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Mr. President .and Gentlemen:

. . I was most happy.to receive and to accept the invitation to gome here
tonight and .take part in your meeting. For sore reacon which I shall not
expose to the risk of analysis, we have seemed to understand each other
whenever we have met, I cherish that understanding. It is my earnest hope
that it will continue.sc long. as we have anything to do with each other.

In speaking tonight after.a good dinner and on so convivial and pleasant

an occaslan, :there is a temptation to avold serious subjects. But that
temptation must be resisted and.l shall speak of a matter inveolved with
your affairs, to.be precise—the Bill recently introduced into the Senate
by Senator Francis T. Maloney of Connecticut, generally known as the
Maloney Bill. It deals with the cver.the-counter market in securities,
that market off the organized securities exchanges where securitlies are
bought and- sold. 1In 1934 when the statute for the regulation of Securitles
Exchanges was enacted and the Securities and Exchange Commission came into
existence, it was recognized that the importance of the over-the-counter
markets in and of themselves would justify a system of regulatiom, and that
ffective regulation of those markets was necessary to prevent evasion of
exchange regulation. It approached unfair competition to regulate one mar-
ket and not the other. Consequently the over-the-counter markets were
dealt with in the Securities Exchange Act of 1984 - though very briefly -
in Section 15 of the Act. The principal provision of this section was
that the Commission might adopt rules and regulations concerning the over-
the-counter markets "necessary or appropriate in the public interest***

to insure.to investors protection comparable to thai. provided by and under
authority of this title in the case of .national securities exchanges."

When this statute was adopted in 1834 the investment bankers were operating
under a code promulgated under the Kational Industrial Recovery Act
{N.I.R.A.) Section 15 1left mueh to be desired both as to form and substance.
The Commission and apparently everyonre else, with perhaps some exceptions,
had very 1ittle authentic:data as to the over-the-counter market which was
regarded as a sort. of terra incognita, As a result the Commission con-
fined itself to.creating a simple system for the registration of brokers
and dealers in the. over-the~counier market with some rather elementary
standards. for. qualificavion and revocation. I seem t06 recall that about
this time it was proposed.by a small group in the industry that the ad-
ministration of the N.R.A. Code be transferred out from under tne aegis

of the National Recovery Administration to the S.E.C.

In May of 1935 the Supreme Court of the United States handed down
its decision in the Schechter case (Schechter Corp. v. United States,
295 U.S. 495) holding unanimously that the National Industirial Recovery
Act was unconstitutional, The principal basis for ihe decision was that
the Act provided for the making of laws in the shape of Codes, that the
power and duty of making laws wak vested by the national constitution ex-
clusively in Congress and could not be delegated, assigned or given away
to anyone else. In other werds, the Court in effect sald to the code
authorities, what a former President 1s reported to have said to his wife
when he-thougat she was tendering too much advice on how to run the coun~
try:. "You weren't elected to anything." Thereafter it was represented to
us by men in the investment banking field that thelr code had worked very
well,. and that sone effort ought to be made in the interest of sore form
of self-regulation under the supervision of the Commissior and within such
permissible constitutional boundaries as the opinions in the Schechter case
had indicated. The Commission was willing to consider such a program and
in 1836 the Investment Bankers Conference, Inc., was formed. One of its ob~
Jectives was to work with the Commission on the proposal just outlined,
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In 1938, after a year and a haltl spent in accumulating experience
and some further knowledge of the markets outside the exchanges ‘the Commis-
sion recommended and Congress adopted a new Section 15. In Section 15(a)
it provided that no broker or dealer should use the mails or facilities of
interstate commerce unless he was registered with the S.E.C. Provision was
nade in Section 15(b) for registration and the Commission was empowered to
deny registration or to revoke it for a few rather elementary causes which
I need not now repeat. The Maloney Bill does uot repeal or amend Sections
15(a) or 15{(b). Those sections did not and do not require the registration
of brokers and dealers devoting themselves exclusively to the purchase and
sale of municipal securities, even though they use the mails and the facili-
ties 0ot interstate commerce.

