration would be 
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to completely bar them fl'om interstate commerce. ]f registration 
were not successfully achieved, we might freeze comph:tely t,l~e market  
in the over-the-counter sccm'ities by such an action. 

l 'm~uant to this s t a t , t o ry  mandate, the Conuuission began the 
development of its machinery of administration. The outstanding 
need was obviously for facts. In retrospect, it  is startling to realize 
that  there was no reliable source of information concerning the iden- 
ti ty or the number of investment bankers, dealers, and brokers en- 
gaged in this highly important business. Thus, at  the outset, the 
Commission made a l)rogravn for registration of these brokers and 
dealers the keystone of its at tempts to buihl "t system of regulation. 
The Commission, likewise, adopted some simple rules concernblg trade 
i)raetices in this field. [ might add tlmt the simplicity of these rules 
related to their content only, and not to the process of prei)aring and 
putting them into effect. In fact, the immense burden, at  that  stage, 
of making effective ruh,s the content of which could not be the subject 
of any reasonable controversy, is itself a striking commentttry upon 
the unexplored character of the tcrritolT which we were entering. 

Section 23 (b) of the Securities Exchange Act of 1934 expressly 
directs the Commission from time to time to make such recommenda- 
tions for further legislation as may be deemed advisable with regard 
to matters withiu its jurisctiction. We have understood this direction 
to apply particularly to such problems as the one now under discussion. 
I t  seemed to us to be our duty  from time to time, on the basis of our 
accumulating experience and knowledge, to fornmlate and su~,gest to 
the Congress methods for cfl'ectuating the objectives wltich Congress 
clearly had in mind. and clearly set forth in the original section 15. 

Thus, after a year and a half of experience, the Commission inade 
certain rec0mmenclations to the Congress which were largely embodied 
in section 15 as it now stands. Section 15 in its present form is much 
more comprehensive and specific than in its original form. 

Since the amendment of section 15 in May  of 1936, roughly another 
year and a half has passed. I am glad to be able to report that our 
further experience in that period has been, in our judgment, even more 
fruitful than in the earlier l)eriod. The Commission now fb~els that it 
has a fairly clc.~r understanding of what must be done if the orig hal 
purpose of the Congress in regard to the over-the-counter markets is 
to be realized. 

Although we have been making steady progress, it is obvious to any 
student of the problem that a great deal remains to be done. The 
problem has these aspects: First, to protect tl~e investor and the honest 
dealer alike from l)lainly dishonest and unfair practices by the sub- 
marginal element in the industry; second, to cope with the penumbra 
of inequitable aml flljurimts methods of business which lies outside the 
area of detinite illegality, and which can be dealt with effectively only 
by placing the business upou a highly professionalized basis; and 
third, to afford .to the investor an economic service the efficiency of 
which will be commensurate wilh its economic importance, so that the 
nmchinerv, of our markets will operate to avoid the misdirection of our 
Nation's savings which contril.)utes so powerfully toward economic 
depressions, and breeds disintegrating mistrust of our financial 
])l'oee~se~. 

I should like briefly to illustrate the extent of the tirst aml simplest 
phase of our proble{u~that  of policing the sul)nmrginal clement in 
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t im industry. Within tile l . s t  year, the Commission sank probes 
into three, areas outside tile largest tinancial centers-- in  Chwehmd, 
Detroit,  and the Pa(;ific Northwest. A few at torneys and :tccount- 
ants were sent to these area.% to inquire into certain comphtints, and 
to make a l l y ing  survey. [a  the space of a few months, 13 in(li- 
vidnals were criminally convicted. Sixteen more in(lividuMs were 
placed untler indictment, 17 corpon~tions and 41 more individu:ds 
were enjoined, and 2 firms .were expelled or obliued to withdraw from 
nati(mal securities exchanges, all for elementltry-violations of the law'. 
The cll'ect of these efforts has, of course, been salutary. But  it wonld 
be folly to ima~ne tlmt nothing remained to be done, or that  the 
problem is less serious in other parts of the country.  

The second and third phases of the problem are lmrder to illustrate, 
but  are at least as significant. We are all of us familiar x~ith.methods 
of doing business, which while not technic,dly illegal, arc neverthe- 
less unfair to customer and decent competitor alike, and are seriously 
damaging to the mcbhanism of the free and open market.  

Now, how are we to deal with these problems? The Commission 
believes that  there are two alternatives• The first wonld involve ex- 

in our organization; the multiplication of  branch offices; a 
rge increase in the.expenditure of imblic funds; a distinct increase 

in the problem of a;~,'oiding tlle evils of bureaucracy; and a minute, 
detailect, and rigid regulation of business conduct by  law. It would 
mean expanding our present process of registration of brokers and 
dealers to include the proscription not only of the dishonest, but. also 
of those unwilling or unable to conform to rigid standards of financial 
responsibility, professional conduct, and teclmical proficiency. I 
speak the mind of the entire Commission when I say that  such a 
prospect would be scarcely more agreeable to us than I hnagine that  
it would be to the brokers and dca~lers of the country.  We are con- 
v-hlced, however--and x~dth the greatest of respect, I nmst urge tiffs 
con~";ietion upon your commit tee- - tha t  this is a prospect  from which 
we must  not shrink if events should demonstrate i ts  necessity. 

But  we sincerely hope that  such a program will no t  prove necessary. 
T/ie~e is art"alternative, wldch is embodied in the bill now under "don- 
sideration. That  is the method of cooperative regulation, in which the 
ob is largely done by  representative organizations of investment 
ankers, dealers, and brokers, with the Government~ exercising appro- 

priate supervision in the public interest, but  occupying what  m a y  be 
tanned a residual role. In the concept of a really ~-ell-orgauized. n d  
well-conducted stock exchange, under the supervision p rodded  by tile 
Securities Exchanue Act of 1934, one may  perceive something of the 
possibilities to which I am referring. 

I suppose you have all seen or have been informed of the recent 
report of the conmfittee which has submitted reconmlendations for 
the reo~anizat ion of the New York Stock Exchange. Those recom- 
mendations look right in tiffs direction. The Chicago Stock Exchange 
has also prepared such ~t" report, which goes very much along the same 
lines. 

With sound organization and methods and under careful safeguards, 
the Commission believes that such cooperative regulation can be effec- 
tive in the over-the-counter markets without being too complex and 
rigid, and cart remain reasonably general and fluid x~-ithout degener- 
ating into pet ty  tyramly. 
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At this point, I think it will be usefl,l for me to review tile gradual 
development of organizations in this industry and of their relations 
wit.h the Commission during the past 3 years, i think this'.will help 
to demonstrate that thc l)resent views of tim Commission on this type 
of COOl)Cri~tive regulation have not been arrived at hastily, but  have 
been evolved carefully over a period of years. 

Ahnost from its inception, the Commission conducted extcnded 
conferences with representatives of various associations of invest- 
meat bankers, dealers, and brokers from all parts of the country.  
About 3 years ago, a conference committee was formed, representative 
of the industry, to obtain the views of investment bankers, dealers, 
and. brokem as to tim desir'fl)ility of perfecting a permanent schenm 
of organization for the pt, rposes which we lmve been discussing. As 
a result of the activities of the conference connuittee, there canto into 
existence in 1936 an organization known as the lnvestmcnt  Bankers  
Conference, Inc. This organization has enrolled and mainta ined a 
membership, we are informed, of some 1,700 firms situated in all 
parts of the Unitcd States. There are likewise in existence in the 
country a number of other associations of brokers and dealers which 
have for some time exercised a degree of supervision over the conduct 
of their members. I t  is understood tlmt plans for cooperation among 
many of' these various associations and the conference have either 
been put  into effect or are at the present time under negotiation. 

Yn the early stages of our discussions with these groups it was 
suggested tllat it would eventually bo necessary that their position 
in relation to the Commission and" to others be more clearly defined 
as a matter  of law. Almost 2 years ago we expressed the hope that,  
in a reasonable time, suitable organizations of over-the-counter 
brokers and dealers should enjoy a rccognizcd legal position in the 
field of regulation, subject, of course, to appropriate governmental  
control. We also expressed the view that  the establishment of a 
permanent and clearly defined relationship between any organization 
of the type indicated and the Commission must, in fact, as well as 
in lsav, await the completion of the organization phase of the life of 
such organization. ., 

We stated that  at such time as a reasonable measure of development 
toward realization of the objectives which I have outlined should have 
been achieved, the Commission would stand ready to consider reason- 
able proposals designed to render such organizations subject  to ad- 
ministrative regulation by the Commission under,, a specific law. So 
far as we are concerned, that  time has now arrived. 

The representatives of these associations are in general agreement 
that  little further cau be done by them m the field of self-rcgulatmn 
or in providing a ch'mnel through which the Conunission can exercise 
its supervisory powers without enabling legislation. 

I t  seems to the Commission that, in its essentials, the bill under 
discussion is wQil designed to accomplish the purposes which I have 
at tempted to o{ttline, and takes full account of and utilizes the  experi- 
ence of the past  3 years which I have tried to describe. 

Before going to "the detailed analysis of the bill, I should IH~e to 
bring you back just  for a nmmcnt to this concept of it: Tha t  the bill 
lure a twofohl aspect, first, to provide for volunt.try associations wldch, 
it is hoped, will largely take over the prol)lem of reglflation of the busi- 
ness, subject to safeguards which I shall later point out, and second, 
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it  provides a cert.dn amount of direct rule-making power for the Com- 
mission, which is applicable alike to membergof  associations and to 
those who st~y outside, so that  there will not I)o the opportunity to 
avoid the ell'oct of these rules by refusing to join such an association 
or by dropping out. Of course, that involves, on the part of the Com- 
nfission, a direct problem of policing, but  it will be vastly less than if 
we had to do tile entire joh. 

Coming now to the detailed analysis, par, lgraph by paragra~)h, of 
the proposed new section 15 (a) and the proposed amended, subs~!ction 
(e) of section 15 of t, he Securities Exchange Act of 1934, embodied in 
S. 3255, the committee print of Fo.brual T 1, 1'.)38, the bill amends the 
Securities Exchange Act of 1934 by inserting a new section, section 
15 (a) i|nnaediM.ely following the present section 15, and by amending 
subsection (c) of section 15. The present section 15 deals with tile 
regulation of over-the-counter brokers and dealers; that is, brokers 
and dealers who effect at  least some of their transactions otherwise 
than on national securities exchanges. 

I should say that  among our registered brokers and dealers tllere 
are a great many memberst of stock exchanges because they also do 
business in the over.the-counter ma|'kct. 

