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SEC AUTHORITY OVER THIRD MARKET TRADING

WEDNESDAY, MARCH 27, 1974

U.S. SENATE,
COMMITTEE ON BANKING, HOUSING AND URBAN AFFAIRS,

SUBCOMMITTEE ON SECURinES,
Washington, D .0 .

The subcommittee met at 1:30 p.m. in room 5302 of the Dirksen
Senate Office Building, Senator Harrison A. Williams, chairman of
the subcommittee, presiding.

Present: Senators Williams, Biden, and Bennett.
Senator WILLIAMS. This hearing will come to order.
We begin hearings today on S. 3126 which would grant the SEC

authority under carefully defined circumstances to confine trading in
listed securities to registered stock exchanges. In its simplest terms, S.
3126 is intended to insure that the mechanisms of the existing auction
markets are preserved and protected until such time as we have an
alternative to them, namely a national market system.
We are all aware of how rapidly conditions and behavior are chang-

ing in the securities industry. The most significant change of all will
come in April 1975 when fixed commission rates are finally eliminated.
The big question at that point will be the impact on the fairness and
orderliness of the auction markets.
This subcommittee in its Securities Industry Study report, the SEC

in various statements, and the Department of the Treasury in its recent
capital markets statement, have concluded that the elimination of fixed
commission rates will be beneficial. There may be a shake-out period,
but most of us believe that the securities industry will emerge stronger
and the public better served.
A number of responsible persons, however, do not share our

optimistic expectations. The New York Stock Exchange, in particu-
lar, argues that the elimination of fixed rates will remove the primary
incentive for firms to belong to stock exchanges. With that incen-
tive gone so the argument runs, firms will leave the exchanges execute
their orders in the third market or in their back offices, and thereby
erode the strength of the auction market and the protections it pro-
vides public investors.
I do not share the New York Stock Exchange's fears, but I think we

can all agree that no one can predict with absolute certainty what will
happen once fixed rates are abolished. The New York Stock Exchange
may be right, and that is the point of S. 3126. Focusing on the period
between the end of price-fixing and the establishment of a national
market system, the bill would direct the SEC, if it finds that trading
away from stock exchanges—that is in the third market—is causing

(1)
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serious harm to the fairness or orderliness of the auction markets, to
require broker-dealers to confine their trading in listed securities to the
exchanges.

There is, of course, a very important caveat to the bill's mandate. The
values and protections of the auction markets, as important as they
are, do not by themselves outweigh the benefits from competition.
Accordingly, S. 3126 states that before the SEC can take any action
to restrict third-market trading, it must ascertain that restrictive stock
exchange rules have been amended so that firms now operating in the
third market would be able to do business on the exchanges with no
anticompetitive impact. In other words, under no circumstances would
the bill put firms now operating in the third market out of business.
Rather, it would require if the NYSE's fears are realized, that third
market firms be integrated into the auction markets in such a manner
that they would be at no competitive disadvantage.
During the transition period until the establishment of a national

market system, the SEC will be called upon to do a good deal of deli-
cate balancing. Competition must be fostered, but at the same time,
existing institutions must continue to function until there are available
alternatives. The automation capacities of the securities industry must
be improved, but this cannot be done at a cost which would drive a great
many firms out of that industry. And trading should be centralized
to assure customers best execution, but the health of regional financial
centers must also be maintained. I could go on with examples, but I
think the kind of regulatory balancing I have in mind is obvious.

Balancing diverse objectives is a difficult job, and I think by and
large the SEC has done it well. But, in at least one area, I am afraid
matters have gone askew. I have in mind the problem of equal regula-
tion as it relates to dealer activities in the third market, on the one
hand, and on the stock exchanges, on the other.
We have been told for a long time that equal regulation should be

delayed in the interest of preserving and fostering the competition
the third market provides to the specialists on the New York Stock
Exchange. I believe in that competition, and I believe that on balance
it has been beneficial to the markets and investors. But there comes a,
point after which we must turn our attention from the fact of com-
petition to its fairness.
• Let me give some obvious examples.
In contrast to the exchange markets, there is no public reporting of

transactions in the third market, nor are all third market quotations
available for public scrutiny. Third market dealers are not subject to
antimanipulative rules of anywhere near the stringency of those under
which the specialists operate. Third market dealers have no obligation
to honor public limit orders and indeed are not even obligated to ex-
ecute their own customers' orders ahead of orders for their own ac-
counts. Whereas specialists must trade so as to enhance the continuity
and depth of markets, third market dealers have no such obligations—
indeed they are not even required to trade in a manner consistent with
the maintenance of an orderly market. Third market dealers can enter
or leave the market at will. And short selling, which is so carefully
circumscribed on the primary exchanges, is subject to no restrictions
in the third market.
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The competition that is provided by the third market is valuable and
should be preserved. S. 3126 would do this. However, competitors
should play according to similar rules. In my view, the balance be-
tween competition and investor protection with respect to the thirdmarket is out of whack. The time has come for the third market to be
regulated a little more equally. I intend to discuss this point further
this afternoon with Chairman Garrett of the SEC when he testifies.
We have a full 2 days of hearings on this important legislation. I

hope that we will have a full and profitable exchange of views.
Our first witness today, was scheduled to be the Senator from Michi-

gan
' 
Mr. Hart. However, he has written me that it will be impossible

for him to testify either today or tomorrow. Although Senator Hart
will not testify, I will quote from his letter to evidence his interest in
this matter. "Your letter inviting my comments on S. 3126 is very much
appreciated. To facilitate focusing on the substantial antitrust policy
questions raised, on Tuesday I introduced an amendment designed to
provide competitive standards and safeguards. I trust that next week's
hearings on S. 3126 will evoke comment by SEC, the Antitrust Divi-
sions, and others on this approach. Regretfully, I will not be able to
appear at the hearing on the 27th or the 28th. I will, however, be hap-
py to file a statement on the competitive implications of S. 3126.
Again, my thanks for your thoughtfulness in inviting me and my

best regards."
I am somewhat disappointed that he has created a focus on another

approach. I noticed in the New York Times today an editorial which
indicates Senator Hart's opposition to the bill before us here.

• If my colleagues have no other statements in response ?
[No response.]
We will insert copies of S. 3126 and Senator Hart's statement and

amendment in the record, then, let us turn to a man who has done a,
remarkable job as Chairman of the Securities and Exchange Com-
mission.
[The information follows:]
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03o CONGRESS
2o SESSION S. 3126

IN THE SENATE OF THE UNITED STATES

MARcit 7, 1974

Mr. WILLIAMS ( for himself, Mr. BROCK, and Mr. CRANSTON) introduced the fol-

lowing bill ; which was read twice and referred to the Committee on Bank-

ing, Housing and Urban Affairs

A ILL
To amend the Securities and Exchange Act of 1934 to authorize

the Securities and Exchange Commission to prohibit brokers

or dealers from trading listed securities otherwise than on

national securities exchanges in the event the Commission

determines that such trading is contrary to the public interest

and the protection of investors.

1 Be it enacted by the Senate and House of Representa-

2 tives of the United States of America in Congress assembled,

3 That section 15 of the Securities Exchange Act of 1934

4 ( 15 U.S.C. 78o) is amended by adding at the end thereof

5 the following new subsection:

6 " (e) (1) The Commission shall by rule prohibit brokers

7 and dealers from effecting transactions in securities registered

8 pursuant to section 12 (b) of this title otherwise than on a

II
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1 national securities exchange, if it finds, after notice and

2 opportunity for hearing, that (A) no rule of any national

3 securities exchange unreasonably impairs the ability of any

4 dealer to solicit or effect transactions in such securities for

5 his own account or unreasonably restricts competition among

6 dealers in such securities or between dealers which are spe-

7 cialists in such securities and dealers which are not specialists

8 in such securities and (B) as a result of transactions in such

9 securities otherwise than on a national securities exchange

10 the fairness or orderliness of the markets for such securities

11 on such exchanges or the ability of such exchanges to carry

12 out their responsibilities under this title, has been or is

13 likely to be affected in a manner contrary to the public

14 interest and the protection of investors. The Commission

15 may conditionally or unconditionally exempt any security or

16 transaction or any class of securities or transactions from any

17 such prohibition if the Commission deems such exemption.

18 consistent with the public interest and the protection of

19 investors.

20 "(2) For the purposes of subsection (1) the ability of

21 any dealer to effect transactions in securities for his own.

22 account shall not be deemed to be unreasonably impaired by

23 any rule of an exchange fairly and reasonably prescribing

24 the sequence in which orders brought to the exchange must
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be executed or which has been adopted in accordance with

2 rules promulgated by the Commission under this title.