In 1938 Section 15(c¢) was also added to the stawute. It provides that
no broker or dealer shall mahe use of the mails or of any means or instrumen-
tality of interstate connerce to eriect any transaction in, or to induce the
sale or purchase o1, any security (other than certain exempt securities)
otherwise than on a national securities exchange by means ot any manipulative,
deceptive or other traudulent device or contrivance. The Commission is author-
ized to defime by rules and regulautions such devices or contrivances as are
manipulative, deceptive or otherwise fraudulent. This section does apply to
brokers and dealers in municipal securities. Under the authority of section
15 we have registered about 8800 brokers and dealers and have issued only
a few rules attempting to define manipulative, deceptive and fraudulent devices
We have tound that in certain gquarters various unethical and unconscionable
practices are being carried on which, despite their undesirabilitvy, are proba-
bly beyond the reach of statutory law. The Maloney Bill proposes to enact an
additional section called Section 154 wnd to amend Section 15(c) of the Act.,
It has been sent to the Senate from the Committee on Banking and Currency with
a favorable report. Section 1 provides that associations of brokers and dealers
may register with the Commission as national securities associations or as
affiliated associations. Associations which do not register are not denied
the use of the mails or facilities of interstate commerce. The formation and
registration of associations is a matter of voluntary choice. Membership in
such a registered association does not obviate the necessity for bLrokers and
dealers to register under the present Section 15(a) of the Act. To qualify
for registration as a national securities association certain gualifications
must be met. Such associations must either be actually nation-wide in scope
or should rerresent z substantial and economically cohesive region. To this
extent such matters are left to the associations themselves. VWhether one or
more large national associationswill result or whether national associations
will be based on divisions similar to those which exist under the PFederal Re-~
serve System is not predictable. The national association must satisfy the
Commission that its general pattern of organization and its general character
are such that it will be able to discharge its functions of carryimg out the
purposes of the new Act. All brokers and dealers who conduct an honest and
responsible business shall be eligible for membership in some association..
Particular associations may however by their rules restrict membership therein
on such specified geographical basis, such specified basis relauting to the type
of business done by their members or on such other specified and appropriate
basis as the Commission may approve in conformity with statutory standards. A
broker or dealer may be disqualified for membership ii he has been and is ex-
pelled or suspended from another registered securities association or from a
national securities exchange for a serious infraction of rules, or if an order
of the Commission is in effect denying or revoking his registration under Sec-
tion 15(a), or expelling or suspending him from a registered securities asso-
ciation, or from a national securities exchange, or if his conduct while em—
ployed by, acting for or directly or indirectly controlled by a broker or
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dealer was a cause leading to any suspension .oF expulsion of the character de-
seribed. which is in - effect with respect td that broker or déaler . Provisions
are lncluded designed to assure to each member reasonable representations ‘in all
phases-.of the operation of his associatiorn, to restrict dues to an amount neces-
sary to defray reassoniable expenses of ‘administration and that such dues shall

be fairly allocated among the members. .

The functions .for the accomplishmeat of which the -association accepts re-
sponsibility are found in the standards governing eligibility tor registration..
The rules of the association must be designed to prevent fraudulent and manipu-—
lative acts and practices, to provide safeguards afainst uanreasonable profits or
unreascnable rates of commissions or other charges, to promote Just and equitable
principles or trade and in general to protect investors and the public interest
and t0 remove impediments to and perfect the mecHanism oi a free and open market.
The rules may not be designed to permit unfair discrimination between customers
or issuers .or brokers or dealers, or to fix minimum rates, or impose any schedule
ot prices or to fix minimum rates or impose any schedule of commission allow-
ances, discounts or other .charges. The rules must provide that members shall be
appropriately disciplined. for viclation of its rules.. Discipline may be expule
sion, suspensien, fine, censure or other fitting penalty. The rules rust pro-
vide fair and orderly procedure for procecedings leading to discipline.

A registéred national sequrities assoc¢iation nay be reguired or permitted
to provide tfor the admission of an association registered as an arfillated se--
curities association upon certain verrns und conditions. The purpose of this is
to enable soundiy organized sssdeiations, which are loecal in character arnd hence
not eligible for registration as national associations, 1o retuin their identity
as regisvered associations. A registered'assdciation mnay withdraw from registra-
tion by filing = notice of withdrawal Lut the Commission may take steps to
assure an orderly liguidation of the associatiorm.

