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PROCEEDINGS

Chalirman Frank: We will resume the conferencs.

Apparently our appeal was not so great as %o m&intain the
same number that we had yesterday. I think we had about 200
here yestexday. Apparently we were not sufficiently interest-
ing %o hold our audisnce.

Do I understand, Mr. Stewart, that there dre some gentle-
men, gmall dealers from out of %town, that wish to be heard
this morning?

Mr, Stewart: Yes, Mr, Chaiman, there are two or three
éthers, and there are two, I think, who would like %o con=-
tinue the same general type of testimony as Me. ﬂﬁayton and
others spoke on yesterday. |

Chalirman Frank: I would like to suggest in so far as
possible that we avold repetitiah of the thinge that were
sald, and if a witness is in coheurrenee with what was saiqd,
that he so indicate'an& confine his remarks to anything novel,
because I think we have got the point of view, and if it is
merely & statement éf concurrence, that ean be noted of record.
I do not want %o be ?iéorome about that, but we do have a lot
of other work to do, aﬁd we would like to get £iniened.

Méo Stewart: I will ask ﬂr; Kuhn ¢o present & statement.,

STATEMENT OF G, JOHN EURN
Vise President, Firemens Insuxanee Go.,

Newark, N. J,

Mr. Kubn: I have a preparsd statement here, sir. May I
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read that?

Chairman Frank; Does 1% cover much the same ground that
was covered yesterday?

Mr. Kuhn:; There is some repetition, I do not Aoubt, of
vt wag sald. | |

Chairman Frank: I wonder if you sould not indicate where
you conecur, and if you have anything new to state, state it,
and to the extent that 1% overlaps, file your msmorah&um and
it can be mrds a part of the recerd..

¥r, Kuhn: I will try, then, as I go through this, %o
eliminate what was said yesterday. I have not read the
vestimony, but I have & general idea of what may have been
sald,

I am convinced that the imposition of any regulations
requiring the use of cdmpetitive bidding in the sale of public
utility securities would be an mnwis@; impracticable and un-
desirable meagure and would not be in the public interest.

I have read and studied, in so far as the short time
allowed has enabled me %o 4o so, the recent repors of the
Public Utilities Division of the Commission a&vnca%ing SOf=
petitive bidding for certain publie utility sesurities, and
the reply thereto of the Investmeny Bankers Assocoiation of
America, Aated January 18, 194l. In my opinion, the former,
although a brilliant, theoretical exposition of the case, is

uneonvineing, whereas the I.B.A., answer %o that report is a
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clear, adequhte and comprehensive argument in oppoaltion,‘
which, in the light of my experience, I believe to be sincere,
as unblased as such a report coull be, basgd on far greater
. Judgment and practical experience, and with which, with some
minor reservations, I concur. |

To enforce competitive bidding would, I believe, be
entirely inconsistent with the real purpose for which the
Securities and Exchange Commission was originally brought into
being. It was established by the Securities Act of 1933 for
the protection of investors.- not the issuer of securities =
and even though the powers of the Commission have been broaden-
ed by the Securities Exchange Aet of 1934, and the Pybliec
Utility Act of 1935, that particulayr purpose has not changed.

Regardless of all statistical studies made %o prove the,
contentions of those on either side of the argumen®, it takés
1i%tle imagination to realize that under a system of com-
petitive bidding, higher‘prices in general would inevitably
bs pald to the issuer by those in competition for the busi-
ness. That is one of the prime purposes and the very essence
of competition, as developed to some extent here, and I will
skip over that, as it was undouﬁteﬂly covered yesterday.

Chairman Franki Do you think the same argument generic-
- ally could not be made with respect to competition in any

other £ield? In other words, if you %@ke someboedy comparable

to the investor in other fields of busineas activity, 1% would
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be, let us say, the consumer, could it not be said that coﬁo

petition in any commodity is likely to 1noreaag the price

to the seller?

Mr, Kubn: I do belisve that.

Chairmen Frank: And therefore, the ultimate consumer
peye more, Well, there was a system of economy Auring the
Middle Ages on the basis of a just prics, according to which
competition was not deemed desirable., I thought that we had
moved away from that economy, and the American system was one
in which 1% was deemed that the consumer and the whole economy
was begter off iAf you had an active competition, and the fact
that the price might rise in those cireumstances wag ong of
the circumstances that was taken into account, because it was
asswned that, generally speakfingD as the result of competition,
everybody would be bestter off,

Now, ag I.mnaerstaha:it, you think that that criterion
which is generally applicable should not be &ppliocable %o
seeuriﬁies?

Mr, Kubn: I do“in this particular case, becaruse X béa
lieve that over a period of time, despite the @omp@%itivé
tasis upon which business has been conducted in <this
- oountry, there has been established a tﬁa&ltionai relation-
ship in this partiocular field whidh‘has brought about benefits
%o both the issuer anﬂ_the purchaser that might be elimimmted

by competitive bidding,
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Chairman Frank: unldn“t.you gay on the whole - I Jjus%
ask you - wouldn't you say that in any area of business which
séys that ordinary competitive methods should be eliminated,
that it has the burden of proof? I am eXpressing my own
views entively. I know that a% least one of my colleagues
does not agree with me, I do not heppen to believe that under
. all circumstances competition is the most Aesirable method of
arriving at the results, but I fesl that the burden of proof
is on anybody that saya.%hat i%¢ is not%.

Mr. KEubn: I shall attempt %o prove that from my poin%
of view here, siw.

Competitive bidding, in my opinion, would destroy ¢the
professional relationship which has exigted between tﬁe unden-
wriver and his client by which both the olient - i.e., the
issuer - and the investor have benefited. That sense of
responsibility which the investment banker has had, p&r%lcular#h
ly since the passage of the 1933 Act, o get the best poesible
terme for the issuer énd at the seame $time tTo protect properly
the int%erests of the ultimate purchaser, would be virtwally
aliminate&; Who would take such responsibility, where, und4ep
competitive bidding, the natural and logical impulse would
be to ocut all possible costs of investigation, legal, aaeounﬁe
ing, engineering, and so férth, in order to make the highest
bid - %o look upon the underwviting ag mersly & job of quiek

merchandising with 1ittle interest in the subsequent fate of
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the issue, especially since it would have little bhearing upon
a firm's chances of getting the next piece of financing of
the same issuer, or of any other issuer?

Then, sir, I develop the thesis that the investment banker,
as the counsel to the issuer, gives him the benefit of his long
experience and his continuing knowledge of the issuer’s finan-
cial problems to advise him as to the best means of issuing.’
securities, and I say:

Who, under competitive bidding, would give him these
benefite? Surely the Public Utilities Division of the 8.E.C,
is neither prepared nor willing %o undertake that advisory
function in addition to its éupervisory powers under Sections
6 and 7 of the Public Utility Act of 1935. All these things
and more are done now with a reasonable degree of success,
and the absenes of any clamor on the part of publio uilicy
managements for competitive bidding well proves that they con-
sider these @ervie@a{tq be of inestimable value,

Likewise, the eonfi&enee of investors, partisularly
those professional buyers who represent institutions, both
large and small, in the present system of negotiation, is
squally well illustrated by their conspicuous restraint from
any request for competitive bidding. We, an& I now speak of
the companies I represent, have purchased some new security
issueg without any preliminary study of the indentures be-

cause of our belief that those investment bankers have
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negotiated the best possible instrument tb protect our |
interests. We could hardly do that undepr competitive bi&ding
in any but %he very highest oredit rating obligations.

In a recent plece of financing, with which I am familiar,
the problems involved were the subject of close, Jjoint study
by the igsuer and investment bankers for months, with over '
30 different plans of financing investigated and innumerabls
inflenture covenants analyzed, Auring which time the most
painstaking and detailed analysis and appraisal of the com-
pany’s operations and properties were undertaken and oarried
through.

Chairmen Frank: May I ask this question? What do you
think was the impetus To the enactment of the Trust Indenture
Act? As I know its history, and the members of this Commis-
slon know the history of that statute, the investigation by
the 8.E.C. and testimony brought out before the Gdngresaional
Committees convinced Congress that the system of private
negotiation by originating underwriters with issuers hag led
to trust instruments ﬁha%_were shockingly inadsquete in
their protection of investors, and it was for that reason
that Congress fel% it necessary to step in and impose minimum
@%aﬂ&&rﬁ@o A

Now, if you are correct that the ini%ia%ing'unaerwri%er

is the protector of the investor, then Congress made a grsat

mistake in enacting that statute, and the S.E.C. was completely
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‘wrong. I don't know whether you have ever read our report?

My, Kuhn: Yes, I have.

Chairman Frank: It was prepared before I was a member
of the CommissioriD so I have no egotistical pride in it, I
don'% know whether you have read our report or the testimony
that wae brought out. The report was before Congrsss. The
underwriters, meny of whom are represented in this room to-
day, partlcipated in issues and brought out issuss under those
Trust Indentures which were shown to be miserably inadequate.

My, Euhm: I believe a great many examples that were
given in the testimony at that time referred to issues vwhich
had been brought out a great many years prior to that time,
I% has been my experience that since the Act of 1933 par-
$ieuvlarly, and giving due credit %b that Act, of course, that
Hhere has been much more consideration given %o proper po-
tecting provisiong in the Indendures than ever was given be-
fore,

Chairman Frank: Let us take the particular one that,
from my own point of view, was the most lmportant provision
of the Trust Indenture Act, and that ig the responsibility
of the ¢trustee., My recollection ig, and I may be in exrror
and I will stand adrreeteﬁ if someonse wants %o bring forward
any evidence to the contrary - I may be in error - ia that

from 1933 to the date of the enactment of the Barkley Act,

the Trust Indenture Act, the exculpatory provigiors exculpating
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trustees fromla large part of the responsibility now imposed
upon them by that statute, that the provisions of that kind
were not put in as a result of the 1933 Act, and that it took
the Barkley Act to insure the insertion of those provisions,
and yet those were negotiated by the underwriters, and I say
meny of the underwriters represented in this room, so ;t took
an Act of Congress %o bring about that protection.

My, Kuhn: That has not besn my experience.

Chairman Frank: i am talking partioularly now ébout'the
exculpasory clausges. Is it% your recollection that from 1933
on, exculpatory clauses were markedly modified?

Mr., Kuhn: That is my definite impression.

Chaiyman Frank: I think you are in ervor. All that the
1933 Act 414 - thers is a lot of confusion about the 1933
Aet, and I think a lot of people here may not understand -
all that the 1933 Act requires ia that the true facts be 88%
forth, and they were set Cforth, and the truec fasts with re-
spect to the obligations of the trustee - Judge Healy, you
nay remember about that in econnection with the 1933 Ao%Y

Commissioner Healy: Evidently Gongress 434 noé think
80, becauge four years later they found it necessary to pass
the Barkley Act, outléﬁing exculpatory clauses, i am nosd
avare of any improvements.in the prov&sioﬁs regmra&ng obliga-

tions as Yrustess as & result of the Securitics Act.

Mr, Kuhn: I 4id not mean %o make that inference. There
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is no such provigion, of course, but my polnt was that the
provisions of the 1933 Act itself led to a greater awareness
of the necessity for greater proteofion to the invesator.

Chairman Frank: As fo the exculpatory clauses, I think
you awre in exrror,

Mr. Kuhns I am not claiming that it waa due entirely
to that.

Chairman Franks That is the heart of the trust instru-
ment, the obligation of the trustee. The point I am ge%ting
at is that wderwriters upon whom you sSay you rely so la;gely
to protect the investor in your institution as an investor,
and the otheé investors, were not insgisting uoon adequate
mod ification of the'horse and wagon" exculpatory clauses,
and 1% took an Act of Congress %o bring that about.

Commigs ioner Pike: In other words, I think there was a
great deal of tightening up in the clauses which were Aesign-
ed to protect the investor, but the mechanics of putting that
protection into action was not helped much . The trustee was
not forced to do anything, and if he did not do anything he
was excused from everything, as I remember 1%, in mogt GR86Ss,
right up to and sometimes including gross negligencs,

Ig ig very mueh’like one of these bills that sometimes
gets by & legislaturepprgviaing for the correction of soc-and-

80, and Jjust mildly forgetting to appropriate any money %o see

that it is done. Those exculpatory clauges, I think if you
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will check back, I think you will £ind that the banks protect-
e84 themselves very largely up to the time of this Act.

Mr. Kuhn: One goes, as you Enow, on an impression that
48 bullt up over & period of years in his experience and takes
so many things for granted that he does not bother to present
definite statistical data to prove his point, Iﬁ this oase
I have no%.