3 " (3) Any rule promulgated pursuant to subsection (1)

4 shall not become effective until the rules of national securi-

5 ties exchanges fixing rates of commission have been elimi-

6 nated and shall not remain in effect after the Commission

7 has determined that a national market system for securities

8 has been established or April 30, 1978, whichever is earlier:

9 Provided, however, That the Commission may extend the ef-

10 fectiveness of such a rule if it finds that such extension is

11 necessary or appropriate in the public interest or for the

12 protection of investors and reports its reasons for so finding

13 to the Congress not less than ninety days before any such

14 extension begins."

STATEMENT OF PHILIP A. HART, U.S. SENATOR FROM THE STATE OF MICHIGAN

• Mr. Chairman: Allow me to express my appreciation for your invitation to
participate in these hearings on S. 3126. Although I am no expert on the securities
industry, the bill has antitrust implications which concern me. I believe it fair
to say that S. 3126 presents the question of whether the future structure of our
securities markets will be one of competing markets—exchanges and other-
wise—tied together via a national securities market system, or whether it will
be essentially the New York Stock Exchange.
On March 5, the Committee on Banking, Housing, and Urban Affairs reported

S. 2519—the National Securities Market System Act of 1974—which is awaiting
floor action. S. 2519 represents the culmination of several years' arduous labor
by the Securities Subcommittee and its staff, and ably implements the recom-
mendations and conclusions of the Subcommittee's lengthy hearings and report
on the securities industry. S. 2519 would result in the elimination of fixed com-
mission rates and of the anticompetitive practices and rules of the New York
Stock Exchange; a national securities market system composed of competing
markets—exchanges and otherwise—would be created; and the Securities and
Exchange Commission would be required to afford significant weight to com-
petitive values in carrying out its responsibilities under the Securities and Ex-
change Act of 1934. Reconciliation of conflicts between the antitrust laws and
the securities laws is left to the courts under the test enunciated in Silver v.
NY SE and ThiZZ v. NYSE.
In short, the Subcommittee came down squarely on the side of competition in

the securities industry as best serving the public interest. S. 2519 has my full
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support. Unfortunately, S. 3126 runs counter to S. 2519 and the thrust of the Sub-
committee's report, and would eliminate the competitive benefits likely to result
from enactment of S. 2519.

S. 3126 had as its genesis a proposal made by the New York Stock Exchange--
and rejected by the Subcommittee—during consideration of S. 2519. That pro-
posal would have required that all trading of listed securities occur only on regis-
tered national securities exchanges. A substantially equivalent proposal was
against put forth as an amendment to S. 2519 during mark-up by the Committee
on Banking, Housing, and Urban Affairs. The Committee took no action on the
amendment which is now before the Subcommittee as S. 3126.
Although different in form and somewhat more modest than the original New

York Stock Exchange proposal, S. 3126 nonetheless would achieve the same result:
the elimination of the third market as a competitor of the New York Stock Ex-
change under defined circumstances.
The premise underlying the proposal is the same today as when it was rejected

by the Subcommittee in reporting S. 2519. Indeed, the argument is not novel at all,
but has been used for many years by the NYSE in justification of its price-fixing
and cartel-like operation.
NYSE Chairman James J. Needham testified respecting S. 2519 "that the prin-

cipal incentive to exchange membership has been the fixed commission rate struc-
ture," and that "the elimination of fixed commission rates—would probably make
[NYSE member firms] abandon their exchange membership." He concluded that
"the auction markets as we know them would rapidly disappear," and that this
would be detrimental to the public interese
More recently, Chairman Needham has been more pointed:
"A number of the major firms have said publicly they will have to consider

quitting the Exchange when competitive commission rates become effective—
unless appropriate offsetting measures are adopted.
"They include:

"Merrill Lynch, Pierce, Fenner & Smith
"Goldman, Sachs & Co.
"Paine, Webber, Jackson & Curtis, Inc.
"Bache & Co., Inc." 2

Apart from understandable predictions by NYSE officials of dire conse-
quences resulting from a competitive market structure. I am aware of neither
evidence nor legislative or governmental agency support for such speculative
assertions. If the NYSE is more efficient than the third market because of the
auction process—as it claims to be—the advent of fully competitive rates should
result in more rather than less business flowing to the NYSE.3 As the past Presi-
dent of the NYSE, Robert Haack, said: "I think that with fully negotiated rates
business will be done on the basis of depth, liquidity, and continuity of the
marketplace." 4
In this particular instance, we are fortunate that much evidence exists to

support the conclusion that the NYSE predictions of doom are less than objec-
tive. This is not unusual. In regulated industry after regulated industry, the
argument has been made that competition is unsuitable for reasons peculiar
to that industry. The arguments—invariably accompanied by predictions of
doom-.-were utilized either in opposition to pro-competitive legislative proposals,
in favor of legislative proposals limiting competition, or as a defense to an anti-
trust suit. While I cannot say that each prediction has been wrong, I am still
awaiting the forecasted doom to occur.
In its February, 1973 Securities Industry Study Report, the Securities Sub-

committee made the following observations with respect to the Exchange's
argument and proposal:
"Over the past few years, competing markets have developed for NYSE-listed

issues, to the point where about 17 percent of the trading in those issues, and
about 30 percent of trading in the most active issues, takes place on regional
exchanges or in the ̀ third market.' This development has been viewed by some

I See Statement of New York Stock Exchange Chairman James J. Needham in Hearings
on S. 2519 before Senate Subcommittee on Securities. Committee on Banking, Housing,
and Urban Affairs, 93rd Cong., 1st Sess. (November 13. 1973), p. 436 et seq.
2 "Before It Is Too Late", a presentation by James J. Needham, Chairman, New York

Stock Exchange, before The Business Council, Washington, D.C. (February 14, 1974),
p. 23.

3 See "Public Policy for American Capital Markets," Department of the Treasury (Feb.
ruarv 7. 1974), n. 9.
4 "Study of the Securities Industry." Hearings before the House Subcommittee on Com-

merce and Finance. Committee on Interstate and Foreign Commerce, 92nd Cong., 2nd
Seas. (March 15, 1972), p. 3728.
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tts a process of 'fragmentation' which is harmful to the interests of public in-

vestors. At the same time, recognition must be given to the public benefits that

have resulted, including the traditional benefits of competition—lower charges

and better performance.
"The SEC has called for the development of a central market system with

open access by all qualified brokers and market makers. The NYSE, on the other

hand, has been urging development of a central exchange system from which all

market makers other than stock exchange specialists would be excluded. The

Subcommittee supports the SEC approach. It believes that public investors are

entitled to the benefits of the present combination of markets, freed of the

restrictions which distort the allocation of orders and deprive them of best

execution of their transactions." (Page 10)

"With regard to the selection of the market or markets in which a particular

security will be traded, the Subcommittee believes that investors are entitled to

more than half a market; they are entitled to the best combination of the features

of the exchange and over-the-counter markets that the trading characteristics

of the particular stock can support. Corporate management has no legitimate

interest in restricting the trading opportunities of investors who have acquired a

company's share. Therefore the Subcommittee does not believe that trading in

'listed; securities should be limited to the existing exchange markets." (Page 13)

"d. Consequences of Use of Other Markets.
"Many members of the NYSE, quite naturally, disapprove of this development.

,The Chairman of the NYSE, in a recent speech, said that this 'fragmentation' was

the major problem facing our industry today' and 'is the root of all current ills.'

While the NYSE has not renewed its 1940 attempt to prevent its members from

trading NYSE-listed stocks on any other exchange, it has led the fight to bar

institutions from membership on regional exchanges, and has not asked for

Congressional legislation to put the third market out of existence.
"It is not hard to find the source of this concern. The migration of orders to

other markets has meant a substantial loss of income to NYSE members—per-

haps on the order of half a billion dollars a year. In considering the development

of a "central market system," however, the goal of the Congress is not to protect

the income of the members of the NYSE, but to protect the interests of public

investors. In that connection, it is necessary to analyze the detriments—and the

benefits—that have come to public investors as a result of the diversion of trans-

actions from the NYSE to other markets.
"The principal harms which are alleged to have been inflicted on public in-

'estors are (1) that transactions in listed stocks can be effected without public

disclosure, and without exposure to public orders, and (2) that dealers in other

markets can operate free of salutary restrictions imposed on NYSE specialists.

'The Subcommittee believes that these are important considerations, and its rec-

ommendations set forth below in this chapter are designed to deal with them. At

the same time, recognition must be given to the benefits to the public that have

flowed from the development of these competing markets. Chief among these are

the traditional benefits of the competition—lower charges and better performance.