This bill is intended to provide regulation of associations of such 
brokers and dealers. The plan of regulation in general is closely 
modelcd on that  which is proy!ded under the Securities Excb..n.nge Act 
in the case of natmnal securities exchanges. 

Subsection (a), Registration of Associations, provides that  associa- 
tions of brokers and dealers may be registered with the Commission 
as national securities associations or as affiliated securities associations 
by the filing of certain information. This provision is similar to 
section 6 (a) of the Securities l~xchange Act, which provides for the 
registration of national securities exchanges. The requirements for 
registration as a national seem'ities association are set forth in sub- 
section (b) and the requirements for registration as art affiliated 
securities" associatibn are contained in subsection (d). 

Subsection (b), Standards for Registration of a National Securities 
Association, sets forth the standards of eligibility for registration as a 
national securities association. I t  provides that  no association may 
be registered as a national securities association unless it meets 16 
specific conditions set forth in paragraphs (1) through (10) of subsec- 
tion (b). The general pm2aose of these requirements is to assure that 
the association shall be of such size and scope as to be of national 
eoncelTl. 

Just  what that  size and scope should be is, of course, a matter  for 
the future. There is strong possibility that there may be one asso- 
ciation registered which is completely national in scope. On the 
other hand, there is the possihilitv that  therc may he a number of 
associations registered. (.,eneri311): speaking, it was our thought that  
associations, to be sulficiently wide in the scope of their operations to 
justify registration hare, might take in about as much territqry as is 
taken in by the several Federal Reserve districts. That  stamhml is 
not expressed here, but  our thought here is that an association should 
bc more t han  a purely local thing. For  instance, I (h) not think that 
an association of the dealers iu the largest city in the State that [ 
come from wouhi be of such scope that it. shonhl he registered as a 
national association. 1 doubt  if an association of deahq~ taking in 
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the entire State would be. But  if you take in the Federal Reserve 
,ti-tric.t of which Wisconsin is a part, I think you are gett ing'nearer 
tit,' concept of size that  would justify registration as a national asso- 
c i : , t ion .  

S,nator HITCUCOCK. How wouhl this affect a local bank which 
I,andh's State securities--for instance, State bonds or city or municipal 
I,,mls? They handle that husim;ss through the mails. 

C ,  inmissioner MATHEWS. I always hesitate to begin to interpret 
t},|' law, because I am not a lawyer. However, I will give you my 
mldcrstanding and then let some of the lawyers from our division 
,.orrcct me if [ am wrong. 

It is my undcrstandil~g that  a 1).,tnl~ in that  position is not required 
t,~ register with the Commission. ] t  is not a broker or deal6r under 
,mr act. A bank is specifically excluded by definition. 

Senator HITCIICOCK. But here you say: 
v~vept a b roker  or dealer  who deals exclusively in commercia l  paper,  b a n k e r s '  
acceptances, or commercia l  bills. 

Commissioner .~'[ATHEWS. Bu t  a bank is not within the definition 
. f  "broker or dealer." 

So, when we say that we except that  class of brokers and dealers, 
banks are already excluded. There is already in the act a definition 
of a l)roker or dealer. 

D o  I make  myself clear? 
SenatoT HITCHCOCK. You do in a way, but  T have my own doubts  

as to it. 
Commissioner MATHEWS. Well, a broker or dealer is so defined in 

the act that  it does not include banks. Tiffs relates only to broher- 
dealers, so the banks are outside of it. 

Mr. Davis can show you the section there which may help to clear 
it up. 

T h e  Caxm.~xx. I t  has just been called to my attention that  in 
section.. 3, subsection 4, of the Securities Exchange Act of 1934 we 
have defined the term "broker."  This subsection reads: 

(4) T he  t e r m  " b r o k e r "  means  any  person engaged in the  business o$ effcct ing 
t ransact ions  in securit ies for the  accoun t  of others ,  bu t  does not  include a bank .  

Commissioner MXT~EWS. That  is it. 
The CaAIn.~L~x. I t  also specifically excludes banks ,  so I presume 

there can be no question about  that, Senator. However, if it has to 
be nmde any clearer, we can make it so. 

Commissioner M.~THEWS. I think you will find by  ehecldng back 
to the definition that banks are clearly outs ide the scope. 

I have been speaking of the problem of the size of these associations, 
gt'ograplfically. In addition, the association should be so organized 
t~s to give reasonable assurance that its operations will promote the 
pal)lie interest in the mantmr contemplated by the bill. These 
provisions tind tl'~eir counterparts ~ applied to exclumges in sections 
q; Lb) and 6 (d) of the Securities Exchange Act. Each 1)aragraph will 
I,e discussed separately. 

I have referred to the counterparts as applied to exchanges. I 
sh, bt,ld now like to put this bill before you clearly as a move to accom- 
plish that COml)qrable regnh~tiou of the over-the-counter market,  
regulation comparable to the regulation of exch.mgcs, which was the 
purpose set forth by the Congress iu the original section 15. 
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As I see thi~ bill, if it is passed, the Congress will he carrying but 
in legislative form the purposes which it expressed only generally in 
the original act, i)y setting up over-the-counter market regulafiou 
coral?arable to that  reguhLtiou of the exchanges. 

l 'aragraph (1) makes registration awfilable only to associations of 
sufficient size and scope to. I)e a proper subject of national concern. 
Determination of whether this contlitiou is met involves consideration 
of the number of members in the association, the scope of their transac- 
tions, and the geographical distribution of the members. 

Paragraph (2) requires that  the association be able to carry out  its 
avowed functions in promoting the l)Ulooses of the bill. In deter- 
mining whether this condition is complied with, the Commission must 
consider whether the organization of the association is appropriate and 
adequate to carry out the purposes of the bill, and whether the charac- 
ter of the association is such that  it may be expected to carry out those 
purposes. 

Paragraph (3) provides that  an association may be registered only 
if membership in the association is available to all over-the-counter 
brokers or dealers, e.xcept those who are required to be excluded under 
paragraph (4). 

The importance of open membership in this association will become 
apparent as we get to a discussion of certain of the business rights or 
advantages that will accrue to members; that  is, thG right to refuse to 
deal with nomnembers on any other basis titan that  on which they deal 
wi th  the general public, so they can refuse to give concessions to non- 
member  dealers. I t  is a valuable business right, and if it is to be given: 
to members of these associations and to the associations as such, for the 
guidance of members, it is hnportant  that we do not have, in the first 
place, a monopolistic association. Tim association m u s t  be open to 
the fellow who is willing to conduct his business decently. 

The second half of pa r a~aph  (3) permits the registration of an 
association, the memberstfip of which is restricted on some predeter- 
mined basis specified in the rules' of the association, provided thgt the 
Commission believes such limitation on memberslfip will serve the 
public interest, the interest of investors, or promote the purposes of 
the bill. The bill specifically mentions two types of limitations on 
membel~lfip which the Commission may permit, that is, linfitation on 
a geographical basis or on a basis relating to the type of business done 
by  members of the association. For example under this section, if 
the Commission deems it advisable under the prescribed standards, 
it would be possible to rc~stcr  an association of dealers from the 
Southeastern States, or the New England States, or some similar 
region, or an association of dealers dealing exclusively in oil royalties, 
which is a very specialized fiehl. In all such cases, however, the 
particular basis of re~riction of membership must be specified in the 
rules of tlm association and must l)e sanctioned by the Commission. 

This 1)revision is not inten(led as a limitation on paragral)h (1) of 
tiffs sul)section, and the Commission.couhl not under this clause per- 
mit  registr.|tion of a. 1)urelv local associ:~tion of securities dealers. 

Paragral)h (.I) provides ' that  associ:~tions may be registered only if 
the rules of tim assdeia tion exclude from membel.~hi 1) broleers and deal- 
ers against whom cert:fin Sl)ecilie|l tyl)eS of action have I)een taken be- 
cause of illegal, unfair, or inequit:,l)le conduct in connection with 
transactions ill sect,titles. Thus, if a broker or dealer is under sus-  
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pension or has ])con expelled from a registerer[ securities association or 
from a national securities cxclmnge, for violation of a rule of the a, sso- 
clarion or exch.mgc which forbids conduct inconsistent with just  and 
equitable l)rinciples of.trade, he must be excluded. If the Sectn4ties 
,nd Exchange Commission has denied or revoked his registration as a 
broker or dealer--which m.~y be done only for speciiied violations of 
law--or  has expelled or suspended him from membership in a regis- 
tered securities associ,,tion or a national secuz4ties exchange~which 
may be (lone only for a violation of law--he must  be excluded. 

As a result of "tiffs provision, a broker or dealer who falls within any 
of the categories specified above, may not be admitted to member- 
ship in an a.,sociation~ of which he is not vet a member, and he must  be 
expelled from. all associations of which lie is a member. In order to 
prevent ovaszon by use of corporate forms and other devices it is pro- 
vided that a broker or dealer shall be ineligible for membership in any 
association, if any partner, oIIicer, director, or branch manager of such 
broker or dealer--or any person occupying a similar status or perform- 
ing similar fun'ctions--or any person controlling or controlled by such 
broker or dealer falls wi th in  the specified categories. Practically 
speaking, those are tile present standards for registration under section 
15. That  is to say, if a branch manager had been convicted of a securi- 
ties crime, that  would make the firm employing lfim h~eligible for rc:gis- 
tration, and similarly would make it ineligible for membership in this 
association or if a partner were in that  category. 

Where this general rule of exclusion may appear to be unnecessarily 
harsh the Conunission may, in the public interest, modify it so as to 
permit membership in a registered association. Such action may be 
taken either upon the Commission's own motion or upon application 
either by the broker in question or by a registered association which 
desires to admit him to membership or to retain him as a member. 

The bill originally contained an additional provision, clause• (C) of 
subsection (b) (4), wlfieh has been eliminated. I t  provided that  a 
broker or dealer who is ul~der court injunction in connection with 
securities transactions was ineligible for n~embership in an association. 
I t  is felt, however, that  the existence of such an injunction is not  
generally a conclusive indication that the broker or dealer is the type 
of unethical person who must be excluded from an association. If  
the case is one in which it appears that  the public interest will be 
served by barring the broker or dealer from doing a business in 
securities this result may be attained by revoking his registration 
under subsection (b) of section 15 of the act. Revocation of the 
broker-dealer registration--t lmt is, the direct registration with the 
Commission--would also serve to bar such a broker or dealer from 
membership in ]~ny association under clause (B) of subsection (b) (4). 

The Cm~zR.~[,tN. Is clause (B) the one with reference to violation 
of the law? 