Cheirman Fyank: Our position here makes us so peculiarly
eengitive %o those matters, and we do not £ind that the under-
writers were seeing to it that those trustee obligations were
improved, and when a trustee who, after all, must be relied
upon under & Trust Indsnture very largely, is in a position

where he has very minimal obligations, our experience showed

that the trustees wers taking advantage of thosse clauses, then

'we can not help but draw the inference that the underwriters

were not, in their bargaining for the purchass of securities,
looking out for the interests of investors ¢o the extent that

your remarks would indicate.
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Mr. Kuhn: I would liketo make this point, however, that

all of this costly and detailed eXpeneive Job of investigation -
which has heretofore been done by the underwriters might be
eliminated to a very great extent under competitive bidding,
which leads to this statement, that without that, under the
1933 Adt, the possgibilities of error and omissions of material
facts woﬁld be multiplied many fold, with the frams-work of the
Act becomirg a battle ground of legal actions -- an ocourence
which has been notable for its absence ever since the passage
of the act and the continugtion of the business under a system

of private negotiation.

Chairman Frank: Let us break that up into two points.
First, as to the care and scrutiny. I think you are 5ware of
the fact that. the securities we ares talking of here are golely
utility securities which come under the Public Utility Holding
Company &ct. I think you are probably aware of the fast that
the Commisaion throughuits s%aff first and then through the.
members of the Commission itself go over those issues with
most exceeding care, that we have a power and a duty under
the staff too teo go far beyond what we do with respeet to
non-utilitly seocurities, and I venture %o suggest that there
is more disclosed in our f£iles and opinions a&s %o those
utility lssues than cordinarily is the case with respect to

ordinary issues that do not come under the Utility 4ct, in

other words, there is not very much that escapes our staff.
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Mr. Kuhn: Isn't it a question then, sir, of the
Commission‘taking the burden to see that all of thesge féc%s
are disclosed rather than the underwriterst

Chairman Frank: As Judge Healy indicated yesterday, i%
is the Commission'’s power and it is the Commission’s duty and
iz haé dohe 86. In otﬁer words, the notion that the undére
writers have subjected the issues to half the scrutiny that we
have under the Utilitles Act is an illusion. It is true as
Judge Healy has saild on many occasions in this connestion faced
with the Barkley Act provision, it means that the Commission
gees ¢o 1%. that the trusf 1ndentu§e provisions are pretty wiff.
And secondly, the scrutin§ of the company'!s physiocal eondi%ion
-- much . to, ¢the disgust occasionally of the underwriters and
- issusrs, has been made. The mndérwriters and the insuranes .,

companies have not heretofore undertaken that,

As I said yesterday, we have had issues here that were
goiﬁg %o be private piécad‘ﬁhére we insisted upon stiffening mp'
the provisions far beyond what the insurence companies insisted
upon. | o

Gommi ssdoner Healgg As a matter of fact, there is not -
one indéﬁéure in ten ﬁﬁéf éémes'ﬁé us under the Hélding Company
Act that the Comﬁisgion does not have to tighten up indenture
provisions even now after ﬁhe Barkley Act.

¥Mr. Kuhn: That I did not'knowo

Commissioner Healy: Regardless of whether they are
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publicly distributed or privately placed.

Chairman Frank: If you were addressing your remarks to a
suggestion for competitive bidding under the Securities 4ct,
much of what you say woﬁld be pertlinent, in other words if this
were to be applicable to ordinary industrials, it is perfectly
true that the Commission except as to indenture provisions
would be helpless to help the investor in many respects. It
could compel disclosures, but that is all; dbut, remember that
the Utilities Act is a very different instrument. It is,
speaking generically, é Blue Sky law. It is a law whioch
requires the Commission to say, “¥You must not give permisaion
to0 igsue the security unless 1t ﬁossesses certalin minimum
characteristics", and on the whole I would say that the com-
plaint from the uhderwri%ers interested in those issues has
not been that the Commisslon has been lax but that it has
been too exacting. We have been severely coriticized for
insisting that additional provisions be imposed. They
generally complain to us that it 1s going to delay the issus,
that 1t is going to hamper the deal or lose the market and so
forth. I think you will f£ind that muph of what undervriters
in aﬁ ondinary issue are called upon %0 perform, this
Commiseion. by statute is required to do and does.

Mr. Kuhn: I? does not cover the gquestion of financial .
counsel to these public utiiiﬁy corporations with reference,

we will say, Yo the proper timing of the issue.
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Chairman Frank: That is not our obligationm. |

Mr. Kuhn: Those are valuable services which the invest-
ment banker performs.

Chairmen Frank: Somebody has to exercise thelr judgment,
of course.

My, Kuhh: I shall skip over quickly quite a sestion here
I had as to the relationship between competitive bidding for
municipal and railroad trust issues, because in the Public
Uti1ity Commission staff report that was practically admitted
20 be the case, that there was no guide in that method of
competitive bidding.

I would 1ike %o point out that in times of fimenocial
difficulty some of our largest municipal corporations, such as
Detroit, Chicago and New York, have ebandoned competitive
© bidding and resorted to priva%@ negotiatione with investment
bankers to gain help to earry them through troublous ¢imes. -

Chairman Frank: You understand that tho proposed rule -
would permit avoidiﬁg competitive bidding on e p?OpGP'BhOWﬂng?

Mr. Kuhns ¥Yes, but the thing I am 6bjectﬂng f0 is the -
compulsory feature. | | .

Chairman Frank: Yes, but I séy that the rule would pro-
vide fhat,mpen a prOpef'showingo compulsory competitive

bidding would not be required. ¢
My, Kuhn: But the burden.of ﬁ?oof would of sourse be on

the underwriters in that ocase.
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Chairmen Frank: Or on the issuer. I think you will find,
for instance -- my recollection is and I may be in error --
that the New Hampshire Commission has a rule requiring competi~ -
tive bidding, and as I recall it in several inestances they have -
relaxed it on a showing that under peculiar cirocumstances it
wag not desirable because market conditlions or something of

the like made that advisable.
Mr. Kuhn: There can be little doubt but that competitive

bidding would stimulate ﬁhg trend toward "private placements",
which has developed as an unanticipated effect of the 1933
Aot. It is estimated thaet in the past five years more than
$2,500,000,000 of new cofporate obligations (in addition to all -
private nlacements of railroad, municipal and government issues
and issues of less than one million dollars) have been sold by
issuers directly ¥o institutions. All of these securities have
been teken completely out of the market, with no opportunity on
the part of sesmeller institutions or individual investors %o -
purchase any part of them., The dlsadvantages of this practice
are freely recognized. |

Under a system of competitive dedihg, large financial
institutions would be able to bid freely against invesiment
bankers for purchase of publisc utility securities, --

Commissioner Pike: {Interrupting) Your institution would
not bé big enough, would 1i%? |

Mr. Kuhn: No. We have participated in one or twe private
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placements.

Commissioner Pike: Supvose this were made to apply to
partial bids so that you could go in there and bid for what
you wanted?
| My, Kuhn: Isn!t that likely to be a §ery difficult

operation in making a private placement and forming a group of

smaller institutions?

Commissioner Pike: I think it might be, but 1%t 1is part of
the problem. One of the féaliproblems, it ssems t 0 me in the
private placement has been that only a few outbids could go
in there and take a large issue. In competitive bidding, i%
has seemed %o me that there would be no particular reason why
a eomﬁany“or a group of companies could not go in and take what
they wanted at a bid, and fhen possibly the bankers also
competitively bidding perhaps ﬁake.the regt or a large portion.
I sece no inexorable Peasbn why both could not get their
portion. I know there are practical difficultlies in the way
which I presume would have %o bevirone& out. Poselbly they

presgent great difficulties.
Chairman Frank: But it would be possible for you to do

what you could not do today where there is a private placement
and the large insurance oompanies take the whole of it and you
san not get in. This would meke it possible for you ¢o bid,
you and & group of smaller companies and say, "We want up %o

80 much®,
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Mr. Kuhn: Yes?

Chairman Frank: So that you really could break in whers
toda& you can not.

Mr. Kuhn: But the smaller investors as a rule are notg
eqmipped to undertake such an dperationo

Cheirman Frank: Would it not be possible -- I am asking
for information -- for your compény to get together with

several smeller institutions and say that as a group you wiil

make an offer for a portion of a certain offering?

Ero Kuhn: It is perfectly possible, yes, but it would be
an operation that requireé more than we or most small institu-
tiohal investors are set up to accomplish. For example, there
is a aquestion of leadership in such a situation. In the
‘second place, there is the question of the preliminary inveastiga-
¥ on which must be accomplished to a eertain extent before ws
or a sméll ins%i%mtioﬁ.oould mak@.up its mind. Thers is the
questién of ¢he psychology of bidding againet a largor group
wi%h ali 6f its tremendous resources, and I am speaking now of
the financial ﬂnsﬁitutioné And not the investment bankers, for
bidding for part of the issue where it is much simpler for the
issuer.to‘sell it as a whole rather tha in part.

GhaiQman Frank: Yes, but if our rule required that they

should allow partial bids, then that last point would disappear.
It may be that the trend toward private placement is an

irresistible one -- maybe it is -- end if 4% goes on, and if
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the volume of offered bonds gets smailer relative to the demamd
and the demand keeps at its present pace from the large
qompamesB an institution such as yours 1s going to have con-
siderable difficulty in gefting securities.

It seemed to us -- perhaps we are in error -- that the
proposed practice might require some new machinery on your part,
but that it. would give them the possibility of the smaller
institutions bucking the trend as far as they are concerned.

It would not help the investment bankers any.

Mr. Kuhns I am not ﬁleading for the investment bankers
but for the sﬁaller investors. I think under such conditions,
the small investor would be more out of luck ¢than he is at the
present time. He would be up against mush more intangible

forces than he is now with the free and unrestricted matter of

dssues with investment bankers.
Chairmen Frank: But if the big companies keep gobbling
up the issues, the investment bankers don’t get them and you won't
get your share. .
Commissioner Healy: I do not want to debate this with you,
‘because I am not sure that this is particularly pertinent <o
the main issue before us. I would just like %o put in & paren-
thetical note that I do not agree with you that the private .
placements.are the di?éc% result of the Securities 46t of 1933,
Cﬁa&éman Frank: Why don’g Qe discuss it for a moment,

since you have raised it? As I undefstanﬂ i% ~= 1% has been
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brought out here and in many other places -- the investment
banker is seldom in a position where he wante to make a firm
commitment for any long period, because he needs to get off the
hook in a hurry. Whereas thé large insurance companies are in a
position to meke a commitment many weeks in advance because they
do not care particularly if the market goes off a point or so.
Whether there was a Securities Act or not, the Securities Act

-- and I am talking now solely with refepende to the utility

~ securities under the Public U3ility Holding Company Act --

there must be a period of delay while the securitises are going
¢hrough our hopper under the 1935 Act, 1s that correct?

Mr. Kuhn: That is correct.
Chatrman Frank: The insurance company is in a position,

and our records show 1it, the 1nsurance companies are in a
position %o meke legal commitments in some instances, and
certainly in a position to make & morsl commitment which while
not legally binding would be maintained, but we have actual
legal obligations running over & period of weeks from insurance
companies in our files iﬁ the Utilities Division. No banker
could make that commitment, and no banker will make that commit-
ment; Consequently, suppose Congress exempted wtility
seocurities under the 1§35 Act compietely from the provisions, of
the 1933 Aot, there wodld séill bé that period“of delaﬁo and

that competitive advantage of the largs eéeuri%y eompanies

which they would have over thé investment benker of being sble
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to say; "We will put the money on the line if your papéra are
all right if you get an ovrder from the SEC under the Public
Utility Helding Company Act". We are seeking that it is not
a question of theory but it is a question of actually seeing
it demonstrated in the ocases coming before us, andvthat'belng
g0 it seems to me if there were not any 1933 4c%, you would ﬂe
facing that probilem.

¥r. Kuhn: It seems to me, eir, that that is an argument
elong my line of thought that any chenge in the system would
tend to stimulate that practioe.