It is clear that the existence of competing markets was a major factor in ob-

taining NY SE acceptance of the concept of competitive commission rates—in-

deed, it is quite possible that in the absence of competitive markets, it would have

required litigation under the antitrust laws to commence the movement to com-

petitive rates. There is also evidence that where competing market-makers are

operating in NYSE-listed stocks, the spread between bid and asked prices has

been lessened, with consequent benefits to public buyers and sellers.

"For this reason, the Subcommittee approaches the question of a 'central

market system' not from the point of view of returning all trading in NYS
E-

listed stocks to the NY SE and subjecting all participants in that trading to NY
 SE

rules and procedures, but from the point of view of preserving the competi
ng

markets that have developed, breaking down barriers to communication and 
com-

petition betwen them, and imposing those rules—and only those rules—which

are necessary to protect public investors. The objective of a 'central market sys-

tem' is to provide a better market, with greater liquidity and depth, to meet t
he

present and future needs of the public—those who invest directly and thos
e who

invest through the medium of institutions. [Footnotes omitted]." (Pages 93-94.)'

6 The "principal harms" relating to public disclosure and unequal regulation h
ave been

remedied in S. 2519.
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In December 1973, the Securities and Exchange Commission rejected proposalsto eliminate the third market, as follows:
"The third market in the past has been an important source of competition inthe securities markets. If it remains viable in the future, even without a fixedcommission rate to undercut, that will serve as evidence that it provides serviceswhich, at least occasionally, specialists cannot, or will not, provide. It has beenargued that the third market has achieved its success through unequal regula-tion—principally because it is not obliged to report its trades on a tape andto clean up limit orders. In this regard, it is interesting to observe that no thirdmarket firm has objected to the Commission's proposal that these obligations beimposed on all participants in the central market system. In any case, we believeit would be imprudent to eliminate an established market unless a clear andconvincing need were shown and less drastic alternatives simply were not avail-able. We believe there will be ample opportunity following the introduction of

competitive rates to observe their impact and to devise solutions to whatever newproblems might result." [Hearings . on S. 2519, pages 191-192.]
In defending an antitrust suit brought by Thill Securities Corporation, the

NYSE sought to defend fixed rates by making essentially the same arguments
made in support of S. 3126. Extracts from February, 1973 stipulated sworn testi-
mony of industry leaders include the following statements:
Andrew Sage, President of Lehman Brothers, Incorporated—
"Lehman Brothers would not quit the NYSE due to the phasing out of fixed

minimum commission rates; nor would it decrease the quality or quantity of its
research and advisory services."
James W. Davant, Chairman of the Board of Directors at Paine, Webber, Jack-

son & Curtis—
"I do not foresee that Paine Webber would either dispose of its NYSE member-

ships or decrease its research services under a system of competitive rates."
Gustave L. Levy, senior partner, Goldman, Sachs & Co., and formerly Chairman

of the Board of Governors of the NYSE—
"In August, 1968, in my capacity as Chairman of the NYSE Board of Governors,

I testified in favor of fixed minimum commission rates before the Securities and
Exchange Commission in its Investigatory Proceedings No. 4-144. At that time
I expressed the view that if NYSE commission rates were to become fully nego-
tiable, my firm would seriously consider leaving the Exchange and many other
firms would actually leave in response to the abolition of fixed commissions on the
NYSE. I contended at that time that, as these firms left the NYSE and executed
their trades off-board, (i) the depth and liquidity of the auction market would be
impaired, (ii) the NYSE's specialist system would be crippled, and (liI) the
effectiveness of NYSE self regulation would be undermined, all to the detriment
of the public interest.
"Upon further reflection since that time, and as a result of our experience with

negotiated commissions on large trades, I have changed my vieWs regarding the
wisdom and desirability of moving to negotiated commission rates. I came to the
view that it would not necessarily follow that the competitive determination of
commission rates on transactions of all sizes would have the adverse effects I had
allnded to in my 1968 testimony. I have rejected the view, and do not now believe,
that the advent of fully negotiated commission rates would be Likely to cause my
firm to leave the NYSE. . . .
"I had become convinced as a result of our experience over the last few years

that fixed minimum commission rates which were fair to all parties were an
impossibility, and that the fixed minimum commission rate system was itself re-
sponsible for the increasing and undesirable fragmentation of securities markets."
Donald T. Regan, Chairman of the Board, Merrill Lynch, Pierce, Fenner &

Smith Incorporated—
"Fixed commissions are one of the causes of trades leaving the NYSE and going

to the third market. . . . Continuing fixed rats will make it more difficult for
member firms to compete with third market makers."
Before the present emphasis on abolishing the third market. Chairman Need-

ham himself testified at House hearings on the elimination of fixed rates:
"I would like to point out to you something else. With the elimination of mini-

mum fixed commissions as the bill proposes, I think the real incentive of going to
the third market disappears." 6

6 Hearings on H.R. 5050. House Subcommittee on Commerce and Finance, Commtteeon Interstate and Foreign Commerce, 93rd Cong., 2nd Sess. (July 19, 1973), p. 997.
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• Finally, on this point, Mr. Chairman, William R. Salomon, Managing
 Partner

of Salomon Brothers, a NYSE member firm recognized as the l
argest market

maker, in responding to my inquiry wrote on March 21, 1974 tha
t Salomon

Brothers has "no plans to resign our exchange membership after
 the advent of

fully negotiated rates," and expressed "disbelief that there would
 be a mass

exodus of other exchange members." He concluded:

"We have previously expressed the view that the competition prov
ided to firms

such as ours by third market dealers has created both an opportu
nity for some-

times better executions by our institutional customers and continuin
g pressures

for constructive change in the securities markets. We have also stat
ed that the

absence of competitive barriers to dealing, as presently found in the th
ird market,

is a necessary characteristic , of the central market system. Along 
with freely

competitive dealing, the implementation of a composite tape, composite 
quotation

system and comprehensive auction mechanism, as recommended by t
he Commis-

sion, would eliminate all important current differences between exchange 
trad-

ing and third market trading. In our view, this is the way to integrate t
he third

market into the central market system and would be preferable to outlawin
g it."

See letter attached as Appendix A.
I recognize that S. 3126 is intended by its sponsor as a "fail-safe" mechanism

 to

be used only in the unlikely event that the advent of fully competitive rates cr
e-

ates chaotic market conditions. But the bill does not focus on ways to assur
e the

maintenance of fair and orderly markets; it seeks to impose a narrow, care
fully

tailored solution—elimination of the third market—to a hypothetical proble
m,

;i.e., member firms leaving the NYSE, whether or not such a drastic solution is

necessary to resolve a problem most people do not believe exists. Weeden and

Co.'s volume in a number of stocks is close to 30 percent of NYSE volume in th
e

same stocks, 30.3 percent of its volume is with Exchange members, and 80 per-

cent of its transactions are in less than 500 share lots. Under the bill's language,

a perfectly legitimate argument could be made that third market trading pres-

ently is or is likely to result in unfair and disorderly markets on exchanges.

SEC itself has opposed the bill's inflexible approach, and has taken the posi-

tion that it has the necessary authority within the framework of S. 2519 to de
al

with any disruption of fair and orderly markets upon commencement of 
fully

competitive rates. Only if the Subcommittee disagrees with SEC's interpretation

of S. 2519 does SEC support legislation dealing specifically with this pro
blem,

and then only if amended in several important respects.'

Enactment of S. 3126 also would be an invitation to request the hearing pro-

vided for in the bill. Valuable SEC resources would thus be diverted from the dif-

ficult job of overseeing and nudging along the implementation of the national

securities market system, which has already been unnecessarily delayed. As long

as hope exists that the third market may be eliminated, substantial progress

is bound to be further delayed. Once such a hearing commences—and before SEC

renders its decision—the pressure to delay implementation of fully competitive

rates will be considerable and appealing. Why risk market disruptions while

SEC is studying the problem?
The parentage and rationale underlying S. 3126 compel that solid evidence of

need be presented before such an unprecedented delegation of authority to

abolish an entire class of competitors is delegated to an administrative agency.