Commissioner ~[ATLIEWS. That  deals with registration of broker- 
dealers and the right to revoke their registration; and that  right is 
generally in connectiou with convic'tions related to securities trans- 
actions or injunctions. 

The Cm~m.~LeN. Yes; iu other words, an injunction does not  
necessarily convict him? 

Commissioner Nf~'rur:ws. That  is right. 
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The CHAmMA,~. l ie  may still be innocent and yet  ]lave that !~qunc- 
tion pending; but when the court has found hint guilty, th,,n this 
applies? 

Commissioner MATH~ZWS. Yes. Under tile orighml provisions of 
the regulations, once an injunction was issued, he would be barred 
from the association. 

The CHmR.~IA,~. I see. 
Commissioner ~[.~.THI.]WS. Paragraplt (5) requires that  there shall 

be a fair representation of the membership in all matters concerning 
the government and administration of tim association, i think the 
purpose of that will be obvious: To prevent the control of such an 
association falling into a limited number of hands. 

The Ca~m.~N.  Yes. 
Commissioner h'IaTH~:WS. Paragraph (6) requires that dues im- 

posed on members to defray expenses of administration shall be 
allocated equitably among the members and shall ~tot exceed the 
~mount necessary to defray reasonable expenses of administration. 

Paragraph (7) r~quircs that the association have rules designed: 
(1) To prevent fraudulent and manipulative acts and practmes. 
(2) To promote just and equitable principles of trade; and more 

generally. 
(3) To protect invest.ors and the public interest. 
(4) To remove impediments to and perfect the mechanism of a 

free and open market. 
This paragraph also requires that  the rules of the association shall 

not  be designed to promote monopoly, to require or permit unfair 
discimination between customem or issuers or brokers or dealers, nor 
to fix minimum profits or charges. 

l~aragraph (8) requires that the rules of the association shall nmke 
provision for adequate disciplining of members who violate its rules. 
- -Paragraph (9) requires the association to have an orderly progeduro 
for the disciplining of members and the exclusion of persons desiring 
to become members. This procedure must include the bringing of 
specific charges, the giving of an opportunity to be heard in defense, 
the keeping of a record, and the making of specific findings of fact by 
the association. In the case of an unfavorab]e determination against 
a member, such determination must include a s ta tement  of the penalty 
imposed and-also a declaration whether t.he association considers that  
the rules violated by tile member involve conduct inconsistent with 
just and equitable pri]~ciples of trade. This last statement is im- 
portant  in connection with the eligibility of expelled members to ad- 
mission in other registered securities associations. The determina- 
tions of an association are subiect to review by the Commission, and 
ultimately by the courts. 

Paragraph (10) provides that the association shall admit to affilia- 
tion any other association, if so required by the Commission. 

Subsection (c)--afliliation of association: This section gives the 
Commission power, where necessaL'y in the public interest or to carry 
out the purposes of the bill, to require national securities associations 
to admit other associations to alfili.~tion and to prescribe the terms and 
conditions upon which national associations may admi t  other asso- 
ciations to alliliation. 

Subsection (d)--standards for registration of an alliliatcd securities 
association: This subsection sets forth tile standards of eligibility for 
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registration as fill affiliated :~.ecurities association. I t  provides for tile 
registration of associations not of thcmselve~ Imtional in scope, pro- 
vided that such associations will, upon a'cgistration, become alliliated 
with a registered natioiml secmStics association. In all other rcspects 
the standards of eligibility fl)r registration of -an atliliated association 
are the same as those for a national securities :association (as set forth 
hi paragraphs (2) to (9), inclusive, of subsecti,m (b)). In cases where 
a registered association has imposed restrictions upon membership of  
the type which is authorized by paragraph (3~) of subsection (b), the 
affiliated association must  restrict its members~hip at lea~t to the same 
extent as the parent national association. In no case can the affiliated 
association admit to menlbcrship any class of persons who are not  
eligible to membership in the parent national association. 

Subsection (e)---granting and denial of re~sttration: This subsection 
provides that  the Cow, nlission shall grant r%~-gist.ration as a national 
securities association or as an affiliated seclu~ties association if the 
appropriate re¢iuire.ments, set forth in subsections (b) and (d), rcspect- 
ively, are met. If such requirements are no t  met  the Commission 
must, after a hearing, deny reNstration to an association which has 
applied. This provision is similar to section 6 (c) of the Securities 
Exchange Act which rclates to the r e ~ s t r a t i ~  of exchanges. In case 
an association which has been registered as an affiliated securities 
association is not  promptly admitted to alfi~iation with a registered 
national association the re~strat ion of the affiliated associati0n'must 
be revoked by the Conlmission. 

Subsection (f)--withdrawal of registration: Registered associations 
may withdraw from registration upon application upon such reason- 
able notice and under such terms and conditions as the Commission 
may.impose to insure orderly liquidation of ~the affairs of the associa- 
tion. This provision is similar to section 6 If) of the, Securities 
Exchange Act in the case of exchanues. I t  is further provided that 
withdrawal of a national association i'rom registration shall automati-  
cally terminate the registration of any association affiliated with such 
national association. 

Suhsection (g)--review of discipline .ry action: This subsection gives 
the Commission jurisdiction to review any disciplinary action taken 
by an association against a member or any action by an association 
denying admission to any broker or dealer who desires to become a 
member. Such review may be initiated upon the Commission's 
own motion or upon application by an aggTieved party. The com- 
mencement of proceedings for review before the Commission does not  
stay the effectiveness of the action of the association in any case unless 
the Conunissioffspecifieally so orders. 

Sul)section (h)--proceedings fo," review: This subsection deals with 
proceedings to l'cvicw discil)limlry action taken by registercdassocia- 
tions against members and proceedings to review denial of member- 
sh.ip.by .a registered association. The scope of review by the Com- 
mission is complete and the Comnlission must  consider the entire 
record before the qssociation. I t  may also take and consider such 
other evidence as it deems necessary. 

hi any case of review of disciplinary action against a member, if 
the Commission linds that the accust, t'l nwmber. 'is guilty of the acts 
charged and that such acts constitute a viol.ttion of the rnlcs of the 
association, Ihe Commission must permit the action of the association 
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to remnin in effect unless i t  find.% under pnrngraph ( l )  of tiffs subsee, 
tion, that the pen:,lt.~- is excessive.,, If the l)enalty is excessive or 
oppressive, the Connnission may cancel, reduce, or require the renlis- 
sion of the pemllty. In "all cases where the Coinuiissioa finds the 
member to have violated a rule of the association it must deehu'e 
whether the rule is one violation of which constitutes conduct incon- 
sistent with just  anti equitable principles of trade. 

If  the Commission finds that  the member has nol; committed the 
acts Charged or that the acts charged do not constitute a violation of 
the rule of the association which is ch,wged to have been violated, the 
Commission is required to set aside the action of the association. 

Paragraph (3) of tlfis subsection provides a review of denial of 
membei'ship in a registered securities association. If  the Conunission, 
after hearing, finds grounds for denial of membership to exist, it must 
dismiss its proceedings. Where such grounds do not exist it must 
order the a(hnission to membership of the broker or dealer to whom 
membership has be'on denied. 

Subsection (i)~dcalings of association members with nonmembers: 
This subsection permits registered securities associations to adopt rules 
requiring each member to deal with nomnembers on the terms no more 
favorable than th~ general public receives from such member. This 
subsection ~i411 give registered associations an effective sanction in 
withholding dealer.'s discounts, allowances, and commissions from that 
portion of the business which has not seen fit to submit  itself to regis- 
tration or which is by reason of past nfisconduct, not  eligible to mem- 
bership in rcgi.~tcred associations. I t  is specifically provided ~hat any 
member of a registered securities association may grant to any other 
mem.ber of any registered securities association any deMer's discount, 
allowance, commission, or special terms. 
" "Subsection ( j )~supplemcntary  reports of associations: Thi~ sub- 
section gives the Commission power to require registered securities 
associations to keep their registration statements current and to supply 
such additional or supplementary information as may be necessary. 
This provision is analogous to section 6 (a) (4) of the Securities Ex- 
change Act. Subsection (j) also pro~ides that a change or addition 
to the rules of an association shall take effect upon the thirtieth clay 
after a copy has been filed with the Commission unless the Commissioix 
pelTaits earlier effectiveness. The Commission must  disapprove a 
change or Mtcratiou in the rules of an association unless the change 
or alteration is consistent with the standards prescribed as conditions 
of the registration of the association. Thus, this provision applies tim 
same standards to amen(hnellts to rules and to new rules as are applied 
to the original rules at  the time the .lssociation applies for registration. 

Subsection (k)~Comnlission's power with respect to rules of regis- 
toted associations: Parngraph (I) of the rules gives the Commission 
power to abrogate any rules of a registered securities association if, 
after hearing, it alil)e.trs tllat such abrogation is necessary or appro- 
priate to carry out the purposes (if the bill. This paragraph originally 
conlained the provisions for ln'ovenling ix rule frolll heconling ell'ectivo 
which lll'e now cont:l.ilwd in subset:lion (j). I t  was felt t.hat the stllnll- 
ards nlililied by subsectioll (j) are nlilro, i lppropriatc than the standards 
set  f o r l h  in  t l l i s  pal ' l lgr i i .ph.  

])nriigraph (:2) givi.,s the Conuni.~.qion power affh'luatively to suggest 
an alteration of or supplelllent to tile rules of registered securities 
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associations ill certain enumerated respects. If  the association fails 
to adopt the alteration or supplement, the Commission ma.y itself 
alter or supl)lement rules of tile association if, after hearing;: it limls 
.~uch action necessary and approl)riato in tlm public inte3"cst or for 
lhe protection of investors or to effectuate the purposes of the bill. 
The provisions of this paragraph arc modeled on the provisions of 
section 19 (b) of the Securities Exchange Act. 

Matters  in respect of wl|ich the Commission is given power to alter 
or supplement the rules of an association include the following: (1) 
The basis for, and procedure in connection with, the denial of mem- 
bership or the disciplining of members; (2) the method for adoption 
of any change in or addition to the rules of the association; (3) tlm 
method of choosing officers and directors; and (4) affifiation between 
registered securities associations. 

This paragraph originally empowered the Commission to alter or 
supplement tim rules of the association with respect to t lmprevent ion 
of unfair trade practices and the enforcement of just  and equitable 
principles of trade. These powers were embodied in chtuses (5) 
through (13), which are no longer included in this subsection. The  
substance of these clauses has been transferred to subsection (e) of 
section 15, which is discussed below. The powers of the Commission 
to alter or sutbplcmcnt the rules of tim association w tdch remain in 
this paragraph relate only to t he  organization of the association as 
such, and not to the conduct of individual dealers and brokers. 