Any disciplinary action taken by ‘& registered association against a member
or any denial of adnission is made subject 10 review by the Commission. This™
nay be set in motion by an application to the Commission for review or by the
Comrission on its own motion, and either guchk course uutomatlcalld stays the ac~
tion oil the association pending the review.

The proposed Act provides that a registered securities association may by -
its. rules provide that no member. thereof shall do businmess with any broker or

‘qealgr"who is not a member of any registered securities ussociation except at

the same prices, for the same commissions and 1rees and or. the same terms and con-
ditions as are accorded 1o the general public by such member. These economic
sanctions should aid etfective: disclpline within the assoclation and exclusion
from- such an association would be comparable in effect to expulsion irom a
national securities exchanges

. The registered associutlions must file with the Commisgion such iniore
mation as is needed to keep current the original registration statement.
No change or addition to the rules may take effect until the thirtieth day"
after filing copies thereof unless the Commission  orders an earlier effective
date, and, the Commission may prevent the thange or addition from taking effect
unless it appears to the Commission to be consistent with the requirements .
of the Act. The.Commission is authorized, affer notice and hearing to abro=-
gate any rule oi a registered securities associstion if this is found
necessary.or appropriate to0. assure fair dealings by its members to.assure a
fair representation of its members in the administratien of its affairs,
or otherwise 10 protect investors or effectuate the purposes-of the Bill.
The Commission may by order alter or supplement the rules of an association
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with respect of four subjects all relating to the organization and operation
of the association and not to the busliness conduct of the individual members.
But the Commission must first request the association to adopt the specified
alteration or amendment and can act only after notice and opportunity for
hearing. The Commission is authorized after notice and hearing to suspend

or revoke the registration of an association if the Commission finds that
such association has violated any provision of the Exchange Act, of the rules
and regulations thereunder, or has failed to enforce compliance with its own
rules or has engaged in any other activity tending to defeat the porposes of
the new Act.

The Commission may likewise, after notice and hearing, suspend or expel
from a registered association any member who is found to have violated the
Exchange Act, or who is found to have wilfully violated the Securities Act
of 1933, or has aided another in doing so. The Commission is not empowered
to suspend or expel a member for violation of an assocliation's rules. It is
empowered after notice and hearing to remove from office any officer or di-
rector of a registered association who is found to have wilfully failed to
enforce the rules of the association or has wilfully abused his authority.
Exclusively municipal brokers and dealers are not within the provisions of
Section 1 of the Maloney Bill. By forming their own associations and not
registering they violate ne law of the United States so far as I am aware.
To this point I have outlined too sketchily, I fear, the principal provisions
of Section 1 of the Maloney Bill,

The Bill as first presented granted the Commission authority to alter
or supplement the rules of these associations to an extent not permitted
by the present version. Such action by the Commission would not have affec-
ted over-the~counter firms which chose to avoid membership in an association.
For this reason, as I understand it, the provision was looked upon with dis-
favor by committees and individuals affiliated with the Investment Bankers
Association and Investment Bankers Conference, Inc. They stated that the
provision was inconsistent with the fundamental of self regulation, that it
would place members of registered associations under broader regulatory
powers of the Commission than non-members and hence at a potential disad-
vantage competitively, that it might require the associations to take over
the werk of enforcing the criminal law which was said to be more appropriately
the Commission's function, and that the broad powers which the provision gave
the Commission over the rules of the Association might deter firms from join-
ing such an association. In response to these criticisms, the Commission agreed
to support before the Senate banking and Currency Committee the industry's pro-
posals that this provision te remcved. In its place, there was substituted
a provision granting the Commission authority to make rules and regulations
governing brokers and dealers engaged 1ln the over-the-counter markets within
the Federal Jjurisdiction and regardless of any affiliation with any regis-
tered association. This provision was embodied in a new section 2 of the
Malorney Bill, That new section, as then proposed, extended the powers of the
Commission beyond those now found in Section 2. In its original form, Section
2 amended the present subsection (c) of Section 15 of the Exchange Act to
give the Commission a number of additional powers, all of which applied to
brokers and dealers whose tusiness exclusively is municipal securities. It
was in this manner that the original Section 2 got into the Maloney Bill.
It was not "sneaked" in or gotten in by trickery as some have charged. We
don't do business that way. Nor does Senator iMaloney. The Commission in its
approach to whatever statutory amendments it has suypported and in drafting
forms and various rules and regulations ‘has constantly sought the advice and
criticism of those most directly affected by its proposals. It will continue
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to do so.” ‘It has acted on the principle exprrss’d by Mr. Justice Cardozo, in
{.bis concurring opinior in the Schechter case, that "wken ‘the task that is fet
W pefore one is ithat of cleaning house,. it is prudent as well as ‘usual to take
counsel of the dwellers." If the Commission ever decides to recomrend: to
Congress that some system of disclosure through- tre tedxum of reglstration
ought to be required as a protectiopn to investors in connection with either
the distribution or subsequent trading in Mhnicipal securltles through the fac.
ilities of the rails and inuersta.e commerce, it will say so clearly and ex-
plxcztly.