SEC's track record on competitive matters has been less than exemplary. Hear-

ings on eliminating fixed commission rates commenced In 1968, and with the

latest extension, fully competitive rates are not expected to be implemented

until mid-1975. SEC staff recommended in 1965 that NYSE Rule 394 be amended

'because it was anticompetitive and discriminated against the third market. SEC

did not release the study until 1971. The subsequent NYSE amendment is equally

restrictive, and SEC is still studying the matter. Other examples include SEC

ride 19(b) (2). the listing of securities on NASDAQ, and the recent SEC decision

on the consolidated tape plan. As the House report on its Securities. Industry

Study concluded:
""The Subcommittee's hearings show concretely that the Exchange's failings

were one of the major causes of the operational and financial breakdowns which

cOnstituted the 1967-70 crisis in the securities business. Nor is the Commission

without responsibility for the 1967-70 debacle: instead of regulating or super-

7 March 1, 1974 letter of SEC Chairman Rev Garrett, Jr., to Senator Harrison A. Wil-

litms : February 22, 1974 letter of Harvey Pitt, Executive Assistant to SEC Chairman,

to Stephen Paradise, counsel to Senator Harrison A. Williams.
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vising the self-regulators, the Commission has usually negotiated with themas if they were coordinate bodies." "Securities Industry Study," Report of theHouse Subcommittee on Commerce and Finance, Committee on Interstate andForeign Commerce, 92nd Cong., 2nd ,Sess. (1972), pp. viii-ix.
Should the Subcommittee find appropriate evidence supporting the need fora "fail-safe" mechanism, I hope it will consider the amendment to S. 3126 Iintroduced (marked copy attached), and which is outlined below. It is designedsimply to provide competitive safeguards and standards while according SECfail-safe authority.
The preamble "consistent with the other provisions of this title, and if neces-sary to preserve fair and orderly markets" would assure that SEC action di-rected at the third market is consistent with the policies of S. 2519 and theSecurities and Exchange Act of 1934, and that such action is taken only ifnecessary to maintain fair and orderly markets—not merely to protect the NYSEfrom competition. For the same reason, the words "on such exchanges . . ." onlines 11 and 12 have been deleted as recommended by SEC. Clearly, if fair andorderly markets are maintained by the third market, then there is no reasonfor action to be taken by SEC.
Changing "shall" to "may" on line 6 also has been proposed by Senator JohnTower and by SEC, and would assure SEC sufficient flexibility to deal withthe problem short of eliminating the third market if alternative solutions exist.The addition of the "least anticompetitive" alternative language on line 14 isdesigned to make explicit SEC's implicit obligation to remedy the problem inthe least anticompetitive manner. Similarly, the requirement in paragraph 4

that the Attorney General concur that the least anticompetitive approach hasbeen taken assures adequate consideration of important competitive principles.The words "or practice" on line 2 has been added to assure that Exchange
practices as well as rules are not anticompetitive. In substance, this accordswith a similar SEC recommendation. Finally, paragraph 5 has been added tomake clear that the state of the law respecting immunity from the antitrust lawsis not being changed.
The language "is likely to be" on line 13 has been deleted as suggested by Sena-

tor Tower and replaced with "in substantial probability of being." Without thischange, the third market could be eliminated on purely speculative assertions—
such as presently being made—without the need for. solid evidence. For the
same reason, because the bill is concerned with harm occurring upon commence-
ment of fully corapetitive rates, and to assure that fully competitive rates are
not delayed during the pendency of the proceeding authorized by S. 3126, the
commencement of such proceeding is conditioned upon the advent of fully
competitive rates.
The addition on line 2 of the words "on the record" is designed to assure that

interested persons have an adequate opportunity to present evidence on this
important issue, and that those persons are accorded the full protection of the
Administrathe Procedure Act This also will serve to avoid subsequent con-
troversy over the scope of the required proceeding as recently took place respect-
ing SEC's Rule 19 (b ) (2) proceeding.

"Priority for orders of public customers" has been substituted on lines 2 and
24 to make clear the concern for priority of public orders only. Under the
broader language of the bill, specialist orders could receive priority over dealer
orders.

Finally, lines 9-14 have been deleted because under the stated rationale of the
bill, it would no longer be needed upon the establishment of the national market
system.
This in short reflects my antitrust concerns. They relate to the heart of the

bill. And, for these reasons, I recommend that the Subcommittee not report
S. 3126. In my opinion, it would do more harm than good.

APPENDIX A
SALOMON BROS.,

New York, N.Y., March 21, 1974.
Hon. PHILIP A. HART,
U.S. Senate,
Washington, D.0 .
DRAB SENATOR HART: This is• in response to your letter of March 15 request-

ing our comments on S. 3126, which would empower the Securities and Exchange
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Commission to prohibit over-the-counter trading in listed securities under certain

circumstances.
We have previously expressed the view that the competition provided to

firms such as ours by third market dealers has created both an opportunity

for sometimes better executions by our institutional customers and continuing

pressures for constructive change in the securities markets. We have also stated

that the absence of competitive barriers to dealing, as presently found in the

third market, is a necessary characteristic of the central market system. Along

with freely competitive dealing, the implementation of a composite tape, com-

posite quotation system and comprehensive auction mechanism, as recom-

mended by the Commission, would eliminate all important current differences

between exchange trading and third market trading. In our view, this is the

way to integrate the third market into the central market systems, and world

be preferable to outlawing it. Finally, we have stated that we have no plans to

resign our exchange membership after the advent of fully negotiated rates and

have expressed disbelief that there would be a mass exodus of other exchange

members. We still hold all of these views.
Although we doubt the need for the authority proposed to be granted to the

Commission by S. 3126, it is difficult to quarrel with creating a "fail-safe" me-

chanism for the period between the advent of fully negotiated rates and the full
implementation of the central market system by giving the Commission that

power so that it could deal with any unanticipated emergency. We do, however,
have certain suggestions for improving the bill to carry out its stated purposes:
(1) The bill would require the Commission to outlaw the third market if it

makes the required findings. The Commission should be mandated to take such

action if there is no other means within its power to deal with the problem. We
suggest, however, that the Commission be expressly required to make such a
finding as a condition to exercising its power under the bill.
(2) Even if there were mass resignations of exchange members, the exchanges

would not cease to exist overnight. Any harm that had already occurred could
still quickly be reversed by the Commission's action under the bill. Accordingly,
this drastic action should not be allowed merely on the likelihood that reversible
harm would occur. We suggest that the Commission be required to find at least
that the specified adverse effects on the public interest had already begun to
occur.
(3) The Securities Exchange Act is designed to foster self-regulation but not

to prefer one self-regulatory organization over another. We suggest that the legis-
lative history of the bill should state that the Commission may not make the
alternate finding about "the ability of such exchanges to carry out their respon-
sibilities under this title" merely because a particular exchange is losing members
if they remain members of other exchanges and/or the National Association of
Securities Dealers, Inc.
(4) We suggest that the legislative history of the bill should clearly indicate

that the Commission may not make the finding about the absence of restriction
on competitive dealing on exchanges (which should be stated in terms of neces-
sity rather than reasonableness) unless exchange dealers are allowed to solicit
and effect transactions directly with institutional investors, publish quotations
even though they are not specialists and select the securities in which they effect
dealer transactions. In other words, the only necessary change in the present
trading operations of the new members should be the requirement that their
transactions be brought to the floor for execution, thus being subject to the current
rules of auction and reported on the ticker tape. Of course, the same opportu-
nities should also be afforded to all present exchange members.
(5) Outlawry of the third market is likely to reduce the incentives for ex-

changes to push forward with the implementation of the central market system.
Since action under the bill would be sought by the exchanges, we suggest that the
Commission be required to find that they have proceeded in good faith and with
sufficient speed to assist in the implementation of the system. The Commission
should also have the power to vacate its action upon application of any interested
person if this required finding, or any other under the bill, is no longer justified
by the then circumstances.
(6) The factual basis for Commission action under the bill is likely to be

hotly contested. In addition, any Commission action would be directed at a small,
identifiable group of broker-dealers. We suggest that the Commission's action
should be by order and only after an opportunity for hearings on the record.
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(7) The bill would validate rules prescribing the sequence of execution not
only as between members and the public but also as among members. We suggest
that the statutory language itself or the legislative history provide specifically
that such rules may not give priority to the orders of specialists over the orders
of other dealers unless the Commission finds that the maintenance of the special-
ist system is necessary to preserve fair and orderly markets, and the extent of
priority granted is necessary to preserve the specialist system.
If we can be of any further assistance to you in this matter, please let me know.

Sincerely,
WILLIAM R. SALOMON,

Managing Partner.

GOLDMAN, SACHS & CO.
New York, N.Y., April 4, 1974.Hon. PHILIP A. HART,

U.S. Senate, Committee on the Judiciary, Subcommittee on Antitrust and Mo-
nopoly, Washington, D.C.

MY DEAR SENATOR HART: The purpose of this letter is to reply to the questions
posed to me in your letter of March 29, 1974. In addition, I am enclosing a speech
I made to the Institutional Investors Conference on March 18, which I believe
will serve to amplify my answers.

Firstly, your characterization of my testimony in the Thin case was accurate.
Secondly, Goldman, Sachs was a signatory of the "Lewis Ad Hoc Committee"
letter of February, 1974.