Subsection (1)--powers of the Ccmmission with respect to associa- 
tions, and members and officers thereof: This subsection gives the 
Commission disciplinary power over registered associations and 
individual members and officers of such associations. SpecificalLy the 
Commission is authorized, when it deems such action necessary or 
appropriate, after opportunity for heating, (1) to suspend for a period 
of not exceeding 12 months or to revoke the registration of tt regis- 
tered securities association for violation of the Securities Exchange 
Act, for failure to enforce its own rules, or for activity tending to 
defett.t the purposes of the bill; or (2) to suspend for a period not  exceed- 
ing 12 months or to expel any member from a re#stered, securities 
association for violation of the Securities Act of 1933 or the Securities 
Exchange Act of 1934 or for participation in such a violation; or (3) to 
remove from office any official of a re#stered securities association for 
failure to enforce the rules of the association or for abuse of his 
authority as an official of the association. 

Similar powers in the case of exchanges are conferred b3~ section 19 
(a) of the Securities ~Exehan~de Act. 

Subsection (m)--eifeet on e.,dsting law: This subsection provides 
that tliis section shaU prevail in case of conflict with any inconsistent 
provisions of Federal law which may be at  present in effect. 

II. Subsection (c) of section 15: 
As originally drafted, section (k) (2) gave the Conmlission power to 

iml)OSO n|les on"'m association. That  provision we, s objected to on 
the gronnd that it was unfair to ask people to come into an association 
when somehody else had a right to change the rules of the game, and 
on the further practical ground that even though there were no unfair- 
ness in tlmt, nevertheless it would have the effect of making it dillicult 
(o get members to come in; because people out  through the country 
may have some fear thqt we might proceed unfairly, even tlmugh we 
had no intention of doing so. 
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That  was revised so that  the power to impose rules on the associa- 
tion relates only to the lirst for,r items of what was origim~lly in 
section (k) (2); and the rule-making power, corresponding to the other 
items of what was.in (k) (2), is now a power for tire making of rules 
for the guidance of individmd brokers and dealers, and not to compel 
an association to embody those rules irrto its rules. 

Now coming to subsection (c) of section 15: This subsection gives 
the commission power to adopt various types of rules and regulations 
designed to prevent conduct inconsistent with ju.6t and equitable 
principles of trade al~(I to assure to investors in theover- the-colmter  
markets protection comp.mtble to that provided under tire Exchange 
Act with respect to e.xch~ll~gcs. Powers specifically mentioned include 
the power (l) to prevent fraudulent or manipulative acts or practices; 
(2) to prevent fictitiorts quotations; (3) to provide safeguards against 
unreasonable profits br unreasonable rates of commissions or other 
charges, b u t - - a n d  tl,is is impor t an t~no t  the power to impose any 
schedule of. prices, discounts, commissions, allowances, or other 
charges; (4") to provide safeguards against unfair discrimination 
between customers, or issuers, or brokers and dealers; and I want to 
call your attention, there, to the fact that the power is to prevent only 
unfair discrimin:~tions, and not all distinctions bet,teen dealc~; 
(5) to provide safeguards with respect to the financial responsibility el 
brokers and dealers and against the evasion of financial responsibility 
through the use of corporate forms, special partnerships or otller 
devices; (6) to regulate the manner, method, and place of soliciting 
business; (7) to regulate the time arrd method of making settlements, 
payments, or deliveries; and (8) to provide for the collection, recording, 
and dissemin,~.tion of information relating to the over-the-counter 
markets. ~ 

These provisions, as I said, were in a large measure conbained in the 
riginal subsection (k) (2) of section 15A. There was, however, 

,siderable feeling among representatives of the industry that  mem- 
'~ip in associations might be seriously deterred if the Commission 

• uthorized to  impose obligations on members of associations 
"ould not rest equally upon nonmembers. 5~[oreover, there 

feeling that  action by the Commission should be Under its 
a~ qdng power, pursuant to the statute, rather than in the 
p~¢.. ~. "l)osition of rules of conduct which, when adopted, would 
chr~ rules of the association. 
or a ~c~ ~ in its original form was largely patterned after 
of tFt ¢y~ -. Securities Exehanze Act of 1934, which gives the 
[ a ~ e t ~ c ~  , 'owers in regard to'•exchanTes. We feel, however, 

s ~ble force in the criticisms which have been 
Sub~ qmt the proposed change is desirable. Under 

tered a,. ~.s.~°~ ~ ;on will be able effectually to exercise its 
power t¢ ~o4"~o ~. oe-, in two respects: First, it will be able to 
after hea.~_N~-..~w,-, ~ "iations in raisinu the st.andards of con- 
priato to-~- .o" ~ ' . . ~ ' ~ . ~ o  ~¢, ~,: x~, lavin~, down similar requirements for 
contMned f~,,-.~ ~9~,¢,~'.,4 "h trio Commission to step in to situa- 
,,-hich are ,,I,le to d,, the the,,,se ,'cs. 

. . . .  ~ o ,~ od take your time on, th ismorn-  ards apphed ,,', ¢~ ,~ 
set forth m t.l ~ ~,~o tzlad lo answer them if I can. 

- " "all on hIr. Katz, if the ques- l aragraph ~.¢x'~ 
an alteration I . 
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The  CnAntSt^N. I think this is a good t ime to conclude the 'hea r ing  
for today,  unless some member  of the conuni t tee  would like to ask 
you some quest ions at  this time. 

{There was no response.) 
The  CHAmMAN. i f  not ,  then, Senator  Maloney ,  who will be our  

next  witness, tomorrow morning? 
Senator  M*LONr:V. I cannot  be sure, Mr.  Chah'man.  I have  sent  

wires to a number  of men engaged in the business. 
T h e  C~Amsl^s .  Th en  we shall leave the m a t t e r  to you. 
Senator  ADAMS. Senator  WagncL it was m y  misfort tme no t  to be 

here earlier in the hear ing today.  Woul-I Mr.  Mathcws  or some of 
ti~e o ther  members  be here tomorrow, in case there were some ques- 
tions asked? 

Comnfissioner ~'[XTHEWS. Yes; we shall have  some representa t ives  
here. 

The  CHAm,~IAN. Yes; I ttfink you  should be here. 
Commissioner  MATHEWS. Yes; I shall tl T to be. And if I cannot ,  

Mr. Ka tz  or o thers  will be here. 
Senator  MALgNI~Y..~'[r. Chairman,  I should like to offer for t h e  

record two letfers  wlfich I have  been requested  to present.  One of 
the letters is f rom F ran k  Dunne,  pres ident  of the New York Secur i ty  
Dealers Association, who was a m o n g  those to whom I wired, invi t ing  
him to test ify here. l i e  said he would apprecia te  i t  if I would have  
this let ter  in t roduced  into the record. 

The  Cuam.~aN. His let ter  is one of approval  of the legislation, is 
it, Senator?  

Senator~lALON~.V. Well, approving the legislation which was 
originally draf ted.  The re  have  bcen some changes, since; I th ink 
those would also be approved.  B u t  I am only introducing the !et te t  
because I had a specific reques t  to have i t  included in the record.  

The  CflAmMXN. Yes. 
(The le t ter  referred to is as follows:) 

NEw YORK SECURITY DEALERS ASSOCIATIOIV, 
New York City, January ~8, 1938. 

lion. FR.~,~cis T. MALONEV, 
United States Senate, Washington, D.  C. 

DE^R SENATOR MALONEY: Thank vou for vour wire of today relative to the 
hearing before the Senate Banking and" Curren%" Committee on y~ur bill, S. 3255, 
Io regulate the over-the-counter markets. 

The New York Security Dealers Association, being the pioneer organization 
of over-the-counter brokers and dealers, formed over 12 years ago for self-regula- 
tion, is naturally in accord with the spirit of the bill. 

If there are any specific points on which you would like information or advice 
based on our experience, I shall be most happy to appear before your committee 
personally t, pon request. 

We should appreciate it if you would have this letter introduced and read at 
the hearing. 

Sincerely yot~-s, 
FRANK DUNNE, P r e s i d e n l .  

Senator  MALO.~'EY. I also have a le t ter  f rom Mr .  Wahlo S. K.endall, 
preAden t of the Secur i ty  Dealers  ".kssociation of New England;  and Mr .  
Kendall requests  tha t  this let ter  be in t roduced in the record. 

The Cn^ms~,xN. Yes; we shall pr int  it  in the record.  

-.! 
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(The letter referred to is as follows:) -': 
SECURITY DEALEItS AS.'~OCIATIO,N OF NEW EN(~I, ANt), 

Boston, January 29, 1938. 
l i on ,  FaA.'~cm T. MALO.X'~:V, 

Senate O~ice Building, II' ashington, D. C. 
DEAlt ~ENAT()I/ MALONE'f: I :tin in receipt  of your  cour teous  telegram offering 

me an  o p p o r t m d t y  to appea r  bef , )rc ' the Sena te  Bank ing  and  Cur rency  Comnfi t tee  
in the  hear ings  o .  the  over-thn-c,)ul l ter  bill. 

] l av ing  sat on ti le comnli t tec which conferred wi th  the Securities and Exchange 
Commiss ion  in regard  to the  general  principles to I)e a r r ived  at,  which your bill 
p r c t t y  well covers, al,d with  the  principles of which I am in accord,  [ do not  feel 
t h a t  I can fu r the r  con t r ibu te  mater ia l  help to vouF commit tee .  

I Iowever ,  I do feel t h a t  the  mechan i sm for regiomd and  na t iona l  associat ions  
and  the i r  l)roper and  adeq ,mic  f inancing will be very dil t icult  to  es tabl ish  sat isfac-  
tori ly.  ] ' :s t imates va ry  great ly  as regards the  cost. i have  heard  thenl  r un  as 
h igh  as $5,000,000, which, I :ml f rank to say, seems to me to be excessive, bu t  a n y  
subs t an t i a l  addi t ion to the  opera t ing  cost of the  i ) ,ves tmcnt  business  under  a con-  
t i lma t ion  of such condi t ions  as h.tve ob ta ined  this  last  ) 'ear, would be an a h n o s t  
in to le rab le  burden  to most  of the  i n v e s t m e n t  houses, however  g rea t  was t h e i r  
good will. 