Chairman Frank: Let us isolate the discussion. You
made a statement which Judge Healy challenged that it was the
1933 Aet, the Securities Act, that had led to the inerease in
private placementis. Let us assume for the sgke of the present
discussion -- although I happen to agree with Judge Healy --
that you might make a showing that that would be true with
reaspect ¢to ordinary seéurities. But under the 1935 Aot with
respect to utility securities, it would not make any
difference whether there were a 1933 Act.or not. %he same
factors that make Tor the insurance companies biddingstill
exists if you have a competitive bi&dﬂng arrangement, and if
the insurénea companies can not acquire except through publis
bidding, that is an aévanﬁage of the insurance ComEpanies -
something you are interested in -= 0ver the investment banker

which disappears. They are really im competition because the
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ooﬁmitment can not be made by the insurance company other than
at the time it can be made by the investment banker.

Mr. Kuhn: Yes, I ses your point.

Chairman Frank: In other words, we thought that there
was something -- perhaps we werse wrong about it but it etill
seems 80 to me ~- that there was gome considerable advantage %o -
the investment bankers in their struggle with the private place-
ment problem so far as the utilities are concerned, and forcing
competition through competitive bidding between the insurancs
companies and the inveetment bankers.

Mr. Kuhns Was %hére much discussion yestexrday, sir, on
the question of competition mnow existing in the business? I
have a section on that.

Chairman Frank: No, I think thére was not very much.

Mr. Kuhn: May I read that?

Cheirmen Frank: Yes.

Mr. Kuhn: Despite assertions to the contrary in the report
of the Public Utilities Diviaslon, competition does now exist to
an extreme in the business of sale of public utility securities,
as every well-informed investor knowe and appreciates. I see
plenty of'evidenoe»of that, not only through my own mestings
with investment bankers, but from general knowledge of ths
course of financial affairs. It appears to me that the present

system well malntains the competitive conditions that are ealled
for in the Public Utility Act of 1935,
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Compatitioh is the very essence of the investment banking
business. They are always competing among themselves for new
clients and for positions in syndicates. Competition must
exilet, perforce, where varying degrees of superiority are
inherent in a service to be sold, Just as in the sale of material
goods. Not all investment banking relationships are of long
standing, but even where they are, other firms are conétantly
tiying to get the business (the Public Utilities Division of
the S.E.C. is well aware of that as noted on page 13 of its
repoft) and as a result, frequent changes 1n»those relationships
take place. Any corporation entering the market for the first
time has a wide choice of firms, each striving to sell his ser-
vices. 1If the arrangement finally made proves to be satisfactory,
he continues to use that firm, and certalnly thﬁt is no cause
for criticism. If it is not satisfactory, he uses another firm.
There is no dfference here from any professional relationship.

I will skip over the question of prices as mot a thing .
which requires any occult knowledge, but dwell only for a
moment on a little 1llustration whioch I gave here on the
dirference in prices. I have selected for comparison a 30-year
3 per cent public utility issue in the amount of $10,000,000,
and I have assumed that in the case of private negotiation the
price paid to the issuer would be 103 and in the case of
competitive bidding it m;ght be 104. In the case of private

negotiation, the effective yield to the issuer is 2.85. In
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the case of competitive bidding it drops to 2,80, That 1s a
difference of $100,000 in oash to the issuer, but on an effectife
rate or. amortized basis which is gspread over the life of the
issue, that $100,000 in cash dwindles to $3,333 per year or on
an amoétﬂzed basis to $19666Apa'year9 being a difference.to the
gorporation which I claim is & negligible difference in contrast

to the benefits to investors of getting a lower price.
But beyond the natural form of competition, there is plenty

of other evidencs to suppart the contention that competition is
sxtreme in the business. The sescurities which have been sold
by corporations to large insti%utions as "private placemert s¥,
represent the obligations of-somé 560 issuers. The activity of
financial inst¢itutions in attempting to purchase an issuse out-
- right is increasing rathér than diminishing and pr&ctically all
of this is a direct loss from a profit standpoint to the invest-
ment banking business. This, 4%t eeems to me, is rather stiff
’competitiono‘
| But that is not all. More and more corporations in recent
years, including publie utility companies, have financed all or
part of their requirements through term loans at commercial .
banks. Add to that the fact that the United States Government
 has created some 32 ageneieé which are~in various ways and in
varying degrees finaneing the requirements of bofreweraa
Ghaiéman Frank: Noﬁ very much of the utility companises.

Mr. Kuhns No, admittedly, but it may come to that -- but
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that is beyond the QOOpé of this argument.

Competition, in my opinion, ie present now as never before
both from within and without.

On the thesis that there is an unwarranted degree of con-
centration in the underwriting business rests a good deal of the
argument of the Public Utllities Divlalbn in advocating competi-
tive bidding. I confess that I am at a loss to understand this
gtatement after attempting a practical analysis to see if 1t 1is
well founded.

What ie concentration of power? Does the leadership of
gix firms, eight firms or 650 firms constitute concentration? What
is the line of demarcation which designates it? And if there is
any such line, is there any difference betwesen the inveatment
bankﬂng f£ield and numerous other fields where natural processes
of growth, the use of good judgment, and the acquisition of
additional business through demonstirated ability to handle it,
inevitably lead <o ﬁhe}emergeﬁee of a few leaders in the field
able to do a jJob individually or collectively which the other
90 per cent could probably not do if banded together? How many
firms should there be or could there be, who would be able to
organize and succesafully distribute the issues of our larger
corporations? |

Of 6,400 member banks in the Federal Reserve System, the

10 largest, or 1/8 of 1 per cent of t he number, have resources

which %otal over 33-1/3 per cent of all the'resouroes of the
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member banks of the system. Mere size does not necesgsarily
denote concentraticn of power, -- and ﬁhen I dwell to some
extent upon the cohcentration in the automobile induetry where
out of eeverai hundred manufactursrs, three have developed
which now manufacture 90 per cent of all of the cars in the
induétryo I draw & paféllel to that.

But.we find that even though there are relatively few
leaders in the investment banking field, the total number,
nonetheless, is large. Statistics compiled by the Research and
Statistical Staff of the Commission itself shows that 515
underwriters and d@alefs participafed in the underwriting of.
745 security issues registered with the Commission betwesen
January ip 1934 and January 30, 1938, which raised capital in
the amount of over $7,500,000,000. & very large proportion of
that 515 originate and distribute igguee aggregating one million
dollars or less. It appears that there are gome 19500 under-
writers and dealers in the country who have a part in the
busihesa of raisihg‘oapital‘for industry. |

Furthermore, since it is in the realm of opinion, not of
fact, ir it is eongeded fér the sake of argument that concentra-
ton of power exists, or if banker domination as charged, is the
cage, how would ons explain the faet that approximately 40 per
cent of all new utility.ﬁbnd issues dﬁ?ing the past two years
have been ﬁlaced privately, desﬁité the fact that the leaders

in the underwriting fleld undoubtedly used all the power at
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their command to purchase those securities and distribute them.
Many of the issuers of those securities were among our leading
cqrporations where investment banking relationships of long
etanding had been in force -- witness the recent private sale
of one of the largest issues in hiétory by the A&merican Tele-
phone & Telegraph Company.

Concentration is & relative matter and in this case I belleve
a misuse of the term, but if we assume it to be correctly applied,
Just what is wrong with that concentration? We have a good
machine which has been carefully bullt to do a good job and not
at an sxcessive profit, which may have once been the case. That
machine may need some minor repairs, but it has certainly not

been proved that it is obsolete and should be virtudlly sorapped.

The purpose of the investment banking business is to get the
Job of raising capital done as efficiéntly and expeditiously
as possible. That in my bpinion it is doing, and to make any
radical change will increase the obstacles under which it |
operates and render it a much more difficult job. .Aany
reasonable investor wili tell you now how hard it is for him %o
geé his money to work. Furthermore, it is hard %o visualize
how much concentration of power would be diminished under com-
petitivabiadi_ng -= it 18 more 1likely o be increased. |
The human factors in fhia situation can hardly be ignored.

Business ig done with the greatest benefit to all concernsd with

people that one likes. That is largely whymost of the relation-
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ships now under discussion have oohtiﬁued as they have. To de
foreced to do business with a firm against which prejudice nay
exist, Just because that firm won with the higheat bid, is
not oconducive to smooth functioning nor to obtaining the best
amd most desirable results.

A buyer of securities, especially one ascting for an in-
stitution, gradually builds up relationships with various
investment banking firms comparable to those between the firms
and issuers. From those connections he is often kept informed
of what is going on and is thue enabled to plan ahead, a vital
necessity to any financial officer. Under competitive bildding
he would be at a great diéadvantage in this respect.

I give you this next with some temerity, but I think I can
support it. If competitive bidding is approved it is a safe .
bet that intrigues and manoeuvers of all sorts will come 4into
play %o try to avoid the letter of the law. That is no
criticism of cdrpora%e financial officers nor Anvestment bankers,
but is mefely a human train which all of us possess, and upon
which we act when we think our rights are infringed. & good
example of that is the constant violation of the spirit of
Section 5 of the Securities Act of 1933, changes in which I have
constantly advocated as a matter of honesty. It is impossible
%o prevert violations of & law or regulation which sets up
standards contrary to normal human bshavior. Competitive

bidding, like Section 5 of the 1933 Act, will surely result in
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making unlawful men of some upstanding citizens.

Again, if compuleory competitive bidding 1s invoked,
unexpected results which can not now be anticipated, mahj,of
which will be adverse in their effecte, are bound to eventuate.
Such was the ocase, for example, with the ICC order requiring
competitive bidding on equipment trusts in 1926. The huge volume
of private placements resuiting from the 4ot of 1933 is another
illustration of startling changes wrought by a radical departure
in m@fhods‘of'doing business, of whid no conception was in mind
at the time of enactment of the lsglslation.

Chairman Frank: Note Judge Healy’s exception.

My. Kuhn: A1l right.

Chairman Frank: And mine.
Mir. XKuhn: T em at least pointing to the fact that 1t was

the startling change which came about and was not anticlpated
at the time even if you are willing %o consent that part of the
reason was the 1933 Aot;.
Chairman Frank: I do not want ¢to use ten-dollar worda,
but there is a Iatin pﬁfééélwhieh-I think i3 applicable té what

you are saying, poss hog ergo propter hoo.

end that is thet if you and I are here this morming and somebody -
sang a eoﬁg'in Ghﬁcago“§éstérday;mdoes not follow that ¢the
singing of that song caused your presence hers.

Mr. Dean: I.think9 Mr. Chairmen, it is only fair for the

record to show that prior to the passage of the 1933 Act there
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were no private placements, first; second, that theie have been
no private placements of rallroad securities, and, third, nor
of mﬁnicipal securities.

Commissioner Healy: I challenge the statement that there
were no private placements before the 1933 act. I will be very
glad ¢o have the citation.

My, Dean: I will be very glad %o give them to you.

Chairmen Frank: When anybody says that "a? happéned and
then "BY happened and therefore "A® is the cause of "B%, he has
not made his case merely by demonstrating the chronological .
8equUences.

Mr. Dean:; I quite égree with you.

Mr. Rodgerss: I would also like to point out that of the
many private placements, & great many have been registered.

Commissioner Heély: Right.

Mr. Rodgers: I¥ is intereéting %o those who are interested

- in private plsc ements that the non-necessiy of registration is

no longer the controlling motive. It may have been the
immediate occasion of the large growth of private placements,
but it certainly has not been the reason for the continuance of
private placements. | |

A Voise: I would like to ask Mr. Rodgere if he has any
figures as ¢o the amount of private placements which have been
registered or which have not been regigtered?

Mr. Rodgers: I think I can pick that out for you.
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Chairman Frank: It is also true that Hitler began the
war since 1933, but the cause and relation is not obvious.

Mr. Kuhn: However, Mr. Rodgers did point out that --

I believe‘that is the gentleman’s name -- he did point out or
did admit that the necessity for the registration statement may
have been the initial cause for the beginning of priVafe
placemente even though it might not be the reason for its
continuanee.

Mre'Rodgers: Although there were some large issues pre-
vious to that which were purchased directly and which with the
Securities Act 1n.effeet %ould need to have been reglstered..

It is now elesar %o me after many years in dealing with this that
the privaté placement fills a normal need of corporations.

Chairman Frank: Whether it-does or not, Mw. Rodgers; I
wonld‘like to ask you this Questionz Is it not true that the
ﬁmsufanee companies in meny instances meke commitments with
regpect to utility securities éevéral weeks in advanse of
approval by the g.E.C. required in order to make the issuance of
the seoufities possiblé? |

Mﬁ,fﬂodgersé Yeéo. A firm commitment is one of the echief
eeoaeioﬁé or reasons which maﬁagements give, They ﬁant to know
that %hey‘ean get the money and ﬁhan they can get it and on vhat
Terms. | |

Chairman Frank: And you understand that under ¢the

Utilities Actifthers were no 1933 Act, there would have to be
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approval by this Commiesion under the.1935 Aot?