Thirdly, Goldman, Sachs was never asked by anyone connected with the New
York Stock Exchange whether it would leave the Exchange upon the advent of
fully competitive commission rates, nor was Goldman, Sachs ever asked to
express the opinion that it would leave the Exchange upon the advent of fully
competitive commission rates.

Finally, as you will note in my enclosed speech, I have always contended that
all securities transactions must be executed in a central market system such as
that proposed by the SEC Advisory Committee on a Central Market System. The
necessity that transactions in listed securities be confined to the national ex-
changes was an integral part of my position as a member of the Board of Gover-
nors of the New York Stock Exchange when we agreed to fully negotiated rates
at our meeting in San Francisco last year. My belief at the time of the Thin case
as well as today has been that fully negotiated rates will work to benefit the
auction market provided that listed securities transactions be handled as de-
scribed above. It is the preservation of the auction market which will provide
the incentive to remain an Exchange member. Fully negotiated rates will not
destroy that incentive if the regulation of the securities markets provides that
all transactions in listed securities take place on the national exchanges.
I think it is important to point out to you as stated in my enclosed speech on

page 6:
"My big worry is what may, and I underline may, happen when fully nego-

tiated rates come into being. I worry that firms now members of national securi-
ties exchanges, the New York Stock Exchange particularly, may exit from the
exchanges in droves. I ask myself, if one can obtain access to the New York Stock
Exchange by hiring a floor broker or brokers for anything from, say $25,000 to
$50,000 a year, why remain a member when one can use the exchange facilities
when necessary at very little cost; otherwise, do one's business either as agent
or dealer in one's office—not subject to the auction process and not subject to
the rules and costs of exchange membership. What worries me is that a lot of
firms will withdraw and become dealers in the 200 or 300 so-called "big stocks,"
thereby weakening the whole structure, particularly the other thousand stocks
whose markets, even today, are not too robust, thus widening even more the so-
called two-tiered structure."
These and other factors will have to be considered by a large number of firms

including Goldman, Sachs with the advent of fully competitive commission rates.
Sincerely,

GUSTAVE L. LEVY.

31-930-74 2
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93n CONGRESS
21) SEsstox S. 3126

IN THE SENATE. OF THE UNITED STATES

MARCII 19, 197-f

Referred to the Committee on Banking, Housing and Urban Affairs and ordered
to be printed

AMENDMENT
Intended to be proposed by Mr. HART to S. 3126, a bill to

amend the Securities and Exchange Act of 1934 to authorize

the Securities and Exchange Commission to prohibit brokers

or dealers from trading listed securities otherwise than on

national securities exchanges in the event the Commission

determines that ,such trading is contrary to the public interest

and the protection of investors, viz:

1 On page 1, line 6, strike all after the enacting clause,

2 commencing with the words " (e) (1)", through and in-

3 eluding the word "begins.' " on page 3, line 14, and insert

4 the following:

5 " (e) (1) Consistent with the other provisions of this

6 title, and if necessary to preserve fair and orderly markets,

7 the Commission may by rule prohibit brokers and dealers

Amdt. No. 1029
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1 from effecting transactions in securities registered pursuant

2 to section 12 (b) of this title otherwise than on a national

3 securities exchange, if it finds, after notice and opportunity

4 for hearing, on the record, that (A) no rule or practice of

5 any national securities exchange unreasonably impairs the

6 ability- of any dealer to solicit or effect transactions in such

7 securities for his own account or unreasonably restricts corn-

8 petition among dealers in such securities or between dealers

9 which are specialists in such securities and dealers which are

10 not specialists in such securities •and (B) as a result of

n transactions in such securities otherwise than on a national

12 securities exchange the fairness or orderliness of the markets

13 for such securities has been or is in substantial probabilty

14 of being affected in a manner contrary to the public interest

15 and the protection of investors: Provided, however, That the

16 Commission shall adopt the least anticompetitive means of

17 preserving fair and orderly markets for such securities. The

18 Commission may conditionally or unconditionally exempt

19 any security or transaction or any class of securities or trim-

20 sactions from any such prohibition if the Commission deems

21 such exemption consistent with the public interest and the

22 protection of investors.

23 "(2) For the purposes of subsection (1) the ability of

24 any dealer to effect transactions in securities for his own

25 account shall not be deemed to be unreasonably impaired by
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1 any rule of an exchange (i) fairly and reasonably prescribing

2 priority for orders of public customers brought to the ex-

3 change, or (ii) which has been adopted in accordance with

4 rules relating to priority of orders for public customers

5 promulgated by the Commission under this title.

6 " (3) The proceeding authorized pursuant to subsection

7 (1) may not commence until the rules of national securities

8 exchanges fixing rates of commission have been eliminated;

9 •and any rule promulgated pursuant to subsection (1) shall

10 not remain in effect after the Commission has determined

11 that a national market system for securities has been estab-

12 fished, or April 30, 1978, whichever is earlier.

13 "(4) Any rule promulgated pursuant to subsection (1)

14 shall not become effective unless the Attorney General ad-

15

16

17

18

19

20

vises that such rule is the least anticompetitive means of

preserving fair and orderly markets for securities.

" (5) Nothing in this title shall preempt the applicability

of the antitrust laws to rules or practices of a self-regulatory

body or its members which have not been specifically man-

dated by the Commission."
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Senator WILLIAMS. Mr. Garrett.
Mr. GARRETT. Thank you, Mr. Chairman. I would like to acknowl-

edge the presence of the other members of the Commission, all of
whom, I am sure, you have met.
From my right to my left, are Commissioners Pollack, Loomis,

Evans, and Sommer. They are here not only because they are intensely
interested in the subject matter of S.3126, but also because they mightbe helpful in supplementing my answers to the subcommittee's ques-
tions, or in providing answers if I cannot.
For the same reason certain members of our staff are also here—

Lee A. Pickard, director, Robert C. Lewis associate director, and
Andrew M. Klein, assistant director, of our Division of Market Regu-
lation; and Harvey L. Pitt, my executive assistant—to provide any
technical information that you may desire.

STATEMENT OF RAY GARRETT, Jlt, CHAIRMAN, SECURITIES AND
EXCHANGE COMMISSION

Mr. GARRETT. Mr. Chairman, members of the subcommittee, at this
subcommittee's request, I am prepared to discuss the Commission's
views on several proposals for additional legislation, each designedto make explicit the Commission's authority, after making certain find-
ings, to require that all training in securities listed on national securi-
ties exchanges be confined to securities exchanges registered with the
Commission pursuant to section 6 of the Securities Exchange Act of
1934. At present, as the subcommittee is aware, listed securities also
may be, and many are, traded in the over-the-counter markets, com-
monly referred to as the third market.
.These legislative proposals are intended to respond to, and deal

with, the argument raised initially by the New York Stock Ex-
change--that, if the elimination of fixed commission rates, which
we have proposed occur on or before May 1, 1975, takes place prior
to the implementation of a central, or national, market system, the
Nation's auction trading markets could be seriously impaired, to
the detriment of the public interest and the interest of investors.
The Commission, at the request of various members of this subcom-

mittee and its staff, has set forth its basic position on the question
before you today, as .well as our suggestions concerning certain legis-
lative proposals in this area, in a number of letters. I am 'submitting
copies of that correspondence for the record, but I think it might
be helpful to explain briefly what our general position has been
and is on this difficult issue.
After a careful review of the arguments of the New York Stock

Exchange, we advised this subcommittee last December that we had
serious doubts that the sequence of events predicted by the. New
York Stock Exchange was likely to occur. We are still of that opinion.
However, we recognized then and we recognize now that it is not
possible to predict the future with certainty, particularly under con-
ditions that have never existed before. We indicated our belief, to
which we still adhere, that if the serious impairment of the markets,
which the New York Stock Exchange fears will result from the
elimination of fixed commission rates prior to the implementation
of the central market system, were to occur or appeared likely to
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occur, we could seek to prevent or remove such impairment by utiliz-
ing the full extent of the authority granted to us in S. 2519, as well
as any other 'authority we have under existing statutes.