] t  is an  open secret  t h a t  very  large a m o u n t s  of e,upital have  been lost by  the  
i ndus t ry  in recent  months ,  not  only by the  large underwr i t ing  hmlses bu t  also by  
t h e  smal l  d i s t r ibu t ing  organizat ions .  Aside f rom inven to rv  losses this  arises 
chiefly f rmn two facts:  Tlie complete  break-down of confidence on the  p a r t  of 
the  p r iva t e  investor ,  resul t ing ill a f r ightful ly d iminished  volume of business to  
a po in t  t ha t ,  a t  any  fair  spread of profi t  clmrged those who still have  the  courage 
to buy  securit ies,  gross income is no t  adequa te  to pay opera t ing  expenses; and,  
second,  to  the  fact  t h a t  there  has  not  been issued for a lmos t  a year  a type. og 
secur i ty  su i tab le  for the  small  conserva t ive  p r iva te  inves tor  who needs a corn= 
b ina t ion  of safety and  a fair ra te  of income, a t  the  sacrifice of a modera t e  degree 
of marke t ab i l i t y ,  to supply  his dai ly needs. 

Good qua l i ty  issues have been confined a lmos t  ent i re ly  to ins t i tu t iona l  bonds.  
I n v e s t m e n t  houses no more t han  commercia l  businesses can exist  on tu rn ing  ove r  
and  over  securit ies a l ready on the  marke t ,  which the i r  clientele has never  bought  
and  sees no par t icu lar  re,~so)l for buy ing  now. In  such the  spread  of profit-is,  
except  in the  less desirable securitics,  i nadequa t e  for the  labor  invoh 'ed .  J u s t  
as in the  original  p lacement  of ins t i tu t ional  bonds,  the  buyer  is willing to pay  
two or th ree  points  above  the  cost to  the  bankers ,  bu t  l a te r  a f te r  p lacement  
expects  to buy  t hem on the  spread of one- four th  percent  to one-half  percent,  s9 
in the 'p - r iva te  in';, 'estment business,  inves tors  are ent i re ly  willing a t  first to pa~  
a wider  spread  t h a n  later.  

T he  opinion is widely held by  i n v e s t m e n t  bankers ,  who have  shown excellent 
courage and  abi l i ty  dur ing  the  depression,  t h a t  if th is  combina t ion  above de- 
scr ibed cont inues  any  grea t  l eng th  of t ime, the  i n v e s t m e n t  b a n k i n g  mach ine ry  
of the  coun t r y  will be th rea tened  wi th  an  a lmos t  complete  b reak-down on account  
of the  a lmos t  daily, d iminu t ion  of .capi tal .  

Th i s  is a m a t t e r  which should engage the  serious a t t e n t i o n  of the  Congress, a n d  
for t h a t  reason I am br inging i t  to  the  a t t e n t i o n  a t  th is  t ime  of ) 'our  commit tee .  

Very t ru ly  yours,  
WALDO KENDALL, 

President, ,.~ecurily Dealers' Association of New England. 

The C~xmMx~. Then, if there is nothing further at tiffs point, we 
shall adjourn until tomorrow morning at  10:30. 

(~Vhereupon, at 11:50 a. m., an adjournment was taken until 
tomorrow, Wednesday, Fc'bruary 2, 1938, at 10:30 a. m.) 
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WEDNESD&Y, FRB£tUAI't'~ 2, 193B 

UNITF~D STATES SI';NATE, 
COMMITTEE ON BANKING AND CURRENCY, 

Washington, D. C. 
The committee met at 10:30 a- m., in the committee room of the 

Senate Committee on l~anking and Currency, Senate O[fico Building, 
Senator Robert F. Wagner (chairman) presiding. 

l'|'escnt: Senators +Wagner (chairman), Adams, Maloney, Rad- 
cliff'e, Brown of Michig:m, and Townsend. 

'rite CIrAZaMA,~. The committee will be in oMcr. 
[ understand that Commissioner Mathews desires to testify briefly 

this morning with reference to some newspaper account of his testi- 
mony yesterday, which he feared might have created tim wrong im- 
pression of his-testimony. Is that correct, Commissioner Mathews? 

Commissioner .XIATHEWS. That is correct, yes. 

FURTHER STATEI~IENT OF GEORGE C. MATHEWS, COMMISSIONER, 
SEGURITIES AND ~XC~ANGE COMMISSION, WASHINGTON, 
I).C. 

Commissioner M,~THEWS. Judging from the newspaper acdounts 
this morning, I thiJ~k that something that I said yesterday was mis- 
understood. 

The impression seems to have bccn gained that I estimated the 
cost to one of these associations as $5,000,000 a year. I think the 
record will show that I made no estimate of the cost to one of the asso- 
dati'0ns of doing its job; that where I spoke of cost, I was speaking 
of what the cost might be if the Government had to handhb the entire 
program directly. 

I have not yet  seen the transaeript of the record, but my recollec- 
tion of my statement is that the $5,000,000 figure was mentioned in 
connection with the complete program of direct regulation by the 
[;ovcrnment, includh~g the carrying out of the activities which the 
(;ovcmment might lmve to perform if it had to continually supervise 
the financial responsibility and keep itself informed of the financial 
emalition of people in the business. 

1 merely want  to correct any wrong impression that may have beeu 
gained h'om my testimony. Thank yott: 

The CttAtazaA~. Thank you, Commissioner. 
Our timt witra~ss this mt;rning is Mr. Joseph C. l:Iostetler, a mem- 

ber of the firm of Baker, Hostetler, Sidle & Patterson, of Cleveland, 
()hie. Mr. Hostetler is counsel for tim Investment Bankem Con- 
lyre|lee, IIIC. 
We shall be glad to hear from you, Mr. }Iostetler. 
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STATEMENT OF JOSEPH C." HOSTETLER, MEMBER OF THE. FIRI~I 
OF BAKER, HOSTETLER, SIDLO & PATTERSON, CLEVELAND, 
OHIO. COUNSEL FOR INVESTMENT BANKERS CONFERENCE, 
INC. 

Mr. HOSTETLER. :V[r. Chairm~m and Senators, this bill, a copy of 
which as printed ycsterd'ay 1 saw for the timt time this morning, takes 
care of nmst of the incidental nmttcrs which wo have (liscussed with 
the Securities and Exchange Commission relative to this bill. There 
are a few items in it which I still feel we might discuss further with 
the Securities and Exchange Commission. ]nasmuch as tlmro are a 
number  of witnesses here this nmrning, I am not going to take the 
time to go into them, but  it is with regard to tile language on page 
5, section 7, dealing with minimum profits or minimum rates of 
commission. 

The conclusion to which I come after reading this bill is that  the 
first portion of it is workable as a basis for what  we have all been 
calling self-regulation in the investment banking business. 

I was not here yesterday,  and therefore I do not know tile extent 
to which Mr. Ma'dmws outlined the approach of the securities group 
that  I represent to this; but, briefly, I would like to see it. When we 
set about  drawing a code for the investment banking business, the 
idea was developed that if we could create in that code a group of 
investment bankers who woukl agree to be bound by  the rules in 
their spirit as distinguished from technically, it would be advantageous 
in the conduct of the business under the code. So, originally in that  
code it was provided that  there could be a group of registered invest- 
ment  bankers who would agree to be bound further than the law 
bound all in tile indus tw;  they would be bound by the code in i~s 
spirit as construed in the light of the reforms to be accomplished. 

In order to protect the men who a ~ e e d  thus to be bound as dis- 
tinguished from being bound by the strict construction of the law in 
~he c o u f t h o u s e ~  ., 

Senator TOWNSEND. By  whom was the code to be set up? 
~ r .  I']-OSTETLER. By the investment bankers, under the old code 

authori ty,  and with the approval of the Government. 
In order to protect those who agreed thus to be bound by the spirit 

of the code, we provided that  they might hold their operations among 
those who were similarly bound. I have always felt that  when that  
code was approved it was a bold and fine thing that  was given to 
this indus tw to try to do. 

We then set up the registered investment bankers'  group under the 
code and divided the country into 17 districts, with district organiza- 
tions in each district, so that  complaints under the code could be 
heard, determined, and settled with the least possible expense to the 
person who lind thc-~omplaint. That  is, a man in Denver who bought  
a security from a man in New York and then had a COml)laint could 
go to the Denver code authority, without needing a la~wcr or any- 
body else. He could merely tell his story, a report would be made 
from his standpoint, it  wouhl be sent to New York and investigated 
from the dealer's standpoint,  and then fm~vardcd to W~lshington. 
In the year and a half that  that  group was operating it handled be- 
tween 100 and 200 complaints perfectly satisfactorily, easily, and 
without  any delay. 
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~%qlcn tile code became inoperativel then tile council was organized 
i to try to hold tile group together until such time as some b.Lsis for 

sclf-regulatiou or coopcraUve regulat ion--whatever  you wish to call 
i t ~ w a s  developed. 

The reason I am calling your attention to this language at the 
• bottom of page 5 is that  one of the things which I believe the Securities 
and Exchange Commission is going to want to have covercd in a set 

' of rules is some method of protccting a security during what  is called 
the distribution period. There a're, as all of you gentlemen know, 
two methods of distributino~, ,,securities. Umlcr the Engl'ish, l method 
a security from the day it is put out, if it is registered on the exchange, 
is not protected in its distribution. In this country your syndicate 
groups agree tlmt during the distribution period the security is to 
bo sold at the price registered with the Securities and Exchange 
Commission. 

The thought in my mind is whether or not this language binds the 
Securities and Exchange Commission so that  it could not  approve 
the language oT aa association which had in its rules anything with 
regard to the maintenance of the distribution price during that  period. 
However, I think that  is a technical question which can probably best 
be worked out  between us and the Commission. 

The CHAIRMAN. ~'lla~ particular language is it? 
Mr. HOSTETLER. I t  is in Ibaes 23 and 24 of page 5. 
I t  would be only fair for me to say that  Mr. Katz and Mr. Da~:is 

lhink that  that  language does not refer to original distribution. I 
think that  we can straighten that  out. 

Senator ADA,~Is. Do you think that the practice of maintaining a 
price by a~eemen t  among distributors during the distribution period 
Is a sound one? 

Mr. HOST~'.TLER. I do. I think you must  either do that  or go to 
" -  an efitirely different system of distribution. We file with, the Com- 

mission the price at which an issue will be bought and the price at 
which it will be distributed to the public. During the period of dis- 
tribution in this countIT syndicate a~eements  have constantly pro- 
vided that it will be sold at the issuing price. 