Mr. Kuhn: I appreciate that.

Chairman Frank: That means inevitably a time lag, and the
insurance companies making commitments several weeke in advance
have made that obligation. I think you will agree with me that
seldom if ever will an investment banker make a firm commitment
at a fixed price weeks in advance?

Mr. Kuhn: That is true.

Chairman Frank: Therefore there is & terrific compefitive

advantage which the insurance company has with respect to the
utility securities, quite aside from any 1933 4ct provisions.
That is the point I make,.

Mr. Kuhn: If I were a large financial institution, I

would undoubtedly argue in favor of private placement.
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aJQif Chairman Frank: I am not arguing in favor of private
fls KAM _ W e .
oyl 7 placement, in fact one of the advantages to the investment

banker that might occur out of the competitive bidding re;
quirement would be that they would be able to take away from
the insurance company that long pericd of Tixed commitment.

Mp. Kuhn: I don't follow that, sir, You say it would
take away the advantage that the large insurance company
hasg?

Chairman Frank: As against the invesiment ba@kero In
other words, asmatters now atand with respect %o ﬁﬁlliﬁy
secuwrities, the large insurance éompany is able %0 make a
commi tment weeks in advanoe, which the investment banker can
not make, and therefore the investment banker is at a dis-
advantage. 1f you have competitive bidding, you would have
a sitvation which does not exist in a private plaseément in
that regaxd, because all of the bids have to be in on a eer
tain date and have to be firm on & certain Aate, and then the
advantage of the insurance company which i¢ ﬁow has over the
investment banker would vanish. They would sﬁill have otheyr
advantages - maybe they can bi&ibetﬁe? price, budt that is &
Alfferent question, but the advantage that they have of being
able to meke a firm commitment over & period of antecedent
wesks would Alsappear.

Mr, Rodgers: Wouldn't that be a great disadvantage %o

-dssuers?
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Chairman Frank: Conceivadbly. |

Mr. Rodgers: Should not the funoction of the Commisslion be
to equalize all the competitive factors? Someé Wlll have one
advantage and some will have others., Some institutloh, for
instance, in filling its investment requirements, has a dis-
tinct advantage. . It.oan buy in the marketl =

Chairman Frank: (Interposing) I understand your
argument. You think that if there is a rule, there ought
to be an excepiion as to private placements, My only point
at the moment iziﬁznm the point of view of the investment
banker, they ought not to complain on that score.

A Voice: It is a solace %o the investment banker, and
perbaps the only one they have.

Mr, Euhn: I would like to read the £inal part of ny
statement,

This proposed change is of far gfeafer import than is
readily appa?en%; It would necessitate aﬁ upheaval im the
whole system of fund raising in the capital marke%s, undovbted-
ly detrimental to the interests of smaller institutional and
individual investors, There has been, to my knowledge, since
the passage of the 1933 Act, no widespread abuse of such power
and influence as the leading firme in the business may be
considerefl to have. Mistakes in judgment have, of course,

oocouryred, and will always occur under any system, but by andé

large & good job has been and is being done. The bess PEFoOL
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of that is, that despite the fact that the idea is as old as
the hills, competitive bidding has not been voluntarily adopt-
ef as a practice by public utility or other corporations geeke
ing to raise capital, nor has it been sought by investors,

To embark upon a new experiment under presently disturbed
con&itions and on the eve of a tremendous expansion in in-
dugtry, with the machine all geared to meet the Aemands that
will be made upon it, is %o invite a possibie breakdown that
may delay the accomplishment of the great ends to be desired.

In my judgment, no benefits to the public will resul®
from compulsory competitive bidding for oublic utility
securities, ‘ |

Chalrman Frank: Thank you very much,

Mr. Eaton: May I ask Mr. Kuhn a question before he steps
| bagk?

My, Kubn: Yes,

My, Egton: The opening part of your thesls concerns me,
I think, more deeply than any other subject that is being
discussed, and that is, what is the position of the invegtmensd
banker? Is he & professional masn or is he & business man?

A% the outset you said his poesition was pfofessional 1ike
that of the dootor, for instance, and toward the end you gave
WS SOME encouragemsnt by saying that éfter all, it was a busi-

hess, and that there was competition in i%t, and a man was as

active in the sale of securities as he was in the selling of
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materials., My own theory s that the investment banking needs
invigorating on the side of salesmanship. I think you men-
 tioned the loans that are now being made by Federal agencies, -
I think there are’so loaning agencies employing about 14 billion
in supplying the ourrent economic demands of ﬂhe country in
a great many fields, and yet at the same time it is Iruse that
money was never as abundant or as che&n or 80 mmah of it 3dle
An the history of the world as there is in this country now,
| I 6o not believe the Government has created those agen-
cies because it wants %o be in busin@ss§ I think it basg
oreated them simply because the commereial banker ana the
investment bankewr in bringing together the man who needs the
poney and the man who.has i% to loanr, has not fully performed
hig funotion,
If our business is & profession and purely a profegsion,
e h&%@ e bestipr ourseives to the encouragement of Thrifs
or %o bring to the attention of the investor a given security
Or pursue an issusey ané tell him that ¥his is an advantageocus
time fox him %o r@findnee or ensourage him Yo expand; if we
are in the same relationship as the doctor, then I thimk
that the business is completely washed out.
I would like %o have you, if you woul&,_for Ry OWR bone-
£4%, tell me whether 1%t is purely and completely a profession?

If 4% is, them these great organizations are wasting their

time,
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M, Kuhn: I 4o not égree with that, sir. I olass it
as a profession in the relation of investment bankers to
iesuers particularly, just as I would that of a consulting
enginéer or & lawyer or & dootor, and whether you call it a
profession or & business is bf 1ittle consequence in thas,
in the legal and medical professions there s -similar com-
petition, the competition of the market, so %o speak, that
a person is free to exercise his freeflom of choice &s %o
which doctor he will go %o,

Cohsirman Frank: May I ask a question there? I happen
to be a lawyer, and if one of my cliente - when I had clienis =.
went to another lawyer, the other lawyer would not say, I
can not take your business until Frank says it is O0.K. with
him, because I must not poach on his presserves’. We have
heard that that sort of thing prevails in the investment
banking business. Do you think it does?

Mr., Kuhn: I can not say as %o that, sir. I can say
to you %hat, having read the report 6f the I.B.A., the state-
ment is made therein that whersas that may have ohce exigted,
¢hey appear %o have proved that that is no longer the ocass,

Chairman Frank: That is to say, 1f,a'utility, having
done business for the last ten‘years with & certain banking
bouse, went to»another banking house, that other banking

house would instantly do their business without first in-

quiring vhether it was acceptable o the original banking
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housa?
Mpr. Xuhn: No, I do not think so. I think that is a

perfectly human and practical situvation that would always

arise,

WLC Chairman Frank: I am using the analegy of lawyses.
fls
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PREVIN 8 Mr. Kuhn: Would you as a lawyer if a big client came

- WLC to you, would you not at least be interested in finding out
‘ who that client'e previous attorney was and 'why he left

FWS that firm? |
Ad Chairman Frank:; I do not want to give away the secrsts

of my profession (laughter) but I can assure you if I ware
in business as a lawyer practicing and one of Mr. Arthur
Dean’g very good clients came over and wanted %o rstain‘m@,

I would not call wp Mr. Arthur Dean and say ¥Do you objecst®.
Nor would Arthur Dean reciproocally.

Mr., Dean: I agree, (Laughtes)

Chairman Frank: I¢ is ¢rue that our profession doss
have this standard that I cannot solicit business of any
kind. X cannot ask Mr. Dean's clients %o come with me
nor efn he ask my cliemts o come with him, but if they come
they are not going to be shown the door or made to wails
in the doorway until I have called uwp the lawyer whom they
have left and say ”DQ you object?®., I have never heard of
that being done., I% is‘anly when the clisnt is an undesirable
one that you might have such an excuse if you could not find
& betier one.

Mr. Dean: I think it would be very interesting if yeou
vere te ask the many investment banke§s in the room i¢ <they

would not accept that business pronto.

Chairmen Prank: Suppoge we 4o afterwards,
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Mr. Stanley: I would be vary glad to say now that if anf
person came to me who had bsen dolng business with any other
good bankers in the business and wanted me to do the business,
I would do it right away, and I would expect them %o do 1%
right away with any client of ours,

Mr. Woodsz. My name is George Woods, and I am here
representing the Firgﬁ Bosfdn Corporation. I concur in what
Mr. 8tanley has gald. In point of fact, Mr. Stanley followed
that practice with regard to my firm on an cccasion‘tha%_i
can fhlnk of, Furthermore, I ha%e had the expserisnce of &
chief executive of a holding company calling me wp and asking
we 1f we would take over & plece of financing, ahd we took
‘%he fimancing. The conversatlon we had with the previous
‘:%anker was not one asking for permission, it 1s one sﬁaﬁigg
a fact and expressing the hope that it would be continued.

MFo Ro ﬁo Bollard (Dillon Read & Company) I would like
%o add my volce %o what has been said by Ur. Stanlsy and My,
Woods, and further to say that we are today in the position
of having reqently acted in conformity to the si%ua%ion outlined’
. by Mr, Frank, %his happens %o be an industrial concern that
came %0 ws a matter of some monthsland stétad that they wished
us to 4o their business vwhich had been done theretofore by
.another lsading banking house, aﬁd we aosepied that invitation
without previously eopferrﬁng with the banking house who had

theretofore done that.
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Commissioner Healy: Mr, Kuhn, you have spoken of ths
professional relationship. Who 1is the investment banker’s»
client, the issuer or the purchaser of the securlties?

Mr. Kuehn: I confess to a Quél relationship which has
never been clear in my own mind. ‘

Commissioner Hea;y: If a lawyer got in that position,
he would be disbarred.

Mr. Winslow: My name 1s Pearson Winélow9 of Bonbrigh%
& Company, New York. I would like to reiterate on behalf
of my coumpany what Mr. Btanley and what Mr. Woods just saild
and to say that I have had experiences with Mr. Woods'
company similar to what he sald he had with Nr. Stanley's
COMpAanNY . .

Cheirman Frank; Judge Healy, I think, hes asked
a very interesting qusstion. It is true that the word
Uprofesgsion’, as you indicate; can be given wnder a varisty
of coanotations, but I do not think that you can carry the
analegy of the lawysr and an investment banker too far or
you would find the invesiment bankers Jjudged by the profession-
al standaxrds of the lawyer falling very short because, asg
Judge Healy has sald, 1f the client comes to me, he is my
client and I have the sole obligation %o him, and if X re§r®a
aént an&ona else I am vielating my ethical obligations and
could be promptly disbarred. The investment banker, as you

say, Tills a dual relationship, I am not indicating for a
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moment that that subjects him to criticismy that is inherent
in the naturs of things; but I do suggest that you cannot
therefore analogize the investmént banker to a lawyer because
the lawyer cannot p0381b1y_play that dual role and stay in
bueiness if it is detected.

Mr. Cutler: My name is John W, Cutler of Smith
Barney & Coﬁpanyo- I would 1like %o state that my firm e in
full'agreement with what Mr. Stanley and the others have
salid,

Chairman Frank: Does that meen that you feel perfsctly
£xree aggresasively to take away from anothsr investment bank=
ing house any clients they have without in any manner Tirst
consul ting them?

Mr. Cutler: Neot in any manner, no, sir, but &? a
company comes %o us, we would feel free to go ahead.

Chairman Frank: But if the company did not comse %o you,
you would not feel free %o try %o get that business away
from one of your competitors? | '

Mé} Cutler: I don't think we would, no, sir.

Mr. Dean:; Didn't you use aggressi#e methods te get the
Northexrn S%éﬁeﬁ Power finanoing done?

Mr. Cutler: There may beAdegraes of aggressiveness,

Chairman Frank: It is {true, is 4% net, that in ordimary
bueiness; in the shoe businegs or the meat businese or any

other ordinary business in which there is neither actual nor
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legallzed monopoly that the varlous business snterprises in
that business feel free to try to get any customer they can
from their competltors? That is true, is it not; and that
is not true, aeg I understand it, in the investment banking
business? Therefore, we have something different in the
investment banking business from what prevails gane?ally

in that.portion of our economy which is compgtitiveo

Mr. Cutler: I would think so, yes, sir,

Chairman Frank: Therefore, what we call individual
initiative and free enterprise ordinarily in most walks of
1ife is to this extent absent so far as the invesiment banking
business 18 concerned, is that correct? .