Nevertheless since the question has been raised of our authority
to take remediai action, we have supported the efforts of the staff and
the members of this subcommittee prepare specific statutory language
on the subject. Inasmuch as several drafts of proposed language are
before the subcommittee, I would like first to discuss the issues as
they appear to us, and then relate our views on the issues to the
different approaches.
The first question is whether the Commission should have the au-

thority by administrative action to cause all transactions in listed
• securities to be effected on a national securities exchange in every
case or in specified cases, in whole or to a, limited extent. Although
the decision, whenever and by whomever made, will be a difficult
one—and it is therefore tempting to urge the Congress to assume
the burden—we think the complexity of the matter, the variety of
techniques that might be employed to produce the desired result,
and the exigencies of time and timing in the face of changing and
unpredictable circumstances, throw the balance, in our judgment,
toward putting the burden on the Commission.
The second question is what circumstances should justify or compel

the imposing of restrictions on trading in listed securities. Should it
be simply actual or prospective detriment to the public interest and
the interest of investors, or something more precise? Since the pro-
posed provision is directed to a spefiic possible problem, and a possible
remedy, it would be well for the legislation to specify the nature of
the problem with which it is concerned. In this respect, however, we
favor identifying the impairment that is feared as that of our securities
markets generally and not simply the effect upon any particular securi-
ties exchange or market. We realize that the largest existing market
in listed securities is and is likely to continue to be the New York
Stock Exchange. However, we think it more appropriate for the Con-
gress to state the subject of its concern to be our markets generally
and not limit its concern to that exchange.
The third question is the weight to be given to competitive factors

in fashioning the remedy, assuming that the relevant impairment
or threat of impairment has been found. In this regard, we have
favored stating in the statute that the remedy of restricting trading to
exchanges cannot be imposed unless exchange rules at the time do not
unreasonably impair the ability of nonmember firms to solicit or effect
transactions for their own account. On the other hand, we think it
would seriously hamper the Commission in fashioning an effective
remedy for the benefit of our securities markets if the remedy had to
meet the test of being the one among all possible remedies that would
produce the least anticompetitive effect. Still more would this be true,
if our decision under such a standard was subject to concurrence by
the Attorney General.
• A fourth nuestion is one of the appropriate time, at which the pro-
ceedinffs preliminary to a decision under this provision can or should
take place. We believe that the proceedings should neither be pre-
mature nor come too late. We have a reluctance. which I am sure the
members of the subcommittee share, to make such important economic
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decisions on estimates and forecasts of future effects. On the other
hand, we have no intention of urging that we be required to wait until
if this should occur, the worst fears of the New York Stock Exchange
have come to pass, before we could take effective action. It therefore
seems to us, if we are to have the responsibility to resolve this ques-
tion, we should also be given flexibility as to when we begin our inquiry
into the problem, and when we resolve the questions presented.
Now, turning to the various proposals that are before this sub-

committee, let me discuss first S. 3126 as submitted by the chairman
of the subcommittee, and Senators Brock and Cranston. That bill
would require the Commission to prohibit brokers and dealers from
effecting transactions in listed securities otherwise than on a national
securities exchange if the Commission makes specified finding with re-
spect to the effect of exchange rules on securities dealers and on com-
petition and with respect to impairment of the fairness and order-
liness of the exchange markets or the functioning of exchanges.
We have already submitted detailed suggestions to this subcom-

mittee and its staff for the revision of a legislative provision which
is virtually identical to S. 3126. In essence, our major difficulty with
S. 3126, as presently drafted, is that we do not believe the Commission
should be legislatively compelled so to restrict trading in listed securi-
ties, but rather, we believe that the elimination of nonexchange trad-
ing in such securities should be one of the options available to the
Commission, if we become convinced that action should be taken to
avoid or correct significant injury to the securities trading process.
The use of the word "shall" in S. 3126, in setting forth our authority
to act, could be construed as placing an affirmative burden upon the
Commission to act in the manner set forth, even though other alterna-
tives might be more appropriate. For that reason, we believe the word
"shall" should be changed to "may."

Similarly, the description in S. 3126 of the findings the Commission
must make before adopting appropriate rules is troublesome. We.be-
lieve that the viability of fair and orderly markets generally, not just
the existence of fair and orderly exchange markets, should be the
determinants upon which Commission action is predicted. In our
letter to Chairman Williams, which I have referred to earlier, we set
forth suggested language changes to accomplish this goal.
Another proposal before this subcommittee is one submitted by.

Senator Tower, originally intended as an amendment to S. 2519. Sena-
tor Tower's proposed amendment would make clear that the Commis-
sion's authority to act on this matter is granted in permissive, rather
than mandatory, terms, which, of course, we favor. Senator Tower's
proposal, however, would permit Commission action to deal with any
impending crisis only if it could first be demonstrated that the public
interest and the protection of investors were "substantially certain to
be" q,clversely 9 ffectpd in the absence of such ti on.
We believe that this proposal may be overly restrictive. Substantial

certainty with respect to future events is difficult to attain. We, there-
fore, prefer the "is likely to be" language in S. 3126.
The next proposal, numbered amendment 1029. is the one SeTiator

Hart introduced on the floor of the Senate on March 19. Senator Hart's
proposal has two features with which we must differ. In the first place,
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it would require the Commission to hold "on the record" hearings. The
effect of this as a matter of procedure and in the light of the require-
ments of the Administrative Procedure Act, would be to convert what
is a quasi-legislative policymaking determination into a trial-type
adjudication complete with cross-examination. We believe this pro-
cedure is inappropriate and unduly burdensome and productive of
delay.
Secondly, under Senator Hart's proposal, no Commission action

could be taken unless the Attorney General advises that it is the least
anticompetitive means of preventing fair and orderly markets for
securities. No standards and no time limits are provided for this de-
termination, nor is the Attorney General called upon to, in any way,
balance the interests of the public in having the best possible markets
against anticompetitive considerations. Given these two features of
Senator Hart's proposal, if it should become law, I seriously doubt
whether the Commission would be able to act at all, or, if we could act,
whether we could act in time to stave off any impending crisis. More-
over, we do not believe it is sound policy to give the Attorney General
complete discretion to veto the rulemaking of an independent regu-
latory agency simply because he believes it should have been formu-
lated differently. We, therefore, believe Senator Hart's proposal
should be rejected.
As I stated earlier, there is an additional problem with respect to

timing in all three of the proposals. S. 3126 and Senator Tower's pro-
posal provide that no rule could become effective until rules of ex-
changes fixing rates of commission have been eliminated. Senator
Hart's amendment would provide that the proceeding for determining
whether there should be a rule could not commence until that time. We
prefer the approach in S. 3126 and Senator Tower's proposal, pro-
vided that it is clear that we are not, and cannot be, compelled to re-
solve the matter in advance of the unfixing of commission rates.
Both S. 3126 and Senator Tower's proposal would preclude us from

extending the life of any rule we did adopt beyond May 1, 1978 un-
less we first gave the Congress 90 days notice of our intention to extend
the rule. Senator Hart's proposal would not provide for any exten-
sion beyond that date. We believe that Senator Hart's proposal would
unduly hamper our ability to deal with unforeseen developments
when they arise and to continue to deal with them so long as is neces-
sary in the public interest. We would also urge consideration of elimi-
nation of the 90-day notice provision as impeding emergency action,
in favor of extensions from year to year with concurrent notice of
each extension.

Finally, we understand that the Treasury Department proposes to
suggest a different approach which has much attraction. The Treasury
proposal would provide in essence, that if we find that the fairness or
orderliness of the market for listed securities has been adversely af-
fected by transactions on an exchange and in the third market, we
shall take such action as may be required to eliminate or mitigate
these consequences and would specify alternatives, including the pro-
hibition of third market trading in whole or in part. While this pro-
posal would identify the type of problem with which we would be
called upon to deal, which is the one which concerns the New York
•Stock Exchange, it would not mandate a specific approach, which we
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might find inappropriate, but would simply require us to take appro-
priate action and would specify possible approaches. We believe that
the Treasury approach would avoid the problems which we have dis-
cussed above, including the problem which concerns Senator Hart,
of calling for action which could be unnecessarily anticompetitive.
We, accordingly, support the Treasury's approach, subject, of course,
to its being embodied in statutory language.
That, Senator Williams, concludes my prepared statement. We are

here to answer any questions you may have.
Senator WILLIAMS. Thank you very much, Chairman Garrett.
First, I would like to deal with the situation as it is with respect to

the rules regulating third market activities, but before I do that, let
me make certain that I understand the last paragraph of your state-
ment. Correct me if I'm wrong, but am I right in understanding that
you are suggesting, as one of your options, the elimination of the third
market?
Mr. GARRErr. Yes, as a possible, statutorily-authorized but not

mandated, alternative.
'Senator WiLidAms. Where is the New York Times editorial? I

specifically want to make reference to it because it contains some lan-
guage that does not apply at all to the 'Commission as I know it today.
The article reads as follows:
Though the present Chairman of the SEC, Ray Garrett, Jr., has taken a bold

stand in promoting anti-competitive reform, this was not always true of his
predecessors and it may not survive his tenure.