Senator ADAMS. I am familiar with that, bu t  my ques~on was asked 
from the standpoint of the consumer or purchaser of securities. I 
should like to know whether or not  he is receiving fair t reatment.  
When a security is offered to him at a certain price and he inquires 
of this f i l~  andt inds  that  tim price is so and so, he then inquires of 
another firm and the price is the sanle, and there is a Inaintenance of 
a level which is based upon an agreement rather than on value or 
market price, based upon the hlterchange of the opinion of the buyer  

I and the seller, I ~hould like to know whether or not  it does not  afford 
an opl)ortunitv for the purchaser, for his own personal investment,  

: to be misled b~' these syndicate agreements. 
Mr. HOSTETLER. Personally, t do not think so; and I do not  think 

there is any doubt  in the worhl that the group in the original distribu- 
tion has the right by contract  to make t l~at agreement d~u'ing the orig- 
inal distribution period. All I meant  was that  I would like to see as 
much leeway as is possible in the Commission, hi working out  tim rules 
of these associations. 

Senator ADAMS. Of course, I have naturally a very ]in|itcd knowl- 
edge of it, but  I lind an initial prejudice agabmt these syndicate 
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agreements, which goes back a good many ye~u~, to tile time when the 
stock of tile Mammoth  Oil Co. or the Sincl,,ir Co. was distribut(,,[ 
under one of those ~greements. Tl,at left in my mind an initial p,'e- 
judice against Vhe practice of syndicate agreements for the n,aillt,~- 
nance of the prices of securities regardless of the value of tim secl,ritics. 

1~.ir. IIosTETLr:R. M y  understantlillg, Senator--and the gentlenw~l 
who are in the b,,siness know it; I really (Io not know i t - - is  that  the 
difference between the EngliSh method and our method is that  where. 
a security is not protected durizlg distribution it leads to a much 
harder  transaction between the distributor and the issuer as to price. 
In the sale of a security the issuer t,'ies to get the money as reasonably 
as he can and at as high a price for the issue as he can. Where there 
is not  any listing, the market  does not control. ~qlere you are issuing 

g o t  that  .problem. Where you list it  immediately on the exchange 
and  distribute it against the exchange dealings, I think you will find 
i t  makes for dearer money b y s u b j e c t i n g  it immediately" to its o~n" 
v~ompetition and to the competition of a person who may bid a quarter 
off and who is willing to sell at  one-eig'htL off in order to make ~tn 
eighth. In other words, it is deal ing in quick transactions, which 
slows up the distribution of the whole issue. 

I t  is a big question as to how you ought to distribute, as I under- 
s tand it, bu t  I think that the Securities and Exeha~|go Commission 
ought  to have the right, so far as the rules of these registered associa- 
tions are concerued, to have as much leeway as possible to make the 
thing workable in accordance with any particular method that there 
may  be for distribution. 
• . There are eight or nine other witnesses here, and I realize there is a 

shortage of time; therefore, I shall not take more than my  share of it. 
I think that  section 2 of the bill, which is the section with reference 

to the additional powers to the Commission to nmke rules, raises a 
tqhuestion. I am just torn as to how I shall say this. I have a feeling 

at if I do not say what I want to say, I would be dishonest to you. 
• Senator Bnow,~ of Michigan. Where do you find that  section? 

Mr. HOS'rETLEn. On page 16, and it goes over to page 17. 
Originally those powers were put  in as a right to make rules for the 

association. I urged that  they ought to be taken out, because they 
ought  to be applicable to the whole industry rather than to the regis- 
tered dealer. 

The easiest thing would be to say that  the flint part  of this is 
workable and to say nothing about  the last part; but  I really feel 
tha t  the last part is unnecessary during the period of the formation 
of you," association. I hope you will believe me, because I am saying 
the truth. 

I t  is a job to form this association. America is a very large count,'y. 
In  preparing the Investment  Bankers'  code, ahnost 6 months were 
required for its drawing. Committees from everywhere came in, 
because every commtmity had its own practices, which were peculiar 
to that  community and to their particular kinds of securities. 

I t  is not so hard to (h'aw rules for the large distributors and large 
associations, but  to tit in the rules so that  they are a[)plicable in ~lll 
of the districts of the United States is a job. I feel that  during the 
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organization period it is much better to lmve this industry as a unit, 
Irving to work out its own administration, with tile approwd of the 
('~,mmission, than it is to have it under some sort of compulsion, 
,,:~rricd on by the fear tlja.t somcone is going to start  to make tim rules 
if they do not. 

I tl'Link that  there would be plenty of time to do what is l)roposed 
in section 2 if section I does not work. 1 thi~d< that  section 1 has tL 
better chance of going if section 2 is not in. I realize th,tt from the 
standpoint of many l)Col)le that  might be diIFtcult to understand, 1)ut 
I merely know tlmt if you had sat, as I di(l, with humh'eds of dealers 
frmn al lover  tim Middle West, in Chie,kgo, trying to exi)lain to each 
~mc how a given rule works in his particular instance, it is a job tha t  
requires the highest degree of cooperation. 

For instance, just let me i l l u s t r a t e - -  
Senator Brtow.~ of Michigan (interposing). v~qmt is there to induce 

or to cause those who do not care to be regulated to come into the 
association? It.seems to me that  that  is the purpose of the provisions 
of section 2.  

Mr. HOSTETLER. Of course, tim purpose of section 2, if you consider 
it. from that  viewpoint, is that  you are going to try to form this self- 
regulatory body by fear. I do not think that  is the basis on which 
to buihl it. I think it is essential that  this business produce, as nearly 
as it can, the ethical standards of a profession. I thilfl¢ such standards 
are too important  to the prosperity- and life of this country as i t  is 
set up not to do that.  1 t h i n k  that  was tim strength tha t  did it 
before; I tlfink that  is tim stren~,th that  is going to do it now. 

I began to illustrate. I t  is clear, for instance, that  the person wile 
walks into an otfiee of an investment banker ought to know whether 
he is dealing with that  man as an agent or as a broker. Tha t  is 
perfectly clear. We spent weeks in trying to figure out how to give~ 
that information to him in a way that  was completely clear, and at a. 
time when he was not ye t  boun(t to tim transaction. 

I t  is easy enough for someone to say, "Well, the way out of thai; 
is to segregate the two." I do not tlrink you can segregate the two 
and still leave people in business in the smaller commmfities. When £" 
say "smaller communities," I do not mean towns of 10,000; I meart 
elites such as I come from--cities from half a million to a million and 
a half. There just  is not enough under~Titing business there to keep 
anybody alive. There is not enough brokerage business alone; a mall  
has to do a general business. 

We linally determined that  the way to let that  purchaser kno~, 
was to p la i t  it right on the face of the eoniirmation, which is what I 
thhd~ they call it., In order to make that  operative, we had to stars 
out anti try to elfi~nge the method of doing I)u.~iness iv all shops where 
tile eonfirn'iation did not come at the right time in the line of procedure. 
h| other words, we were almost a year having committees and auditor~ 
going to mcn|bcl.-s, a,'ranging t|wir booldweping, their receipts of 
~|rders, eonlirmations, and executions of orders, in accord|race witl~ 
the l)lan which wouhi citable that notice to l)e given in accordance 
with tile ntle. I t  is mit that  those who are J:|en|be|'s do not want to 
c~mq)ly; it is that  you have to set up, ILy careful l)rel)aration, the 
tvcht|ique of tilt; I)u~incss iu order that  they can comply with the rule.. 

1 fl'el that  in the origimd desigmLtion (;f the registered list., which 
Wus the birth of l his idea, tim I'ellSOll. that impelled it, was the convie- 
ti~,u on the port of this I)usiness that  it was advantageous to the 
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business and necessa .ry to have that type of regulation of its tr,ln~. 
actions. I thinl~ that is so. I think on that basis you can get farth0r 
quicker and better  than you can with any clement of fear being the 
sole element. 

Senator Bnow,~ of ]V[iclligan. From the customer's standpoint,  ft,: 
only ]¢Jiowlcdge tlmt lie would have that he was dealing with a re gll- 
lated group rather than with a nonregulated group would come from 
that  group itself? 

Mr. HOST~.TL~R. Yes. Of course, with the power in this- 
Senator BRowN of Michigan (interposhlg). I am assuming that  that 

section is not in the bill. 
Mr. HOSTETLEn. That  is fight. With the power in this bill which 

gives to registered associations the power to restrict their dealings 
to other registered associations, if there is a registered association of 
really representative membershi p throughou t the "United States, that 
will be quite enough inducement. 

Senator BRow.~ of Michigan. Do you think that people would not 
deal with brokers who were not members of the association? 

Mr. HOSTETLEri. I believe that brokers wouhl hace to come in and 
agree to be bound under the provisions of this act. , 

Senator BJmw.'," of Michigan. Do you think that that is sfiffieicntly 
covered without section 2? 

Mr. HOST~VLEa. I certainly do. Assuming that there is a repre- 
sentative group that complies with the requirements of the Commis- 
sion and organizes an association, and it has the right to restrict 
dealers' associations to participations in distributions in the re~stercd 
group, I think there is quite enough incentive to make that  very effec- 
tive, always trader the Government 's  supervision. ~?'e have never 
asked to do it otherwise. That  would not  be sound. 

This is a very intricate business. You have to consider not  only 
the largo issues--these isstles of $50,000,000 and $75,000,000--but you 
have got to consider the man who needs $100,000 or $200,000. His 
situatmn, I ~-ill tell you, is entirely different. Such business has got 

. to be covered by a code that is flexible enough to allow regional oper- 
ations and stiff enough t o  accomplish your  objective. I think it can 
be done, but  I do not think it can bo done in any other way  than b~r 
having this industry, as an industry, start  in and make up its mincl 
to do it. There is i~othing it cannot do if it makes up its mind to do it. 

There is not a business in the world that  conducts as largo transac- 
tions over the telephone as this business does. YOU know that today 
there will be f~om 10,000 to 50,000 telephone calls, and they will in- 
volvo from 10,000 to 50,000 securities. Such a method must  be fol- 
lowed in order to conduct this business. 

][ feel that if you offer to this business what they have Wanted, ~vllieh 
is the first portion of this bill, the next thing to do is to let them 
start  out and try to perform. I t  will not be a matter of performing 
overnight. It  cannot start  that way. You have got to sell it to the 
man in Osl¢.floosa, Fla., Terre. lhluie, Ind.,.and in the cities in Id ,ho  
and in all Ihe o i l ier  <Z, tates. You hay( . (  t to e t t  it, a.reed t o .  I t  is a 
lob to (Io lhl i t ,  %Vllile lhli t i.< goin,... Oil, i rel i l lv do llOt <i liinJ~ i t  wouhl be 
hel l i ful  to s l lv , to  lhel i i :  " i f  )'Oil {IOli>t lie ii~ the ]nlTeVlilan is going 
to get.' VOII."" I lh ink lhat  is lhe wrong Wil~" to sot. i t  "lip. 