But -to resume my outline of the Falonea'B'll in its presén£ form,. As you
know, Section 2 has been modified and limited since 1ts introduction. It now
empowers the Commission to enact rules to prevent fraudulent, deceptive or
ranipulative acts and practices and to prevent fictitious quotaticns. These
provisions apply to all Lrokers and-dealers, including those who do business
exclusively in municipals, who use the maziis and the facilities of interstate
cormerce. Section 20(b) of the Act, which provides that countracts made in
violation of the rules under the Act shall be void, applles to violations of
suck-rules, as does Sectlion 32 of the Act, which prescribés criminal penalties.

~-Section 2 likewise gives the Comrission certaim additional powers; nanely,
by .rule and regulation to provide safeguards with respect toc the financial re-
sponsibility of brokers and- déalers, to regulate the manner, nethod and place
of soliciting bLusiness and -to regulate-the time and meihod of making settle-
rents, payments or deliveries.

Contracts rade in viplation of a rule of this type are void under seotion
29{b) of the Act omnly if the rule is one as to wnich tne Commission shall
determine and expressly provide that it is necessary and appropriate that’
Section 28(b) shall apply. Furthermore, crinirnal penalties do not attach to
violations of rules of this tyrpe, except violations which consist of making
false and misleading statements.in reports or documents filed with the Commis-
sion. Moreover, rules of this type do aot apply to trarsactions by brokers and
dealers in exempted securities, - whicn 1ncludes muricipals.,

Finally, the Maloney Bill amends Section 17 of ihe Exchange Act, to make
every registered association subject to the same duties as to the keeping of
records ard the making of reports that are now imposed by Section 17 on every
registered broker and dealer and every national securities exchange,

The exemption in favor of municigpal drokers and dealers expressed in the
amendment proposed by Senator Bankhead, found great favor with'most of the
members of the 8enate Committee., It wag included over the cbjection of tne
Commission. The Bill never did provide for, and the Commission never sought
control over municipalities or over ithe issuance of securities by them, It

hag said so repeatedly in private and in pudblic before the Senate Committece.

I see no valid-reason for excluding those men.who make their noney through buy-
ing and selling tunicipal securities from the provisions which apply to those
of you who make your noney through buying and selling private corporate issues.
They are made of the same clay as you'and I, I see no valid reason why the in-
vestor buying » municipal issue should pot know whether tne map handling the
purchase for him is his agent or a principal dealing on his own behalf, The
fact that a man s engaged in buying and selling municigpal issues does not make
hir'a sacrosanct or a different kind of man from the fellow across the hall

vho buys and sells corporate securities,
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Some days ago we asked members of .our staff to provide us with some
figures about municipal dealers in the United States. They report that at
best they can only estimate the number of dealers who specialize exclusively
in municipals. It seems fairly certain that they are the exception and not
the rule and not nearly so numerous as the general securities dealer. It
is estimated that the exclusively municipal dealers in the country do not
come to more than ten per cent of all over~the-counter brokers and dealers,
and probably they are much less than ten per cent, Since we have atout 8800
brokers and dealers registered with us, it seems that between five and six
hundred would be the upper 1limit on the number of exclusively municipal
dealers. A recent check of the firms and individuals listed in the Securi-
ty Dealers of llorth America Red Book indicated that of the unrejistered
brokers and dealers in the country, only 310 deal exclusively in municipal
securities.