Have you seen the editorial in today's Times?
Mr. GARR= Yes, I did. I thought it was an unfortunate and in-

appropriate attack on my predecessors.
Senator WILLIAMS. Well, prior to that, it comments on Senator

Hart's position as an opponent—I'll read the paragraph for the record.
The measure's opponents, including Senator Philip Hart of Michigan, argue

that this seemingly innocuous provision has the potential of becoming a Trojan
horse—one that could allow the major stock exchanges to halt the ongoing
reform process. It could open the way to years of litigation and filibuster before
a pliable Securities and Exchange Commission, while the established exchanges
reassert monopoly control over how securities are traded and by whom.

There is a gratuity in here too. They are hypothesizing the possibil-
ity of pliable Commission. But, reference to the elimination of the
third market in your statement did rather startle me.
Mr. GARRETT. I do not know whether it is semantics, Senator. The

idea—that the Commission be empowered to restrict trading. in ex-
change-listed securities to national securities exchanges—originated,
in legislative terms, from this subcommittee, and has been in each of
the comments we have submitted to you since, at the least, last De-
cember. We, on the other hand are not advocates of the need for such
legislation. We think S. 2519 and existing law would permit us to treat
the problems to which S. 3126 is directed.

Senator WILLIAMS. Let's deal with the third market for a moment,
particularly the inequalities of the rules. For instance, there are no
rules, at least that I am aware of, regulating the activities of dealers
in the third market with respect to the many areas in which there
are clear and demanding regulations on the exchanges.
First, the obligation to maintan a fair and orderly market. Why

isn't there a rule now?
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Mr. GARRETT. Because the so-called third market does not give or
award any monopoly franchises, as are received by exchange special-
ists_, and thus there is no present need for such a rule.

Senator WILLIAMS. Are there rules applicable to the third market re-
garding market manipulations?
Mr. GARRETT. That is the law. It does not require a separate rule.

The third market and all markets are 'already bound by such restric-
tions. It is true that the stock exchanges have specific rules for this, but
it is equally true a specific rule is unnecessary. In any event, uniform
rules governing market manufacturers are under preparatory, to coin-
cide with the implementation of a consolidated tape.

Senator WILLIAMS. The protection of public orders?
Mr. GARRETT. Third market dealers do not receive public limit or-

ders. It is the law, o f course, that, if they do, they cannot trade against
them. There are judicial decisions to that effect. But, Third Market
dealers do not receive public limit orders. They receive market orders
from other brokers.

Senator WILLIAMS. But there is nothing prohibiting them from
receiving public orders.
Mr. GARRETT. No.
Senator WILLIAMS. They certainly have a great deal of business

from institutions, banks—
Mr. GARRETT. They do have business from institutions. I am not

aware that it is a significant amount where compared to volume on
the New York Stock Exchange.

Senator WILLIAMS. And from insurance companies.
Mr. GARRETT. And other brokers and public investors.
Senator WILLIAMS. We also consider that to be a significant part

of public business.
Mr. GARRETT. And other brokers, who may well act, and often are

acting for other individuals.
Senator WILLIAMS. Is there anything in the way of rules or regula-

tions requiring the disclosure of transactions?
Mr. GARRETT. Yes and no. There is no requirement for the real time

disclosure—the disclosure of transactions as they occur—because there
is no vehicle to accomplish it. They are required, if they participate
in NASDAQ—the National Association Security Dealers Automatic
Quotation service—to make periodic daily reports of the volume of
their transactions. But, they do not report transactions as they occur
in the fashion that does occur with respect to transactions on the New
York Stock Exchange. They will do 'so. of course, with respect to
certain exchange-listed securities, when the consolidated tape comes
into operation. That is one of the purposes of the consolidated tape.

Senator WILLIAMS. Another area in which I sense inequality is
short selling. Are there any rules or regulations directed to the third
market on short selling?
Mr. GARRETT. No, there is no present short-selling rule comparable

to that applicable to exchange, but we have proposed one. This is in
connection. again, with the forthcoming consolidated tape. We have
published for comment a proposed short-sale rule that would govern
third-market participants as well as exchange markets. I might add,
of course, that third-market participants are subject to the same rules
as everybody else if they should put their trade on an exchange.
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• Senator WILLIAMS. Do you see the need for equal regulations in the
third market as the marketplace evolves?
Mr. GARRETT. Yes, but only as it is evolving. As Commissioner

Loomis likes to observe, "Equal regulation of the unequal is inherently
unequal." The central market system that we have in mind would
bring competition onto an equal basis. And with it will surely come
relevant and appropriate equal regulation. This is very much a part
of the course we have outlined, and in which this subcommittee has
concurred.
Senator WILLIAMS. Will that be contemporaneous with the central

market system?
• Mr. GARRETT. Well, the various facets of the central market system
are not all going to come into being at one time. The first major step
toward it, putting aside the unfixiner of Commission rates, will be
the implementation of the consolidated tape—the tape reflecting his-
torical securities transactions, as :you know.
All the participants and the Commission have agreed that, when

the composite tape goes into effect, there should be equal regulations
governing manipulative conduct, short sales, and rules that you have
not mentioned yet, trading talks. You have not mentioned talks, pre-
sumably because the context where such rules might be necessary does
not yet exist under present circumstances.
These are the regulatory factors that we have agreed should be

equalized before the tape becomes operational and we will have adopted
then by the time this tape is physically ready to begin.

Senator WILLIAMS. But the first fixed point of significant change
will be April of next year when the Commission has announced clearly
and irreversibly that the fixed commissions across the board will be
eliminated.
Mr. GARRETT. That is scheduled for the end of April. May 1, 1975,

will be the first fully unfixed day, by which time, of course, we expect
to have the consolidated tape in full operation.
Senator WILLIAMS. Do you expect that the rules and regulations

you are now in the process of developing dealing with the third mar-
ket will be in effect, in whole or in part, by that date?
Mr. GARRETT. I expect that rules on the three subjects I have men-

tioned will be in effect on that date. These are the only rules we believe
are relevant to the consolidated tape. Now, the other rules with respect
to operating in the full central market system under the program,
as we envision it, are keyed in to the adoption of a composite quotation
system, and certain other rulemaking developments that must occur.
I cannot say with certainty that that is going to occur by May 1, 1975.
I think the New York Stock Exchange would agree that, if we were
all certain they would occur by May 1, 1975, we wouldn't be here today.
They have stated that, if all the components of the central market
system were in existence on that day, they would not have this prob-
lem and would not be seeking this kind of relief. But, we do expect
it to be in place as soon thereafter as possible. And, of course, ideally,
it would be in operation and in being so at that time this problem
would never actually arise. I can't promise that that is going to be
the case.

Senator WILLIAMS. It is that lack of certainty that brings us to the
consideration of this bill. It appears that the time gap between the
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elimination of fixed commission rates and the installation of the na-
tional market system may operate according to the N YSE, to furnish

incentives to firms to relinquish their exchange memberships. Part of

the incentive, I would imagine, would be the lack of equal regulations

in the third market.
Mr. GARRETT. Well—you mean weighed against the protection of

the fixed commission?
Senator WILLIAMS. Exactly.
Mr. GARRETT. Possibly. Many have asserted they could make more

money off the exchange. But, if they really thought they could do so,
they would be there now.

Senator WILLIAMS. Well, these firms obviously want to protect their
businesses, and I am certain that they are now in the process of evaluat-
ing a number of factors bearing upon the business judgment whether
to operate on an exchange or elsewhere. One factor under consideration
would be the New York Stock Exchange's recently announced reduc-
tion in rates for some orders 
Mr. GARRETT. No; that was a member firm of the New York Stock

Exchange, and it will not start until next week. It will start on
Monday.
The question of equal regulation does not affect many members

directly. We are talking about the regulation of specialists as opposed
to the regulation of third market markets. MeMbers of the exchange
have the obligation to put their transactions on the exchange; that is
true. For this, they now get the benefit of charging a fixed commission.
Senator WILLIAMS. That's the point, Mr. Chairman. When there

are no longer fixed rates, and there are no regulations in the areas we
have been discussing, you can theorize that part of the incentive to
leave the exchange would be to escape the exchange pattern of regula-
tion and become a freewheeler in a relatively unregulated market.
Mr. GARRETT. I don't see that at all, Senator.
Senator WILLIAMS. Well, I may not either, but this is a theory that

has been advanced by responsible spokesmen and I believe it warrants
our attention.
Mr. GARRETT. That's not the way they explained it to me.
Senator WILLIAMS. They may not use the word "freewheeler" but

I think the message that is communicated is clear enough. It is that
less regulation means more opportunity.
Mr. GARRETT. They do not even talk about the lack of regulations;

they talk about the money they are going to make off the exchange.
It is not beeause of lack of regulation that they threaten to leave the
exchange ; it is because of the spread they think they can charge for
making dealer markets and tracking from their own inventory.
Senator WILLIAMS. We have already been over this briefly. But

perhaps we can take some specific examples where there is a con-
spicuous absence of third market regulation—short selling is a stand-
out. Shortselling on down ticks is possible in the third market, is it
not?
Mr. GARRETT. They will not be able to do so.
Senator WILLIAMS. We're talking about making money, aren't we?
Mr. GARRETT. It is a good way to lose money.
Senator WILLIAMS. Well, I've never been asked to sell short but,



25

there are some successful short sellers. Nevertheless, the advantage is
that there is no rule or regulation applicable to short selling in the
third market.
Mr. GARRETT. By May 1, 1975, we will have a short sale rule in effect

that will apply to the third market.
Senator WILLIAMS. Another example occurs in the context of the

phrase that has guided our markets for so long—fair and orderly
markets. Will there be a rule in effect by that date also governing the
market making conduct of those in the third market?
Mr. GARRETT. Not in the sense you presumably mean, although over-

the-counter markets must be fair and participants in those markets
are regulated. Unless, of course, at that time we are significantly fur-
ther along toward the central market system. And of that I am not
certain.