1 l h ink  that  i f  this scl [-reguhl i ioi l  does II{It, I!lOVe llS Ihe Seeul'il ies 
and Exi'hl l l lge (~'OUllnission thinks i t  Otlghl 1o dt lr ing this [ii'st lit, l'ioti, 
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the Securities and Exchange Commission has full right to approve or 
reject the rules proposed by every association that applies for member- 
ship. I)uring that period, I do not think you need tile second section 
of this bill. Afterward, however, if it does not work, and if Congress 
is in session, you can ask for whatever you want. 

It would be easier to slough it over, but I really think it is sounder 
not to have to use the force; rather let this business try to organize, 
because it is the thing they ought to do. 

' the CHAIRMAN. Do you think they will do it? 
Mr. I-[OSWEWLF.R. I do. I think it would be born exactly as all 

other types of professional ethics are born----out of necessity. You 
are a la~wer, and you know that our legal etAfics are born in such a 
way. We could not practice law if we did no t  have rules. 

If I go into a store to buy some nails, there is no particular ethics 
about that. If  I can get them next door for 5 cents a pound, and you 
are selling them for 10 cents a pound, that is up to me. 

I think the wisdom of doing this is so plain, although the experience 
may not  be complete. I t  would be a mistake for me, Senator, to 
indicate that  under the year and a half of the  code we had all types 
of markets; we did not. The code was pre t ty  largely administered in 
a very quiet market. I t  had not stood the tes t  of a boilhlg m a r k e t ~  
a very active market. But  with a will, I think it can be done, and 
I think it will be undertaken. I realize tha t  nmnv of them will 
wonder about  many of the provisions and the possil)ility of making 
them effective. That  is bound to be. You  are starting something 
you have never vet  done. I think probably most of the doubt  will 
be on the part  o{ the very best elements in the business, because you  
have seen and I have seen now, if you have  drastic rules which you 
cannot enforce, the people who suffer are the  best, becauss, they abide 
by the rules while nobody else does. But  I believe even these ~Jll 
undertake to utilize this opportunity'. I certianly hope so. 

The Crrxm.~+,N. You think that if they do not, the provision ~qll 
just invite drastic legislation? 

Mr. HOSWZTLZR. I think that if in the next  year, as these rules and 
re~|lations are being submitted to the Securities and Exchange Com- 
miss ion~I  think the Conunissiou should have  complete control over 
i t--if  the thing is not organized as the Commission thinks is proper, 
then, I think, there is plenty of time to ask for the additional legisla- 
tion. 

The Cn+dm~t~.~. Thank, you Mr. Hostetler .  
Commissionel" Mathcws wants to make a further statement,  in 

connection witf~ the one he made earlier this morn;ng. 

FURTHER STATEMENT OF HON. GEORGE C. MATIIEWS, COMMIS- 
SIONER, SECURITIES AND EXCHANGE COMMISSION, WASlt- 
INflTON, D. C. 

Commissioner MXTm.:ws. The reprc.~entative of the New York 
lh'rahl Tribune calls my attention to the fact  that in the a r tMe which 
!qq)t, ared in his paper tiffs morni~:g, the quotation,  wheu the a r tMe 
ns more carefully read, eh,arly relates back to mmt hcr party, rather 
(hll l t  | 0  l n y s e l f ,  a s  to  t i l t ,  c o s t  o f  t,hes(~ a s s ~ t ' i : t t i o n s .  

1.'nfortunately, that I):~rticulqx • story w.~ read hurriedly in getting 
ready to ('t)nle d o w n  hel 'e this morning. The  fact that the quot.atiou 
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was taken from another man was not undel."~tood at the time I came 
here. So far 'is that ll:u'ticular story goes, I wolihl not u, all~ to leln'e 
with the comnlittee the inipression that that  representative had ~my 
misundcrstanding of my testimony. 

The Clixni.~tAx. Our next witness is Mr. B. Howell Griswokl, Jr., 
of Baltimore, Md. Mr. Gl4swold is associated with :~lex Brown & 
Sons and is chairnlan of the Investment Bankcm Conference. 

STATEMENT OF B. HOWELL GRISWOLD, JR., CHAIR~IAN, INVEST. 
MENT BANKERS CONFERENCE, BALTIMORE, MD. 

The CH.~ir,~lAx. Proceed, Mr. Griswold. 
l%{r. GnlswoLn. h'lr. Chairman and Senators, of course, I did not 

have the advairtagc of hearing tile discussions yesterday, bu t  I have 
been told that as a matter  of record it has not been made quite clear to 
all of you what the Investment  Ba.nkers Conference is and who con- 
st i tute it. I am going to endeavor to do that in a very few moments. 
I want  to make perfectly clear, if you gentlemen will permit nm to do 
so, the distinction between the Investment  Bankers Conference:and 
the Investment  Bankers Association. T h e y  are so closely related in 
name that a distinction has to be made. Therefore, when I speak 
today for the Investinent Bankers Conference, I want to make it 
clear that  in no way do I speak for the Investment  Bankers Associa- 
tion; they doubtless will speak for themselves. 

The Investment  Bankers Conference is an outgrowth of the old code. 
The Investment  Bankers &ssociation was responsible in large lneasure 

. f o r  the drafting of the code. I had no part  in the drafting of the code, 
although I should hav~. been glad to be able to participate in it; in 
fact, I should have been rather proud to, because I think it did a fine 
lob. I was called in at the end to serve as chairman of the code 
committee. Naturally, anyone i s r e luc t an t  to take a job of r.hat 
sort, but  it did serve to give nlany of us a national picture of the busi- 
ness that  I think few had had up to that time. 

I t  was not merely the difference between the smaU deifier and the 
large dealer and the rights of the small dealer as against those of the 
large, and vice versa, but we endeavored also, at tile same time, to 
understand the geographical distinctions throughout the United 
States. The ilivestlllellt business in on~ section of the United States 
is often differently conducted ill nlany respects from the same busi- 
ness conducted in other sections. The habits ofcustonlers mid dealers 
have grown tip in different ways. Then, too, there arc dill'erellt types 
of dealers and investors, and if you desire to I)e fair to ldl of them 
you have to understand each sectio;f of the country. 

AS II'e w e n t  , i lo l ig  i t  l iee~iiiie i i lo ro l ind  n lo rc  evident  lh i l t  lho in res t -  
i l le l l t  banking l)ll~illess prob~lbly did not  belong lUldiH" the N. R. ~t. 
Tile ] 'O l lsons  WCl'O n l l l l l e l ' O l l , ~ , .  

%Vlion it COllies, for  example ,  to  the l l l i l k i l l ,  7 of  lu l i ls ,  to  llSe ~'[r. 
Ih is te th,  r 's i lh is i r i i l ion,  yon ill'(' in con ipc i i lh in  w i th  ollu, r nilils luld 
o t h e r  n i i i l  l i i l l i i l i l ' l l ( ' l l l rers .  Y o l l r  prodi l( ' l ,  is ti fl'C~ll l i ro lhi i~t  w l i i ( ' l i  
('Olillll'l('s w i th  the fresh lll'Odll(~l, ill" O:] l l , r  l i l~ i l i l l fa t ' t i l r i , rs ;  il. IIol'S n o t  
( 'onl l)elc. wi th  old or i'll,,4tv mills. T~ilt in flu: i l i ves l l l l l ' l i l ,  l)li.,4hii,.~s 
lhcro i~ l io t  " i i iv  l icw i.~.~li(~ ill" old is,~uo l iu l t  you s~,ll iluil, is lilll, in 
¢oni l ie l i lh l i i  , lht,oret icl i l ly l i t  l iny cllie, w l lh  till Iho i.~,~iws l l l i lsh inding 
in llu. Ihi l inci l i l  nilu.kcls. The invcs ln ient  biisinl,,~s is a dilrl,i.luii, k ind 
Of b ilsin i,s.,L 
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Therefore, it became clear at that time, I think, to Mr. Kennedy 
and to Mr. Landis, and to ourselves, that  there was more of an illlianco 
between the Securities and Exclmn,,.,e Commission and our line of busi- 
ne~  titan there was I)etw(:cn the N. R. A. and our line of business. 
Informal diseussi~ms had takcn l)lace, and when the act creating the 
N. R. A. was declared mmonstitutional we were invi tcd--I  would not 
say invited; I would say by mutual consent--by mutual consent we 
sat down to see whether or not we could save some of the prhmiplcsof 
ethical practice in our code and continue to apply them for the good 
of the industry itself. If you wtmt to put it seltishly, because an 
enormous amount of harm is done to the decent investmc.nt banker, 
who really does not need a code. 

Many  of the things that  were in the code simply expressed the cus- 
tomary manner of trading on the part of the better houses. And those 
houses never thought of doing business in any dill'erent terms. Yet 
in this sense, you a~re ymw brother's keeper, and you are for your own 
protection, for if someone who calls himself an  investment banker, 
and perhaps has an office in Wall Street, fails, it appears that  a "Wall  
Street firm" h.lu gone crooked. It  is a misunderstanding on the par~ 
of the public, very often, but it is sufficiently serious to invite decent 
people in the business to work out the suppression of people of this 
sort, just as they have at tempted to do in a mild way in the legal and 
medical professions, to lead the minds of those in tim business on to 
decent practices. 

Do not think therefore that  I am speaking as a missionary of lifting 
the ethics of individuals; I am speaking in a practical sense . .  You 
have got to have h.onest people in the business, whether they handle 
large or small transactions. If you do not have honest methods you 
arc going to do great harm t,o the investment business. 

Building up a system of good practices, the Investment Bankers 
Conference has nothing to do and never can have anything to do with 
the control or punishment of criminal acts. That  is not within our 
scope at all. Further,  it is'clear, as you go along, that  yoq, simply do 
not convert people to fair practices by force of law. You find that  
people evade laws of this sort. I tldnk that  ill workin~ out a system 
of fair practices we could do very much more than the Government 
itself could do. I repeat, I am not talking about the enforcement of 
crhninal law; I am sl)eaking about fair practices. The reason for 
that  is this: If you have the Government with the power to regulate 
and it puts in those regulations certain directions as to how you m a y  
act, such regulation has the force of law, and when you bring a 
charge against a nmn, you bring the charge against him as if it were 
criminal indictment. He may be invited to Washington or to some 
other place for ~ hearing, or lie may be called from California or any 
other State, with his lawyers and others, to a hearing. There is a 
very great disificlim~tion ()n the part of people to subject people to 
anything of that  sorg for what is obviously only a violation of fair 
practices. Under such circumstances, you will not get the com- 
plaints. People will not nmke that kiml of conlplaint~most  peel)It-- 
if they know it is going to l)o a matter  of .'t quasi-criminal imlictmcnt. 