A study of the banks, brokers and dealers participating in municipal of-
ferings of £100,00C and over during the first half of 1937 has been made. We
are told that three types of firms participated in their offerings —- (1)
registered brokers and dealers (2) banks and trust companies, and (23) unregis
tered brokers and dealers. Obviously, the latter must be the exclusive muni-
cipal dealers. A count was made of the number of syndicates whose participa-
tions included all three types of firms and it was found that, in the period
defined, syndicates of this type offered 103 issues aggregating ®466,939,500.
This was the largest group. The next largest group comsisted of syndicates
in which only registered brokers and dealers participated. These syndicates
handled 193 issues totalling ®110,8C8,572, Next in line came the syndicates
composed exclusively of banks and trust companies and these distributed ten
issues totalling 213,815,500, The smallest group was the syndicates of un-
registered brokers and dealers, the municipal dealers, who handled 32 issues
amounting to only ¢7,107,000.

A further breakdown of these figures indicates further the minor part
played by purely municipal dealers in important financing. One issue of
£80,000,000 was handled by 40 firms, 38 of them registered and two unregis-
tered. Another issue of ¢8Q,CCC,0C0C was handled by 47 firms, of which 36
were registered with the Commission, 8 were banks or trust companies and 3
were unregistered firms. In a syndicate of 25 firms handling a ®47,000, 000
issue, 24 of the firms were registered and one was unregistered. Other is-
sues and syndicates showed similar proportions and, if the figures for the
first half of 1937 are typical, it follows that the part played by the ex~
clusively municipal houses is not a leading one. These premises pose the
possibility that the chief activities of the exclusively municipal houses
are in the buying and selling of issues which have been outstanding for some
time, an important element in the problem since is is estimated that in
Hovember 1934, 2654 taxing districts in 40 states were in default as to an
aggregate indebtedness in principal and interest of %2,225,000,000.

I am not contending that trading in these securities is not a leg-
itimate business, or that the maintenance of the secondary market may
not be necessary to complement original distributions of municipal
issues. I am contending that the men engaged in it, should be subject
to the same regulation as other securities dealers; that they should
be held to the same legal and ethical standards as other dealers; that
such regulation, far from injuring municipal financing, should in the
long run improve the quality and reliability of municipal fimancifg; that



7 -

-—
.

thelr exclusion from parts of the'ﬁéloney.ﬁill smacks of unfair competition
as to those who dedl in other types of securities and those who deal in other
types and municipals as well. ’ ' -

Returnlng, however, to the Bill as {t has been reported —- It is not a
“novel or ‘revolutionary reform measure. ‘It is rather -the result of years: of
insistent effort on-the part of leaders of your profession to bring a greater
© element of organization, of order and af self-discipline into what on a na-
tional scale has hitherto beén a poorly defined field of activity. Your own
organization, the New York Security Dealers Association, has made a distin-
guished contribution to this movement and if is particularly gratifying to
us at the Commission that ydur Assaciation, which I believe ‘has had greater
' experienceand greater 'siccess than any other organization in the over-the~
‘‘countér fieéld in creating ‘and enforcing a cohesive system of effective self-
regulation,’ should- have through Mr. Dunne, your President, taken such a cou-
rageous and progressive position before the Senate Committee on behalf of the

Bill.