Mr. Cutieri I 414 not hear éll of that.

Chairman Frank: I repeat that if T am a shoe manufactursr
and I want to sell my goods to a dealer in shoes, I do no%
go to my competing manufacturer and say "Do you object?®. I
go and try o get that business, every bit that I cem. That
is what is known as the competitive system. I say that in so
far as that competitive aspect of business, it is lacking in

the investment banking businees, so far as you have just

‘aaido

Mp. Cutler: I thinkvthere is plenty of competition but
1% is of a different kind.

Chairmen Frank: Yes, but 1t is restricted in that respect,

I

and that is that you won't endeavor %o get away from some o%hepr
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banking house their business, is that correct?

Mr. Cutler: I would not try?

Chairmen Frank: You would not_try? Let us be specific.
Lot us take a utility company, and 1t has been going to Dilloa
Read. Will the First of Bpston try to take Dillon Readis

customer away from them without talking to the other invest-

ment banking house? '

Mr. Woods: Mr. Chalrman —-

Chairman Franks I am not saying_that it is wrong, 1 am
Just trying to get what the facis are,

Mr. Weods: I quite undersiand. I think 1% 1s fair %o

observe in connection with the investment banking business

,ﬂ;rthat aggresgive competition would 1mmediate1y defeat i%self,

~'because 47 the banker is the aggressor he immediately finds

himeelf in a very difficult position im a matter of negotiation
of various Verme and ecnditions of the loan instrumént., So
that, speaking for the First of Boston, the answer must be
that we would not aggfessivaiy‘go out and %ry to get a piece
of business from anothsr party.

Chairman Frank: Would you do it sub¥ly?

Mr, Woods: We definizely wnﬁld do it subtly, and by that
I mean that we would ondeavor to get ourself in a position
where the mansgement, the principal exscutive officers and
direct@rg of the proposed issmer would invite ws to do the

business., If they invited us to do the business, we would atg
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once procesd to do it to the best of our ability.

Chairman Frank: I as~ this entirsly out of ignorancs.
Maybe Mr. Pike ocan help us out here. Reference has been
mads to the servicing of issuers by invesiment bankers,

and a comparison has heen made to 2ngineering service. 1Is

it true in the engineering business that one engineering

company will not take away & piece of business from another
engineering company without first asking its competitors?

Commissioner Pike: I havs had all sorts of {estimony
on that. Some informal hearinge and others over a couple
of glasses, and I must say that I do not know that there is
any general rule, Of course, in a great many engineering
things, there will be siralght competition for jobs formalized
on field men. I suppose everybody would like better to make
sure that he is not going to have to bid Por every plecs
of business with a new client. Certainly in engineering and
contracting work, the method of field men is a ¥ery usual
instrument and every apt to come up on sach major job to be
done.

Mr. Kuhn: May I say, sir, after hearing much of this
discussion, that i1t seeme to me that regardless of any particu-
lar aspecte of any particular phase of the business, that the
best way of measuring the effect is by the resulis, an@ in my
Judgment and my experience, the results have been good.

Chairman Frank: Let me interrupt you there. I will say
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for myself and solely for mysslf ~- I have not made up my
mind on the question of competitive bidding ~- but my interest
in it is for th2 most part not concerned with the question

of price in this market. It has to do with other aspects

of the business and of the consequences and results that

you are referring to and I refer back again to what I was
discussing with you before, that 1t does not seem to me that

thg results do demonstrate that the investment bankers wis

"a vis the protection of the investors with reference to

the ¢trust indenture and the exculpatory clauses in the.
indentures have proved that the results have been as benefieiai
as you would lead us to belleve,

Mr. Dean: Mr. Chairman, may I ask one question? In your
Protective Committes Study, did you cite any abuses from the
exculpatory clausss in any indenture in the case of an oparating
uwtility company?

Chairman Frank: I do not remember; I was not on the
Commission at the time, andAI don'g Temember.

Mr. Dean: I don‘t think that there is.

Chairman Frank: Do you mean to indicat%e that the usual
exculpatory clause wag omitted or modified in these inaenéwres?

Mr. Dsan: No, sir. All I am saying is that to the best
of my reccllection, and I would be very glad %o be corrscded,

I do not recall a dlscussion of the abuse of the exculpatory

clauses in the iandentures of operating public utilities im



WLC

257

your Protective Study.

Chalrman Frank: But the exculpatory clause was present.

Mr. Dean: The exculpatory clause was present until
after the case of Hazzard against the Chase National Bank,
and I believe that even after that there ﬁas a Vefy definite
movemen® on foot to start eliminating some. of the worst
exculpatory clauses,

Chairman Frank: I think the movement began right in
this bullding, because at that time so far as the utilities
are oconcernsed, thie Commission under the U{ilities Act was
requiring standards comparable to and indeed mgfe gevere
than those required by the Trust Indenture Act.

Mp, Dean: That is correct.

Chairman Frank: 8o thét‘l think whatever §raisa or
blame may atbach te these clauses may ?aﬁher be ascribsd
to the Commission than any other causs. ‘

Mr. Dean; T give full e?edif %o the Commission.

Chairman Frank: I know in sbme instances where we
have required it and the underwriter protested.

My, Baton: I would like to find out how far the invest-

-ment banker can go in sseking business of people on the

originating and selling side and still bs in good taste and
8%i1ll be allowed %o associate with gentlemen?
Mr. Kuhn: I% s not falr to ask me that question; I am

not an investmentbankera
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Mr. Eaton: I am trying to discover whether the invest.
ment banking industry ought to be encouraged to sesk busi-
ness and to sell securitiss against their many competitqrég
¥rust companies and banks and other Government agenciles.
Whether that is a proper thing to do, or whether I ought to
be a professional man and go to college and get a post-
graduate course degree,

Mr. Kuhn: You must be well aware, sir, of the trsmend-
ously aggressive campaign that is always exhibited on the
part of investment bankers for new business?

Mr. Baton: Oan you reconcile that with a man being
in a prdfessional relationship?

Mr, Kuhn: Youw are argulng about a technical definition
which X think is of compar&tively 13ttle comsequence, Whethew
I call it professional or whether I cail it a busimess relation-
ship, you can take your choice; I don't care.

Mr. Baton: You do regard 1t as a businese relationship?

Mr. Kehn: Yes, |

Mr. Eaton: And you do not object %o eompetitiqn'in it?

Mp, Kuhn: I think that competition exist%s now,

Mr. Baton: You see no objection te compe tition?

 Mr. Kuhn: Not ae i1t exists at the present time, I do
noto I object %o competitive bidding.

Chairman Frank: I think that this witness ought %o bs

exeuged. Thank you very much.
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Mr, Stanley: Mr. Chairman, just for the sake of the
record, I think you stated that you understood the invest-
ment bankere assumed thelrgelves to be free to solicit buei-
ness, I would like to say so far as I am concerned that I do
consider myself free to solicit business without reeponsibility
to anyone excepting myself. Every man in the bond business is
free to do whatlhe wants, The reason I have not done it is
that there has not been business that I wanted that I 4id not
think was being satisfactorily.done by others. If the business
is satisfactorily done, I would be fair enough to think that
the fellow who has 1t should keep on with it.

Chairman Frank: That is not the custom in most competitive
industries, is it? In other words, if I am a shoe manulactursr
and I say "Well, my rival is deing a very good job in supply-
ing shoes o a large retall store in Chicage, so I won'%
interfere with it because aftsr all I want to see the shoe
bueiness get aleng nicely” - I do not act on that asssmmption.
I say %I want my shoes %o be s0ld®, and I send my salssman in
and he does everything he can to get that account, doegn”% he?

Mr. Stanley: Anybody can do that Af they wang ﬁoo My
friend Stewart has a perfect right to go to the %elephone
company and ask them for the business, |

Chairman Frank: But generally speaking, it is not done,
ie 1%Y

Mr. 8tanley: Phat is haprd to saj,
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Chairman Frank: Your firm does not actively %ry to
take away business from the First of Boston?

Mr. Stanley: If there ars cases that I know of and I
thought it was not being doing satisfactorily, I would go
after 1%, because I think the continued relationships are
valuable to the borrowers and the bankers. And just one
seeond-mo;-e° You cannot compsre commodities with dealing
in credit.

Chairman Frank: I did not say it could be compared;

I was jus®% trylng %o make the point whether that competition
was absent.

Mr. Weiner: Mr. Stanley, am I correct in my information
that your firm has never done any public utility financing
of companies whlch were not subsidiaries of the Uniged
CGorporation?

Mp. Stanleyﬁ I do nét think that is quite trus. There
are only a few that wers not so~called leggl suybsidiaries,

Mr, Weimer: You don’t recsll what those wersf

Mr. Stanley: There was the Indlanapolie Water Company,
and the Central Hudson Gas. I think the Philadelphia
Suburban Water.

Mr. Weimer: The Central Hudson is the Niagara Hudson
Company, is it net?

Mr. 8tanley: Yes, but it is & minority company.

Mr. Welner: Do you find that that result ie & product of
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colncidents, or is 4t the fact that you have béen agsociated
with that gystem? |

Mr. 8tanley: You mean the Central Hudson?

Mr. Weiner: No, I mean the fact that your utility busi-
ness hae been almost entirely confined to the United Corpora-
tion, and I should assume that in these other companies
there must be opportunities for business of a very considerable
amoun judging_from the number of securities that we see pass
over our desks. |

Mr. 8tanley: We have not asked the management of thoee
companies to do their business, but in the case of the companies
you mentioned, we knew the people and were after them.

Mr. Welner: 8¢ that the reason that you have not done

any business for other than those companies 1s bscausec you

were not asked by the management of those other companiest
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Mr, Stanley: I do not think of any cases where we were
asked., There may have been soﬁe we declined, but their busi-
ness wag being well done and why shouldn't they Gontinue?

Mr. Weiner: And you Aeclined for that reason, that the
business was well done?

Mr. Stanley: I don't think you understood me, Mp,
Weinsw,

Mp. Weiner: I want to be sure that I have not misunder-
stood you.

Mr. Stanley: Would you repeat your question again?

Mr. Weiner: I thought you had said that there may have
been other instances where you were agked, but in those cases
the buginess was being well done,

My, Stanley: I can not remember of any case where we
were so asked, There was anothser case in the utiliﬁy GOmPANRYy
that we tried to get which is part of the U.G,I,‘ayetem, the
Connecticut Light & Power, and someone else got the business,

Mr., Weiner: That was due %o special considerations,
was 1% not?

My, Stanley: I cen not.imagina what they were. It was
Putnam & C’dmpanyo We both talked to the managemsnt about
doing 1%, amnd they got it.

Yr. Weiner: Putnam & Company is a Gonheetiout house

with important local connections?

Mr. Stanley: Yes, and I say that we were both teying
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to get the business. AnAd he gotlit away from us,

Just for the record again, it was pointed out to me that
you referred %o utility financing, and the Congolidated
E4ison Company of New York, with which we have done a large
volume of business, is not & subsidiary of the United Cor-
por@tiono

Mr. Weiner: I think that is technieally right.

Chairman Frank: I am afrald that we will have %o move
along, because we want to get through today.

Mr. Stewart: Do you want to hear from these others?

Chairman Prank: Yes, anybody that wants to be hear&9
but we do hqpe that repetition will be avoided,

My, Weiner: May I ask one more question of Mr, Stanley?'

Mr, Stanley, do you recall whether, apart from that
Connecticut Light case, any other un&eéwritar hag, in she
past five years, handled an issue of any subsidiary of
United?

Mr. Stanley: I don®t think so. I Gon't recall i%,

But the Consolidated Edison -

Mr. Weiner: (Interposing) You mentioned the Consolidated
Edison, And that it wasg not a éubsi&i&w° I could re-define
1%, perhaps, but I would not %éw to.

Mr. Steanlsy: There have been & great meny private

placements of those,

¥r. Weiner: Yes, I would be glad to discuss that later,
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but I 46 not think we want to do that at the moment.
STATEMENT OF R. O. DEUBLER,

Vice-President of First Natiocnal Bank of Seranton.

Mp. Duebler: I have a prepared statement here. I did not
know what features would be discussed.

Chairman Frank: You can file the statement. It will help
us, because we have so much to hear. If what you ea&'in your
formal statement 1s repetitious, could you Jusﬁ make an
extemporansous statement of what would not be repetitious?

Mr. Duebler: Well, naturally in discussing this situation,
I must cover the same gfound as has been covered, |

Chairman Frank: Have you got any different points of view -
than those heretofore presented?