We have today about 1,700 meml)ers. There are about 6,700 
people registered as investment 1)ankcrs. There is a very large per- 
centage of those who are not continuously in the iuvcstnl~,nt banking 
busint, ss as we arc accustomed to use the term--people who wan't 
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commissions, or cngaga in oil royalties, and various other lines. We 
have tried to break down the figures to determine how many there arc 
rea l lyact ive ly  engaged in the investment banking, dcqlcr, and broker 
business, and as a, f~,ir guess, not to be relied upon, but simply as a 
guess, I think we might say there are perhaps 3,200. There may be 
more or there ]nay be less. Vv'o have 1,700 members at the present 
thne. 

One of the most encouraging things, Senator, which leads us to 
believe that something c:m be done is that these 1,700 firms have stood 
by  and put  in a contribution during all of thcse past  yearn for the 
purpose of moving onward toward the objective of greater decency 
m the buomess. 1hose 1,700 are large and small houses. Anybody  
is eligible to our particular group who is a registered banker. 

With this bac!~round I shall tr 5- to give you an idea of what  we, in 
a sense, hope to do. We, of course, have not had an opportunity to 
go back to the 1,700. Yet, their whole conduct and their willingness 

- to trust the 21 governors who come from every section of the country 
a n d  who know all the various features of the geI~eral investment 
broker's and dealer's business, indicates a most c, ooperative "~ttitude. 
W'e have 21 members of the board of governors, elected from different 
sections of the country. We have 14 district committees, each cox:er- 
ing a separate area of the United States, through which we a t tempt  to 
carry on our plans for establishmcnL of rules for fair practice and 
educating brokers and dealers, as well as the investors, as to what  
are rules of fair practice. We invite investors to come in and make 
their complaints. If a man has a wrong and you sit down and find 
~.ut tha~ tilere was no wrong committed, that  it was simply a paistake 
that  somebody in his office made, and that he is extremely sor].'y for it, 
an adjustment  is quickly reached by the parties, unless some criminal 
act  is involved, in which event we would refer it at once to the criminal 
authorities. 

The thing that I believe is likely to happen to the S. E. C., as time 
goes by, is their effort to enforce what you might call traffic regulations 
will eventuate in ahnost complete failure. I tlfink the history of the 
past  has shown this. You cannot reach into the habits of the people 
and try to enforce, by law, certain things which ru'e unenforceable 
from the standpoint of their customary habits. 

I am to ' ing to speak from the standpoint of judgment of past  
experience. I t  does seem to me that if you will think of us in the 
light of traffic guides, you are getthlg a correct idea of our purpose. 

The idea of a~ tn~ttic nmn is to kt~c 1)-- business moving. Of coume, 
ha has got t.o arrest here and there, but if you find a trallic man whoso 
mind is overcharged with the duty of cr'in|inal prosecution, he ends 
up by blocking traffic. The thing to do is to keep business moving 
if we can. I t  Is import 'rot qt the present time to keep business going. 
The reason is-- .md I will give you the tigures exactly a little later 
on-- f l in t  the amount of new reproductive calfital that goes into busi- 
ness in this co|mt|T is not what it should be at this time. Under 
normal comlitions it. is between 4 and 5 billion doll|us a year. Now 
what  we are doing is reliuancing ohl d e b t s .  ],:stim.m,s c:overin~ the 
)'eaz~ ]9:21 to 1930, italic:tie an average of $4,5i10,1100,()00 t)f scctlritics 
Issued fin" new ami i)roductive l)urposes. ()f this amount ,|pl)roxi - 
lnah~ly S3,000,000,000 lwr annunl wouhl have been registeral)le with 
the Securities aml ],]xchange C.ommission. The securities registered 
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~l~l~l designed for new and  productive purposes (notwithstanding the 
I~rid period of tlu~ 2 preceding y~:ars) was but  $150,000,0()(I i~ 1!)35 
lind $725,000,000 in 193(;, :lgnitlst a normal l)eral|uuJno[ $3,000,000,000. 

At the. l)rcsent tittle we turn over the shine ohl I)ttsiwl(:ss and t't,litl~ttt('e. 
'l'he |)ntll~s too Ill't: turn(rig ov(:r the sn.nlo oh[ bu.~illess llgltin ;lilt[ llgailI. 
We must get it reproductive atlnosphere in this cout/try, with new 
Sevlll4ties going out  p romoted ,by  ctq)it~d and new securities issues 
whi('h will employ new I'0)or and crc~tte, in turn, new business. I t  is 
important th:Lt th:tt should be done, and I think that what  we are 
dist'ussing todtly mox:es otlward toward it. 

To conic to tim bill itself, we h'tve had a meet(rig of the governors 
of the conference colnmittce. I tldnk there were 18 of them there. 
We had, also, men from different sections of the country who belonged 
to our regional eonlmittees. The'r(~ were 38 men at the meetillg. ~Vo 
went over the bill, item by i t em--no t  this one, but  the 6no b c f o r e ~  
because Senator h[aloney had asked us to make a study of it. We 
brought it back and presented it to Senator X[aloney ~ i th  changes, 
and Senator .~[alone~,r in turn, asked us if we would present it with 
our suggestions to the Sccumtms ixchange  Comm~ssxon. 

The CHAHi,~fAN. May  I interrupt you for a moment, Mr. Griswold? 
I shall soon be obliged to go to another committee to vote. I have asked 
Senator Adams to preside in my absence. 

Mr. HOSTgTLER. 3Iay I interpose for just a moment, ~Ir. Chair- 
n l a n  .~ 

The CItAXRatA~. Yes, sir. 
Mr. HOSTETLER. I referred to the necessity of discussing paragraph 

7 on page 5 with the Securities and ExehaJ}ge Commission. ~ks I 
understand it, there will be an opportunity, if the committee is still 
in session, if something of these conferences that  makes us wgut to 
make a statement,  to come before you to express our views. 

The CHAIR.~tAX. Of course. We are acting in cooperation with all 
of the parties interested. 

.%Ir. HOSTE'rLER. I just wanted to say that, because you asked me 
the question, and I answered it as seriously as I could. There are 
sonic provisions which I think we have got to work out in order to 
try to be sure that  we have the correct authority to limit 9ur dealings 
to registered associations. 

The CHAHt.~tA.~'. I am sure that I speak the views of every member  
of the committee when I say that we want to cooperate in every w~y 
possible with the Securities and Exchange Commission and with those 
who are affected, so as to bring about legislation which is workable 
and in the public interest. 

Mr. Gi~iswoLn. Well, Senator, the result of that  meeting was that  
after we had gone through evex~, detail there were a number of minor 
objections, but  one particularly serious objection, and that  was to 
what was known as (k) (2). That  seemed to be a tmanimous objec- 
tion. The rest of it was detail work and most of those objections have 
been ironed out. We made that report to Senator .Xlaloney. 

That  brings$~s down to what is known as section (2). The various 
extensions of power which have been granted to the Securities and 
Exchange Commission had been in the original bill, under titling 
"(k) (2)." We had stated to" the Securities tt~ti Exchange Commis- 
sion that we did not believe that we could form al~ assoei~tion which 
over its own protest could be ordered by law to enforce these additional 
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powers. I t  became a penalty upon those who joined the association, 
for there was no-provision by which these new powers could be im- 
posed upon those who were not members of the association. The 
potency of the argument was appreciated, and the provisions were 
removed h'om (k) (2). They now reappear, however, in section (2), 
whicll is designed to give th~se powers to the Commission itself, in 
which event they would formulate their own regulations and wouhl 
be obliged to administer them directly and individually to all registered 
investment bankers. 

Now, when we reach section (2), I have no right to speak for the 
conference. I would say that I have the right to speak for the con- 
ference about  section (1) as it now stands. I would say that  we have 
no t  only approved the principle of section 1, but, su~bjeet to a few 
other  changes, the language of the bill. 

I would .have  no right to speak about  section (2) because the 
Jnvestmen~ Bankers Conference suggested that it should be removed 
from the bill as a whole. We should like, therefore, r e m a k e  a much 
fuller s tudy of the import  and significance of section (2) and its 
relationship to the section dealing witb a national institution. 

I agree with Mr. Hostetler that there are certain implications and 
language existing at the present time which will require a gteag deal 
of  s tudy before we can speak with regard to section (2). 

Senator MhLON~:Y. The possibilit.v of your fear with regard to 
section (2) would be as Mr. Hostetlcr explained, in connection with 
the organiz,ltion of the dealers now under section (1)? 

Mr. Gasswo,~D. That  is a fear that  would have tO be removed 
before I would say that we could work under section (2). We have 
no~ had time to consider, the import of section (2) as now separated 
from the main body of the bill. 

The CnAmMAt¢. Thank you, sir. 

STATEMENT OF FRANK DUNNE, NEW YORK CITY, PRESIDENT, 
NEW YORK SECURITY DEAT.ERS ASSOCIATION 

Mr. DUNNE. Senator Wagner, gentlemen of the Senate; the New 
York Security Dealers Association, as you probably know, is the 
pioneer organization for self-regulation in the over-the-counter busi- 
ness. The need for what is practieMly embodied in this bill under 
discussion was seen by us about  12 years ago. We, naturally, are in 
favor  of the bill. Vv'e think that it i~ time that something was done to 
ge t  the whole iLIdustry in line in the matter  of self-regulation. 

Because of the way in which we have seen our small assoeiatio,l 
work out and lmve seen its inlluence througlmut the Nation on the 
industry as a whole, we c a n  see only benefit that wouhl t l e c r u e  , is  a 

result of self-regulation by the industry. There is just  one thing which, 
from our experience, we e.mnot bet.ome optimistic ~dmut, and that is 
that  there will be no rusl, for deale,'s to join Ul). I t  has been our exper- 
ience lhat. the. dealers will set up all sorts of reasons for not joining 
self-re~uh, tin~ assoeiati,ms. ]n the tii~t place, the majority of dealers 
do not' like v:hat is re,dlv self-regulqtiou; secondly, they "do not liko 
the expense of it; third, t'hcy like to see ihc other f[qlow do the job for 
thel l l .  

I thhik Ilil~ right pi'oeeiillre Io follow is to educate the dealers l i i l l l  
])rokers of the country in the over-lhe-counler business its to the. 
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