Whatever the history of the Bill ‘it seems plain that the over-the-counter
'market should submit to regulation. ~About 678C firms of brokers and dealers
" are registered with us. There are 1375 members of the Few York Stock Exchange
and 847 member firms. Over-the—counter quotations for at least 60,00C sepa-
rate issues are published in sServices to which brokers and dealers subscribe,
~-whereas only about €000 issues are admitted to trading on all the stock ex-
changes of the country. A great ieal of trading vakes place over-the-counter
evén in sécurities admitted to trading on exchanges evén by members of the ex-
“changés, and many high-grade bonds and preferred stocks not admitted.to
trading on any exchafige have their only market over the counter. This market
not only provides a medium for ‘an immense volume of trading but it is also the
principal channel through which the savings of the nation {low ‘into new finan-
cing. Unfortunately, every successful business attracts an undesirable ele-
ment énd some serious abuses have been found in the over-the-counter market.
In 1937 the Commission made ifivestigations in three areas outside the large’
financial centers, in Cleveland Detrolt and the Pacific Northwest. A few
attorneys and accountants were sent to mzke a flying survey. In the space of
a few months thirteén individuals were criminally convicted, sixteen more were
placed under indictment, seventeen corporations and foriy-one individuals were
enjoined and two firms were expelled or compelled to withdraw from national
securities exchenges, all for elementary violations of law. I have in my
brief case and I wish I had time to read to you ‘the script of a radio broad-
cast used Sunday mornings by a securities house in a western city. It is out
of business, it has been fined by the state, enjoined by the Federal Courts
and its customers have suffered substantial losses. Its broadcast is made up
of such hymns as “"Fairest Lord Jecus," homilies, flag-waving, praise of the
tradLng corporation and one of them ended with a hymn that struck 8 prophetic
note, "God Will Take Care of You."

Some of the differences of opinicn about the Maloney Bill are due, in my
opinion, to fallure to agree on a definition of self-regulation. Yet when Mr.
Douglas, our Chalrman, spoke in Hartford a month before Senator Maloney intro-
duced the Bill, he stated that self-regulation did not mean private law making;
that it did mean "first, self-discipline in conformity to law -~ voluntary law
obedience, so complete that there is nothing left for government represent-
atives to do -~ second, * * ¥ gbedience to ethical standards beyond those any
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law can establish." It was Josiah Royce, according to Arthur Krock .of .the.
Yew York Times, who said that liberty exists through forestalling legal re-
straint by self restraint. .

Sometimes I think the ultra comservetives of our day realiz: the prin-
ciples of the Schechter decision rather slowly. The framework of the Maloney
Bill is an effort to foster self-discipline within the law and the confines
of the national comstitution, to permit self-regulation subject to a tolerant
government supervision designed to help set the general course and not per-
mit private interests to overcome the public interest. It is an effort to
create a legal framework for cooperation between your government and your
business. It is not enough to say that we favor cooperation between busi- .
ness and fovernment. It is necessary to work out the mechanies and tools for
that cooperation. One way to cooperate is for business and government to sit
down together and try to devise intelligent laws and then for business asso-'
ciations to insist upon its members oteying those laws.

What are the chances of failure if the Maloney Bill becomes law? If the
associations do not compel their members to live up to the laws, to eschew
unethical practices if control of the assocliations falls into the hands of a
few, if they are used to monopolize the securities business, or to force poor
issues into the hands of the weak members for the profit of the strong mem-
bers, if the associations are run as merely private clubs or are used to-
satisfy grudges or in any way as instruments of oppression, failure will fol-
low and the experiment written off as a loss. If the Commission does not
exercise a wise and beneficent supervision, or bears down too much or too
little, failure will follow. But I have a belief founded somewhat perhaps on
wishful thinking that the 3ill if enacted will be a success. Enlightened
self interest points the way for the industry. The Investment Bankers Con-
ference, Inc., and I say this despite some differences.of opinion with them
as to certain details of the Bill, has shown a spirit which augurs well for
the future. I understand the Investment Bankers Association now supports
the Bill, Your own Assocliation has made an outstanding .success. With little
by way of precedent to guide you, you have achieved much in maintaining good
standards of conduct, good order in your own field and good treatment of the
public. I hope it continues. These are the jJrounds of my optimism. If we
all fail the alternative is for the Commission to ask Congress for more per-
vasive powers in the over—the-counter market. If we succeed, we not only
improve the condition ofr our own affairs and relleve government of greater
burdens but we promote the public interest.
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