Mr. Duebler: Except from the standpoint of the institu-
tional buyer rather than from the investment banker.

I noticed a statement published in the New York Times
yesterday by Otis & Company that was either made at this
hearing or submitted %6 the Investment Bankers Assoolation, .and
I would like to disagree with their opinion as %o the effect_on
the small demlers. Our bank is in an interior town, of course,
and while we are close to New York and Philadelphia, there is a
great deal of competition . there in representatives of disa
¢ributing houses. We also have some independent dealers.

I talked %o one of the dealers last week and he %told me that in

the event of enforced bidding, he would definitely not be able
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to.get bonds. .because he would have no knowledge as to who the
bidder was until he saw it in the newspapér, and by that time
when he epplied for the bonds they would all have been divided
up particularly if _it were of t he higher grade bonds among the
larger diétributors who'wefe:able to act more quickly.

Now, that might not be important from the standpoint of the
Commission, that is the fate of the emall dealer, but I would
1ike to respectfully submit for the consideration of the
Commission that I think ii is important from the buyer's stand-

point.

Included in my statement I have made this statemen%°

“"Analysis of our own purchases of new issues during 1940
reveals many such purchases from firms who are in my opinion
not really t0 be classed as underwriters although they might
have a small participation in the underwriting group, becauss
they are not equipped té handle an issue as the head of an
underwriting group, and from some dealers who were not members
of the group at all but merely were allotted bonds %o dis-
tribute at retall among thelr cusiomers.

And I think that in the even$, as I said before, of
forcing compatitive biddiﬁg; these smaller déalers wio do
account. for a great deal of the distribution and on whom we as
interior institutional buyers mua% rely o obtain bonds are not
going %c be able to ge% them,

I know of no demand on the part of any nubiic utility
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dorporation for enforced competitive biddihg, and it 4s my oon- -
tention that we together with other small banks and individual
buyers must rely on the carefulness with which the indenture
provisions are set up, snd by that, sir, I do not mean the
things that are covered by statuﬁe; I mean the technical
differences which within the law might differ and which might
a@ither add to the attractivernms of a bond or spoil §t frbm the
buyerts standpoint.

Commissioner Healy: Would you give us some example of .

two or ¢t hree of those?

My. Duebler; Where the price would drop -- foy instancs
e dbond is set up with an initial call price of ld7o If we buy
that bond, it is our practice to amortize it and set up a
reserve of the premlum., If under the terms of the indenture,
that price drops within a year say three polnts, our amortiza-
tion would not have kept up with it, end we could be forsed
by the Comptroller of the Currency or his examiner ¢o
immediately write down the price of the bond to the existing
call, which would throw out our amortized yield. Does ¢hat -
angwer your question; is that clear %o you? I% is ﬁerely
given as an illustrat&oh 6f the technical differences in
setting ﬁp the bond. It ls,ho% one of the features that is
covered Dy statute, but on the.things which make a bond
astractive o the individual bond buyer.

Also in determining the maturity of the bonds.
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Chairman Frank: Do you think that the selection of the.
maturity dates has been very happy? I must confees that somo
of us are beginning to be disturbed by the fact that the bulk
of the utiiiﬁy maturities as a result of recent refundings will
all mature within one deecade. That has been the resul%.of the
negotiated method, and whether this Commission needs to do 80ma~

thing about it in the future is a problem that is disturbing us.
But do you think that the bringing abéut of that situation

where I believearer half of the maturities of the utility
industry will come due in a éingle decade is desirable?

Mr. Duebler: No sir, I do no%t.

Chairman Frank: That haé been something that is ome of the
things that is outside of the statute = I donﬁﬁ know whether or
mot it is. Peﬁhapa'this Gommission from now on should pay more
a%t@ﬁtion to 1t. But that has been the result of wnat has been
negotiated.

Mz Duebleré If I may venture ©o differ with you, sir, 3%
is not entirely dqe to them. It is due to a change in the
intersst rate by which these corporations were able %o oall in
their high coupon bonds where they wers 6allabls —-

Chalrman Frank: (Interrup%iég) You have reference to the
maturity date?

Mr. Duebler: Yes; but the maturity date has of ceurse bsen :

fixed by the fact that when interest rates were cheap - our

study of this whole investment problem shows thad when interest
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rates are cheap, anmy corpobration aétempts to borrow for as long
a period as possibles When interest rates are high, they try to
 put out a five or a three or a two-year bond.

Chairmen Frenk: Yes, but I just wamt to direot §Our atten-
tion to this. You say that the investment bankers have with thelr
care in exercising their judgment in the interests of the
investors looked after such matters as the maturity dates, and I
call your attention %o the fact and I think my Tfigures are correct
-= 4o you recollect, Judge Healy -- over half of the maturities
of the utiliéies industry will as a result of negotiations by
investment bankers and private placements as well -- let us take
those exclusive of private placemenis -- are comipg ﬁue'in one
dgcads, Or as Commiseloner Pike points out %hat-in even &
shorter pefiod we have got a terrific bunching in the peried of
1965 %o 1970. I suggest that that does not show a terrific
hconeern exercised by ¢the investment bankers to date on ¢he
question of maturity dates.

Mr. Hall: There isa mitigating factox there which I pre-

. gume your staff is aware of, and that is that now in moét.oases
the indenture contains a provision thaz the bonds can be called
in the last% two or thrée oﬁ sometimes longer years at §qr9.so
I think that period would be extended and gives a flexibilicy
which would run through that.

Chalirman Frank: That is true, but therse is this horrendous
possibility of this bunching of maturities.
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Mr. ?qrdé Many of these issues are serial debenture issues,
end the original mortgage would be considerably rsduced, and the -
sﬁnking fund is operating on the mortgage bonds. The coming
due at a given date is not as grave a danger as would appear from
& oasual glanos. |

Ghaifman Frank: I would be glad %o be corrected if I am
wrong, but there is a terrific volume of securitice coming within
that short period. I am not sure that the Commission has not been‘
remigs in the matter of getting at that and preventing 1%, but
my podnt is that 1t has not been presented.

A Voice: If there were competitive bildding, would the
iséuer get the maturityIWhen he wished %o sell?

Chalrman Frank: He would in so far as %his @ommisaioﬁ
permitted him to.

& Volce: Experiénoe‘has shown that issuers at present
undexr p?evaﬁling market conditions desire to get their money for
as long a p@r&od'of time at these rﬁ%@s as is possible and if
there were @ompe%itive>biddingg would not the %éndency then be o
concentrate thie very situation of which you are speaking?

Chairmen Frank: I am assuﬁing and I say this subjest o

modification -~ I am assuming that the Commission has some power

‘in the premises. I belleve it does. 4nd that power we have not

heretofore exereised. Therefore ﬁe could meet that problem
should i¢ arise. Indeed, I think we could meet 1% as 4t is

ariging today.
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My only point in bringing ié ﬁp at this moment -- it has
nothing to do with competitive bidding -- but it is an answer
to the suggestion that the investment bankers have been looking
out for an adequate maturity date from the point of view of the
invee%oéo I say if it is true, and I may be entirely in error -
that the negotiated transactions have led to a bunching of
maturity dates in a short period, that the Commission ought from
this period}gtep in and we probably shall. IXf we did 1%, we
would do 1t in both the private and negotiated.

Mr. Duebler: There is a saying that the Scotchman is strong
and healthy not bescause he eats oatmeal, but in spite of i%, and
perhaps this condition exists not because of the present system
but regardless of what system might have been in effect, because
I 8till maintain that corporétions tend %o borrow at low rates
for as long & period aévpdséible;

Chairman Frank: But the faot remains that somebody
negotiatéd those isgues.,

Mr. Duebler: Yes, surely, and it was the best Jjudgment.
of the investment banker and his lawyers, and his legal staf?,
his engineers, the counsel, and everyone who had gone over t?at
gituation in consul%ation with the issueyr, and I am ¢old thaéjthe
way these things ars set up, and that the price and maturity is
determined as a result of these conferences based on what would

be attrasiive e ths buyer and to the issuer both and %he price

to be fair to both -- the bid price.

l
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Commissioner Pike: Isn't it a legal practice in a
great many States having to do with the eligibility of trust
funds, that there is a limitation on the length of the maturity?
Is it 30 &ears? Thirty years has gotten to be the pef term for
these recent bond issues.

Mr. Dean: In New York State, in order-to be legal for
savings banks, two~-thirds of ihe revenues must be derived from
franchises to extend at least three years beyond the maturity of
the bonds. It is not direotly on the question, but it is in
substance on the question.

Gommissioner Pike: Then the Massachusetts rule seemas to be
the governing thing at the moment?

Mr. Dean: Yes. ©On the other hand, if you want to reach
your savings banks and your trustees market, then you must
adjust your maturity to your length of 1life of your franchises.

Mr., Weiner: Does that play much of a rele in New York?

Mr. Dean: Yes, it plays very much of a roles.

Mry.Weiner: Would you mind mentioning one or %wo instances,
beoaﬁse so far as I know we have not run aeross' théto

Mr. Deanz Yes, I would be'very glad to,

Chairman Frank: Wﬁll you;.;‘ﬁ".oceedﬁ sir?

ﬁﬁc.Duebler: I havé fél% and I have so stated in'my
gtatement, .which you have saild that I might file, that there is
considerable advantage tb the buyer in having these advance

consultations on the actual techhical setup of the bonds., A
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fint of underwriters who are compelled to submit a bond at publis -
auotion is not goling to spend monéy in advance doing this work.
The smaller banks and individuals are not able to hire such .
work done; they must rely on the carefulness and the adequaoy
with ﬁhich it is performed Yy someone, and in the event competi-
tive bidding is enforced, it is my opinion that the bidder is
interested only in trying to get the iowest price at which he can
get the bonde, and after he gets them to sell them as quickly as
possible before the market changes due %0 some condition over
which he has no control. I have seen no evidence of any desire
for competitive bidding by any public utility company or by any
banking institution or any individual buyer, and I have not .seen
any statement which in my opinion can be for¢ified by facis or
?5§ any argument which would in my opinion justify enforced .

competitive bidding.
Chairman Frank: Thank you very much.

(The statement directed to be filed by the Chairman is as

followss)
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STATEMENT OF MR. R, O. DEUBLER,
Vice President of The First National Bank of Scfanton;

- Scranton, Pennsylvania,

The vresent method of distributing new bond. igsues of
Public Utilities and other Corporations, under riles and reg-
ulations of the Securities and Exchange Commiesion now in force,
provides the most satiasfactory conditions, from the standpoint
of the bond buyer, that have existed in the past thirty-five
years, in my opinion, and the vroposed compulsory competitive
bidding would crivple if not completely destroy the smoothness
with which the present system funetions.

Bankg ané other Institutions as large as the Bank where
I am employed, and of course all smaller Banks and most individ-
ual buyers, cannot afford to hire a lawyer to pass on the pro- |
visions of the indenture and on other legal matters, when con-

- 8ldering the purchase of newly isgued bonds, but must rely on
the honesty, integrity and ability of the lawyers smployed by
the underwwitihg firm to do this work.

The present method orovides ample time to do this work
carefully and accurately, and there ie grave danger that this
might, because of lack df time, be hurriedly done by the attor-
.neya employed by the firm to whom the bonds were awarded after |
the bids were.opened;

I cannot see that any firm of underwriters would incur the

S .
expense of doing this in advance of bids being opened, with no
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assurance that such firm would be the successful bidder, and it
might not even be given a participation in the selling group by
the successful bidder. In -the latter event, the legal fees
would of_course be a dead loss, with no hope of reimbursement
from the commissions received from the sale of bonds. |

The borrowing corporation may have vexry capable aitbrneye,
who, however, may not be familiar with the kind of vrovisions
which should be in the indenture to vrotect the buyer and the
igsuer, covering sinking fund terms, call ovices, escrow pro-
visions, depreclation and maintenance requirements, ete.

In a negotiated contract with one of the leading under-
writers, the advice and counsel of the me@bers of that firm,
together with thelr engineers, accountants and attorneys, should
result in a much safer and move attfactive bond from the buyer's
gtandpoing, and would undoubtedly make the bond more saleable
and insure a more stable market for the issue, than for a bond
issue, the detalls of which had been prepared without the benefit
of such advance cénsultation.“

Inadequate provisions covering these factors and other
factors, which enter infto the'analysia of the safety and attracal
tiveness of ths bond, might produce a bond so unatiractive to
the buyer, regardless of the high quality of the bond, its in-
¥rinsic value, its ability to meet the legal requirement of

moet states, and the high credit and reputation of the issuer,
that the invitation to bid on the issue would result, not in
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obtaining the maximur price for theé 1ssSuer, but posslibly of no
bids at all being recelved, requiring the wholé job to be done
over again, and creating needless and unnecessary expénse for
the issuing corporation.

The oresent method, of course, would prevent that happen—
ing, but might result in the underwriting firm, after careful
investigation, deciding that the provosed bonds should not be
igsued, which in my opinion is much to be prefevredAto the offer-
ing for sale of bonds which are not suitable for offering to
the investor.

Under the oresent method the underwriting firm has suffic-
ient time anaiyze the balance sﬁeet, earnings statement, rate
structure, depreciation policies, plant values, type and age
of plant, change in operating conditions that might have occurr-
ed, and the effect of such changes on future earning poéar,
overating volicies, changes in manégement, if any, and numerous

other factors, careful analysis of which Would not be possible

~ because of lack of time, under competitive bidding.

Having never been employed by any broker,'the writey has,
however, had some contact with the under writing of new issues.

Until orohibited by statute, our Bank purchased a great many of

.4%ts bonds through carticivations in Underwriting Syndicates.

Through these contacts I have been impresced with the intention

and earnest effort oh'the part of the leading underwriters %o

do & good job - to fix a price that is fair to both issuer and
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and’investor, comparing favorably with ylelds on existing com-
parable securities, or on those that are most nearly comparable
and to work out the best combinat;on of maturities, call orices,
sinking fund pro#isions, yield, agreements to refund State'Taxes,
and other fectors which either improve oxr detract from the
attractiveness of the bond to the potential investor.

Certainly the leading underwriters are large Concerns, but
after all 1% is not possible to buy a 100 Kilowatt generator
at the ten cent store-large organizations are requivred to handle
big deals. But what about the emall dealer?

Competitive bidding would create an undesirable situation
for the investors, in that the sméll dealer would not be able to
get a participation in the distributing group, because by the
time he ledrned who the successful bidder was, and sent in his
@application for bonds, the issue, particuiarly if of the high%
est grade, would have been divided among the larger distributors,
who were able %o act more quickly.

Under the present method, the small dealer has a chance,
and does get bonds to sell, except perhavs in very small issues.
On receipt of the "New Issue Card" he is able to determine |
whether a bond of that type can be sold in hisg territory, and
make apvlication to the manager of the syndicate, with whom he
had previously established a reputation based on the record of

his handling pre#ious degls, and state the number of bonds he

thinks he can diéfributeo.
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Analysis of our own purchases of new issues during 1940
reveals many such purchéses from firms who are in my opinion
not really to be classed as underwriters, although they'might
have a smgll participation in the underwriting group, because
they are not equipped to handle an issue as the head of an
underwriting group; and from some dealers who were not members
of the group at all, but merely were allotted bonds to dis-
tribute at retail among their customers.

Should the fate of the small dealers receive consideration?
If not, at least the effect of the ﬁvopﬁaed change on their
customers, who are the ultimate buyers of the securitiess, shoﬁld
be carefully consifdered before a decision is made.

In the opinion of the writer, wide distribution at a fair
e ice ig more important than obtaining the maximum price for the
issuing Corvoration, and above all the retention of the present
method of aareful analysis and preparation of a bond that has
adequate pvovieioné for the orotection of the investor, and
the issuer, and is sold at a price which has been carefully
computed to be fair to both the buy;r and the isguer, is vitally
important.

I hope we will no% be forced to changeifrom this system
which is functioning so satisfactorily, to merely wrapoing up
a peice of merchandgse and auctioning it off to the highest

biddex.

Why this urge to upseithe applecart? Should the recommend-
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atlon of a group of employees of a regulating commission, whose
opinion }{s based on theories, and may not be¢ bagfed on-ady actual
experience in either the buying or selling of bonds, receive
more congideration than the opinions of the distributors, the
investors, or the issuers? |

I know of no demand for and certainly of no expreesion of
aporoval of competitive bidding on the part of inatifutio&al or
individuwal investors.

The Inves%menﬁ Bankers Association of America has expressed
emohatic ddegapproval of enforced competitive bidding. While I
know of two firmse of distributors who are vociferous in their
demand for & change, 1t might be, possible that they are dis-

gruntled, and also that they have no overwhelming superiority as

‘merchants, and are therefore unable to entice business away from

theirp competitors. All of the smgller distributors with whom
I have talked are most emphatic ggainst any change.

Yhy all this ialk about a monoéoly9 and what is so sacred
about "Arms Length Bargaining"? | |

Morgan Stanley & Co. have managed a great many syndicates
since the formation of that firm, bﬁt the probabilities are that
they did not actually originate all the deals in which thelir.
name appears as'manége?s,

One of the sméiler underwriﬁefg, oy even a firm which only

occasionally may particivate in underwritings, may through per-

sonal contact of a representative out in the country, oy through
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gome other circumstance, find a refunding Job that can apparently
be done and has the tentative approval of the issuer. If 1t 1s
too big for him to handle he takes it to one of the leading
Underwriters. No one is going to risk the capital and reputation
of his firm by allowing some small 1hexper1enced firm to manage
the syndiacte. Therefore the name of that firm appears at the
head of the list and overzealous statisticlans add fhe total
amount of the isgsue to the business of that f£firm, thereby build-
ing up impressive but meaningless totals.

Just as in the legal, engineering, medical, or any other
profession, business naturally tends %o go to the outstanding
leaders in those professions and evéry Job that 1 well handled
adde to the prestige and increases the probability of that firm
receiving opportunities to take on new jobs, but the firm must
continue to maintain high standardes and do good work or it will
£4ind its cusgtomerg fading away.

Competition is still keen and any issuer who thinks he ean
get a better deal elsewhere has many houses from which ﬁo choose.
My understanding is that there can be no domination oy

control of Publir Utilities by Bankeré'under present statutes,
because the ownership of 10% or more of the voting stock,.let
alone actual working controi, automatically classes the oﬁner,
whethed individual, £irm or corporation as a Public Usility Hold-

ing Corporation, and interlocking directorates are forbidden by
stglute. | - |



cfa 8

280

Just as in other professionsg, Investment Banking Firms,
continue to act ae Bankers for certaln Corporations over long
periods of time, and céntinue to function between periods of
issuance of new securities. Thié continuing 1ntereét in bonds
which have been previougly sold, and the furnishing of counsel
and advice on financial and other policies is of great value,
in my opinion, and should not be disturbed, Competitive bidding
would 4in my opinion absolutely destroy this relationship.

The bidder at an guction is interested only in fixing the
lowest price that he thinks will win, and if awarded the bonds,
in dumping them as quickly aé possible to cash in om the profit
which he figured in his bid befor® it vanishes, becauss of |
changing conditions, or because the votentlal buyers discover
that he has paid a rediculously high price for an egg that is
not too good. | R

I have seen no evidence of any desire for, oy approval of
competitive bidding, 1ndicated by any Public Utility Company,
and so far as I know there are no statutes which forbid such action,
but the only cases whiéh have come to my atiention wheve bonds
have been sold under competitive.bidding have been wheré atate
lawe require that method.

Because of my deep interest in the subject and the importance

of it, X have carefully read everything which X have geen in

. print, particularly articles in favor of adonting this method,

and even though I have earnestly tried %o consider such articlea
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with an open mind, I have not seen any statements which can be
fortified by the facte, or any argument which, in my opinion,

would Jjustify enforced competitive bidding.



kml
fls -
copying

282

Mr. Dean; Mr. Chairman, might I correct one statement in

which I think Judge Healy would be interested? The question

whether or not there.have been direct placements of ralilroad
gecurities sinoe the passage of the Sscurities act of 1933 == I
am inda$ted to my friend Mr. Rodgers of the Metropolitan Life
Insurance Gompany who ¢tells me there have been three railfoédé
privatéyplaced, thé Canadian Southern Railroad, the ﬁﬁééliﬁg fnd

Lake Eries Series D and the Cleveland and Mahoning Véliéyo.

‘There have been five issues of Terminal Railroad. Union Terminal

Compﬁny of Dallas, the Chicago Heigh%a Terminal Tyransfer Company,
The Tulsa Urion Depot, and the Houston Belt & Terminal Corporation,
and the Atlanta Terminal GCompany.

~ Chairman Frank: Those are securities which are required
to be registered?

Mr. Dean: Those are securities which are required %o be
regietered, They are a relétively insignificant total compared
to what I believe is approximately 4 billion of securities
privately placed.

Chairman Frank: There have not been many of those
securities placed?

My. Dean: No. If the re 1s anyone else that knows of any
raillroad issuesathat have been privately placed, we would be very
%o get the names of them.

Commissioner Eicher: Do you stlll insist on your statement

that there were no private placements prior to the Act of 19337
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Mr. Deang‘ The term ®private placements“.nevér came into
being until after the paasage of the Securities Act. |

Chairman Frank: We don‘t care about the name of a dog,.
whether it is Fido or Nero.

Mr. Dean: That was not & significant method of financing
prior to 1933.

Commiesioner Healy: Going back how far?

Mr. Dean: As far as anybody in the investment banking busi-
ness at the present time can recall, or as far aé any record that
we have. Of course, if you go back to your pefiod arbundciéoo when
you had private financiers and private capitalists aﬁd.ﬁéfidﬁs
things like that, you get into very difficult questions of Gome

" pilation. s
Commissioner Healy: Isn®t it true that during the period

from about 1918 up until around 1930 or 1932 that the meéhod of
distribution was quite different then those which obtained in the
sarlier periods?

Mroﬂbean: Yes sir; I tﬁink 80,

Goﬁmisaione; Healy: Isn’¢ 1t Ltrue that back of the days of
the Liberty Bonds and so forth, that the small investors, people
of small means, were much more apt to put their money in the
savings banks and insurance companies than they were to respond
%o the blandishments of bond salesmen that suddenly descended

upon them after 1920 in swarms?

Mr. Dean: Yes sir, I worked in a country bank in 1917 and
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19018 and handled the Liberty Loan ledger, and many people used
to come in and hand money in along with their coupoms thinking
that that was what they owed the government.
" (Laughter. ) |
Commissioner Healy: Isn't it possible that the smalll
investors are reverting fo‘their eafli@r habits of invesiment ty

turning their funds over to those whom they regard as expéft

investora? Aren’t they reverting to their old habits of turning

thelip money‘inxo the savings banks and insurance companieéf'

Mr. Dean: Sidewalk economics is a very dangerous di%éfsion,
.80 I hesitate to meske any statement on that.

Commissioner Healy: I am not relying sntirely on sidewalk
statistics in making.%ha% statement. Our studies show ﬁéﬁé.that
there is a basis for what I say, and furthermore it shows that the
ownership of securities issued before 1929 of high grade ééé&fie
ties, that the ownership has been shifting over the paat 16A§éars
grom private into public or quasi public hands, end thers is
definite evidence that thé investing habits of the pﬂbiie été
.r@verting.baek to what they were before the war.

lir, Dean: Yes, but I think the statistics overlook Gho
fact thaﬁ the int@f@ét ré%es frbm 1820 on were very high. X
remember very distinotl& when public utility bonds were selling
in the 80's, and they were issuing 8 per cent bonds, Your bond

market was very active up to the middle of 1928 when your

financing changed %o equity financing, If you will take your
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statistics of your total securities sold at that time to
institutions, and your securities sold to private: 1ndividuals,
you will find that the private 1ndi.vid.uuals‘9 estatea and trustees
played a wvery important role.

There are many people who believe that if your present era
of low interest rates were reversed, that the private individual
would again play & very lmportant part in buying long té#m or
fixed securities. As you know, & great many ineﬁitutidﬁs .
Leland stanford in particular has gone to court and aekgd to be
relieved of the duty of investing only in fixed term seduritiés,
and many people investing trust funds are undef a8 very g?eét
hazard at the present time in trying to get income for ¢t he life
egtate men or the remainder men, and mahy of them are tryiﬁg to
go into ﬁreferred and common stocks because of their higher
yield, |

Chairman Frank: I think it is very excellent 3udgmenty I
may séy, I will write myself down & fool in your eyes by saying
that.

Mr. Dean: That is too long a subjest to discuss here. I
think 1% is,difficulﬁ to draw conclusions on the part that
private investmen$s play without taking into consideration
current money rates, because éﬁrreat money ragtes play a very
important role.

Gommissioner Healy: I think still that during the 20's, there

was & change in the method of distribution, and many small
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investors got the idea that they could pick good bonds, and I
think a great meny of them have changed their minds on that
gubjeoct.

Mr. Connely: May I say that I disagree to some extent
with that? I think those people who do have funds for
investment are stﬂllAcontinuing to do business with their
country investment bankers. I do not think that I am parti-

culefly equipped to answer that question, but there ge many

dealers in this room who have customers who rely on them to a
very great extent in the selection, advice in the selection of
their securities. |

.Commissioner Healy: I used to be an investor myself befofé
I came to work for the government and I do not ever remember of
seeing bond salesmen in my office bacgk in 1920, and from tﬁéh on
down until about 1928, you could not shake them off,

¥r. Dean: They had nd% graduated from Yale in 1920,

Commissioner Healy: They did not all come from Yale,

Mfo Dean: If you want %o make an analysis of the sales
records of the various investment bankers, you will £ind that
at any point where there is a higher yield, that the sales to

the individual investors goes wup.

Mr. Stewart: Maj T carry on with the smallgr dealers who
" are still here? If it please you, I should 1like to ask Mr.
Waipple to dlscuss the position of the smalier underwriter

under the proposed competitive bidding idea.
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Mr. Rodgera: Before he begins, I think I might give you
figures that»would be apropos of your point. These figures only -
go back through 1932. Of course, that precedes the passage of
the Securities 4ct. They were prepared by lMajor Edwards, one of -
the insurance examiners for Western States, and I was interested
to noté that for the year 1932 hse lists a&as private purchases bj
the MétrOpolitan $22,463,400 of which $495,000 were public
utility issues. I dd.not vouch for those figures as I did .not
prepare them, but it is significant.

A Voice: May I ask Mr. Rodgers & qusestion in this connec-
tion? 4 few moments ago you spoke of private placement e which
had been registered and you thought you had some figures. Have
" you those figures? |

Mr. Rodgers: Based on my rough figures here, I would
egtimate about 12 per cent of the private placements weré
nevertheless registered, but that is a rough estimate.

STATEMENT OF JAY N. WHIPPLE,

Bacon, Whipple & Company, Chicago, Illinois.
Mr. Whipple: My neme is Jay N. Whipple of Bacon; Whipple &

Company, Chicago. I think possibly since this group over here
: (1ndieating) seem to hold to my views, that I had better address
my remarks to the othef gide of thé palole) 8 .
Chairman Franmk: You might let us in on 4%, £00-
My, Whipple: Our Sﬁainess was started about 15 years ago

for the purpose of underwriting and distributing principally
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cerporate securities, but we also conduot a munieipal dépaf%mento"
In this connection I would like to bear out ﬁhat Mr. Connely has
sald about the faot that we have done businees largely wth gmail
investors and tﬁe prinocipal part of our business at the oresent
time is with that type of investor including a large number .of
individuals,

Until the business depreséionsmd the Securities Act of 1933,
our ﬁOFmal earninge largely resulted from the purchase and sale of
small industrial and utility issues such as & $800,000 first
mortgage Bond Issue of Sidney Wanmger & Sons, $450,000 first |
mortgage Real Estate Bonds, $300,000 Milk Dealers Bottle Eﬁchange
firet mortgage Serial Bonds, 20,000 shares McWilliems Dredging
Company, convertible preferred stock, $200,000 Wieland Dairy Compan:
Guaranteed Preferred Stodt etc. In all of these deals %he
procequ from the séle of the geocurities wers used for 60N .
struc%ion or the expansion of a business, and all of ths
securiﬁies of this type we underwrote during this period wene
desirable and satisfaetdrw invegtments from the poin% of view of
our cli@nés with one exsception,

X méntion this to Justify our existensce 4in th@ entire
geheme of things although perhaps from The statement of ¢the
Commissﬂoner yesterday that is not necessay,.

Our seeond most important source of revenue dwring this:
period was derived from our participation in selling groups and a

few so-called banking groups.
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During the past few years we have continued our efforts to -
purchase desirable issues of bonds and stocks from relatively
small oconcerns and have done some‘business of this type, but the -
profit from our participation as underwriters in national syndi-
cates headed and managed by large houses has become an
imcr@aéingly important faétor in our earnings. In faot our.
income from p&rticipationé in underwritings of utility issues
during the past four years has contributed so substantially to
our earnings, that were it eliminated, we would have suffered a
net loss for the period of $38,000.

I am approaching this problem, Mr. Chairman, from the point
of view of a small underwriter and a medium sized distrﬂbﬁtér ag

distinguished from the dealer who participates only in selling,
I ghould like to confirm the testimony of Mr. Van Court of

Los &ngeles, and Mr. Soribmer of Pitteburgh, the last ones.ﬁp
appear at yesterday's session, paf%&eularly that part of 1% whioh
pointed out that the position of the dealer in serving his
customers would be more difficult without the filrm bonds reserved
in the selling group iﬁ the Oaée 6? deals resulting from private
nagotiation because ofwé.reasonabie mar gin of profit as against
t2 subject subscriptibns provided in the case of deals sold at
compulsory compeﬁitivé bidding; Wnile they did not ﬁention;i%

% should 1ike %o point out that in the latter sltuation we in
Chicago are at a disadvantagé’in felation %o Néw York to the

extent of one hour and on the Pacifié coast it is three,

3
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As a medium sized distribution and emaller umlerwriting
firm, we are opposed to compulsory competitive bidding, because
we believe 1t will deprive us of an important source of revenud
and our customers of the opportunity to buy ceftain desirable
investments for the following reasonsé

1. Because of our limited pereonnel, experience, capital,
and 1ack of dealer following, we could not look forward to
organizing.and managing groups that could compete suécessfﬁlli
for issues sold under a rule requiring ocompuleory competitive
bidding.

2. Under present conditions we ars rarely invited to par-
ticipate in small underwriting gréups, and our opportunity for

participating in groups formed to bid competitively’would be

reduced, because under oompulsory competitive bidding the
smaller the group the better its chances of being high bidder.
This assumpiion is based on the fac%.that a group with a few
members, each having & large enough interest to insure a reasonable
profit in the event of‘a guccessful deal, would be justified in

bidding more .aggresgively than one made up of a larger number of

und@rwriters located in différent parts of the country, with
a larger initial ov@rhéad‘eharge against each 1000 prinéipal
amount of bonds, and a potentially smaller net profit per group
memder.

3. It 8 oup opiﬁion that %he'bu@iness.éf underwiting issues

affected by the proposed ruling will be concentrated more than
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ever in the hands of a few large firms. They have the capital,
the experience and the personnel to handle a large volume of
business on a small margin of profit. ¥Why should they clutter
up an account with a number of smaller underwriters scattered

all over the country. There can be no suggestion from management
that, for reason of public relations and a dssire to have a

part of the securities distributed in the territory, local under-
writers be included in‘the successful group.

4. There would in our opinion be a decided change in.the
organization and method of operation of certain large under-
writeré. Those having no retail selling force would undoubtedly
establish one and others would inorease the size of their -
existing retall organizatioﬁ. The reason for this is the faot
that spreads would undoubtedly be smaller and in order %o ﬁéihtaiu
their profits underwriters would be obliged to sell at retéilo

an  indlication of that is the faet that Mr. Stanley said
yesterday that they»would be foreced to go into the retail busi-
ness. |

Chairman Frank: Thaébié ﬁot a specifically enforceable
obligation, I assume. I mean that you could not compel him to
do that.

Mro Whipple: That was his statement, I believe,

5. Gompulsory competitive bidding, with ita attendant
necesslty for quick decisions, and secrecy regarding the price to

be bid;woild make smaller underwriting groups, restricted to one
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geographical center, more effective and tend to eliminate firms
like ours from par'tioipatiéﬁ°

6. DBecause our business is largely with individuals and
gmaller institutions and not with so-called informal buyers, we
would not be able to compete successfully against larger houses
under conditions of competitive bidding where speed is essential
to success.

7. Deprived of the opportunity to participate in under-.
writings of this type, iﬁ is doubtful if firms of our general
character could survive.

Mr. Stewarts MNMr. Wickliffe Shreve of Lehman Brothere has
some interesting statistics which bear on the problem.

Chairman Frank: Before you proceed, are there any of the
smaller déalars that are still to testify?

| Mr; Stewart: Yes, there. »

Chairman Frank: Why don't we hear them first? These New

York peOpie can get back to New York pretty quickly.
STATEMENT OFEDWARD C. ANDERSON,
Richmond, Virginia.

M. Anderson: Mr, Chairman, our firm has beem in business
for nearly 50 years in Richmond, and we are underwrﬁters of loeal
gecurities as well as distributors of bonds at retail in the
selling of securities, and occasionally are membsrs of the larger
mnderwritérs“ groups distributing nationally., The sucecess of our .

business primarily is dependent upon our ability to assist oupr
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customers to invest wisely. We are very much alarmed at the
possibility of the overpricing of securities whioch may result
from competitive bidding, and we feel that we will be greatly
handicapped in the proéuring of a supply of securities for our
public -- our cugtomers -- if we are %o have theselarge under-
writers go into t he retail distribution of securities on the
very emall margin of profit which will be available to them.

It seems €0 us that that is about the only source from.
which they can increase tTheir did by reducing their profits, and.
if they reduce thelir profits, we can not see hoﬁ they can continus
o allow us profits which we néed and must get. They already have

gotien down %o a point where they make it very difficult to make

. both ends meet.

Ghaifman Frank: You mean féﬁ.you?

MrolAnderson: For us, yes.

Chairman Frank: You don’t know whether that is true as to
the originating underwriters?

My. 4andersgons No, I am speaking only from 6ur own stand-

point. That phase of the business, that is the retail distribu-

tion of the nationelly underwritten issues is a very significant

part of our earnings at the present time. e are members of the
New York Stock Exchange, and of course have been suffering £rom

the very slow markets and the very small volume that has been
resulting under these conditions that exist today.

&

I think that GOmpetitivé bidding is goling to probably force



kmiﬁ
204

dealers such as us to retire from the investment business.
Whether or not we can remain in the business on the basis of the
other services which we perform is éomething that only the future
can tell. The opportunities to do local underwrlting are not in
themselves sufficient to duild up our sarnings to the voint were
we can meet our overhead and show a reasonable profit to owr-
selves. We hope very much that the Commission will.take'into
consideration the effeots of this regulation of the communities
guch as those in the State of Virginia and in other States which
are remote from the large financial centers, and that they will
not precitipate the building up of large chahstore types of . dig-
tribution of securities which would orowd us out of business.

I thank you.

Chairman Frank: Thank you very much.
Mr. Spencer (of the S.E.C. Public Utilities Division): You

spoke of Tinancing local enterprises.

Mr. Anderson: Yes,

Mr. Spencer: There has been a lot of %élk gbout Publis
Service refinanding ther bufstand&ng bonds running into large
sums of money. Oranted that the small dealer would have %o have
assigtance of the large houses to handle a refinancing engagement,
and I think what we ha#é been talking about recently has been
very iérg@ly wha% has besn brought about by refinansing, dug in
the normal courss of eventis When the refﬁnancing ig over and

these eomnanies come into the markets for their annual or bi-
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annual requirements, the amount of money to be ralsed by bonds

or commbébn stock or preferred stocks may be a very minor fraction,
in fact would be, of what it is at the present fime° Now,'you-
are thoroughly familiar with your local utilities. I suggest
that possibly when the time comes that those companles are in the
market for simply their new capital requirements that it might
~readilj be possgible for a group of Virginia firma to take care of
and dispose of the issue, and that'might be well within their
finanolial resources. ’ Have you given any consideration to what
will come.in when‘utilify refinancing is over?

Mr. Andersom: The only reply that I can make to that 1s that
while it might be possible for us to organize a group that would

' bid for the smaller issues of bonds of local utility companies
where they are borrowing two or three.million dollars, we have
found in the case of municipal bonds that we are in competition
with some of the largest buyers in the country even on the very
smallest size muniocipal issue, We would then be confronted
with the same question of cdmpetitibn with them who cover a
much wider Serritory than we d° and who frequently have access to
buyers who buy on a very muéh lower-beﬁmrn rate than a loeal
marke% such as éxis%s in‘V1rgihia woulé‘bﬁyo |

Mr. Spencer: .Tha% of-eourse would be true beca&se aa the
volume of securities dimiﬁiéhesb the appetites of the large
buyers éight bscome mofe keen, and for that reason in the first

two or three ysars of competition you might suffer. But that
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has nothing to do with competitive bidding.

Sh' fls.