Senator WILLIAMS. You can see the arguments that are advanced.
that would suggest the need for SEC residual authority to deal with
any situation arising between the unfiiing of commission rates and that
day when the national market system is plainly visible and operational.
Mr. GARRETT. Certainly. And S. 2519 would give it to us. Your sug-

gestion is that an alternative, limiting trading in listed securities to
the New York Stock Exchange, as opposed to the third market that
does not now exist. That is one of the fiexibilities that we want to be
able to apply, if it should be necessary to do so.
But, that is one reason why we do not favor a bill that offered only

a single remedy to the potential disintegration of the auction market.
Senator WILLIAMS. I am aware of the correspondence that you men-

tion and the language changes that you suggest in this bill. Are these
other alternatives suggested as amendments?
Mr. GARRETT. No. We don't need them as amendments, since we

already have that authority in S. 2519 and existing law. But their
absence should not imply that we do not desire to be relieved of any
compulsion to apply only One remedy—namely, restricting all of the
transactions of the New York Stock Exchange—as the only way in
which we can prevent people from removing their trades from the
exchange.

Senator WILLIA.31s. This is not legislation that deals with one ex-
change. Rather, the intent is clear enough on the face of the bill that
there is to be general applicability to exchanges.
Mr. GARRETT. Which has led us to comment, in our earlier letter,

that the relief sought might not work anyway. If all third market
makers went to the Cincinnati Exchange, for example, it might make
a limited difference to the New York Stock Exchange. But it is true
that this bill would apply to all exchanges. And the requirement set
forth could be met by putting the trade on any exchange on which
the security is qualified to be traded, and not necessarily on the New
York Stock Exchange.
Senator WILLIAMS.. Could we be kept advised of the status of de-

velopments in the regulations I have discussed with you today con-
cerning the third market? I think it would be helpful for our con-
sideration of this detail if. within 30 days, the Commission prepared
a status report on its efforts to develop an equitable regulatory
framework.

1Pfter w9c received from the SEC at a later date. It may be
found at p. 171.]
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Mr. GARRETT. All right. As you know, Senator we are in the process

of appointing an advisory committee, to be chaired by Mr. Alexander

Yearly IV, chairman of the Robinson-Humphrey firm in Atlanta,

whose task will be to advise us on moving from where we are now

to the full central market system. And we are anxious for you to get

acquainted with him. We are developing a program with him that will

involve equal regulations as well as a number of other matters. We

will certainly report to you within 30 days, and as often thereafter as

we have any news.
Senator WILLIAMS. I appreciate that.
Just to recap some of your specific suggestions for this legislation;

you recommend that "shall" should be changed to "may"?
Mr. GARRETT. Yes.
Senator WILLAMS. That would give you greater flexibility.
You say that "exchange" markets, should be deleted and replaced to

describe markets in general. Frankly, I am not sure I understand that.
Mr. GARRETT. The markets in general, as we develop the central

market system, and particularly as other regulatory and mechanical

devices come into play, should be the dominant factor, and not just

what occurs on the stock exchanges. Right now they sound like the

same thing but I don't know what they'll sound like a year from

now.
Senator WILLIAMS. Thank you, Senator Biden ?
Senator BIDEN. Thank you, Mr. Chairman.
Mr. Chairman, I want to make sure I understand what you are

saying.
The thesis of what you're saying is that you don't anticipate any

rush from the floor to the third market to begin with. However, if that

unanticipated event were to occur, you want the flexibility to deal

with the situation; is that correct?
Mr. GARRETT. Yes.
Senator BIDEN. If you don't anticipate with any degree of likelihood

that there will be a substantial decline in exchange membership, then

isn't it a bit too soon for Congress to write a so-called fail-safe provi-
sion in the bill?
• Mr. GARRETT. Well, our initial thought was that it did not need
separate and express acknowledgement. We believe that the powers

otherwise granted to us by the .Securities Exchange Act, as it now

stands and the amendments to those powers that will be provided by

S. 2519, will give us sufficient authority to take various steps to cope

with the problem.
However, the problem was brought into public debate by the re-

onest of the New York Stock Exchange initially, when it suggested
that trading in listed securities be limited to registered securities ex-
changes by statute. We did not think that was a good idea because
we did not think the probability of their fears coming to pass was
sufficiently great. Not because we believed that their fears could not
create a problem, but because we think that they should not. The dis-
cussions then led to something that did not seem to be intelligent,
that is to say, that the act was going to talk about this problem in a
restrictive manner. It would be better to talk about it in terms of giving
the administrative agency the authority to fashion appropriate relief
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and take appropriate measures if the fears we have heard so much
about should actually come to pass.
Senator BIDEN. What are those-conditions which would evidence the

fact that the fear has come to pass?
Mr. GARRET-r. I think a wholesale defection of traders away from

the New York Stock Exchange could be a very alarming development.
Senator, BIDEN. What does that really mean? Does that mean that

the membership would drop oft 20 or 25 percent, or 50 percent, or 80
percent?
Mr. GARRETT. I do not mean to be facetious, Senator. If I had a

clear idea as to exactly where the line lay, I would suggest that you
put it in the statutes. But, I do not. Other variables exist at the same
time. I suppose, from an economic point of view, I would have to say,
that a state or point could be reached that would affect the markets
to a significant degree, if trading and liquidity in a significant number
of stocks on the floor became so thin that we ceased to have an auction
market in those stocks at a time when we had not yet crone far enough
toward developing the equivalent of an auction market in the central
market system.
I must say, we are also concerned with the financial well-being of

the New York and other stock exchanges. We need them as part of
our overall regulatory program. We could not get along without them
for a lot of reasons, although there are many other ways to help
finance exchanges.

Senator BIDEN. I'm not really trying to nail you down. but I'm try-
ing to point out for the record that it is a difficult line to draw where
these fail-safe provisions would take effect and I'm concerned that
perhaps the bill should be drafted to try to describe more clearly what
that situation would be.
Mr. GARRETT. That is what leads us to prefer a proposal that we

did not think of ourselves—the Treasury Department's proposal—
which, I am sure, Mr. Schmults will more thoroughly explain. The
virtue of that proposal is that it starts out by defining the problem.
It does not start out, as S. 3126 does, by defining the remedy. Of course,
we have not seen any specific language. Then the Treasury proposal
provides that, if these fears are coming to pass, or are very likely
or substantially certain to pass, the Commission shall take certain steps
to remedy the situation, choosing from various alternatives.

Senator BIDEN. I'd like to see a little more about that, too.
Senator WILLIAMS. Thank you. Senator Bennett has to leave, so if

we could interrupt for -a moment, it would be appreciated.
Senator BIDEN. Surely.
Senator BENNETT. I'M just interested on the bottom of paae 2 you

indicate on the bottom line that you have other authorities under
existing statues under which you can act. Do you mind identifying
some of those for the record?
Mr. GARRETT. We have authority under section 19(b) of the Secu-

rities Exchange Act, in effect, to compel the adoption of rules by
registered securities exchanges in a rather broad list of areas. While
our authority over members and nonmembers of exchanges is per-
vasive, it is not comparable in all respect to the authority we have
with respect to exchange members. In some cases, it is broader; in
others, it is cast in different terms. One thing that S. 2519 would do that
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does not now exist would be to expand and make comparable all of our
exchange and nonexchange member authority that would be helpful.
However, there are other ways in which some aspects of this problem
could be approached. For example, rules treating this issue could be
adopted under the general fraud provisions of our statutes.

Senator BENNETT. That might be going around Robin Hood's barn
instead of directly to the heart of the problem.
Mr. GARRETT. It would be helpful to have our authority made ex-

plicit, as S. 2519 would do.
Senator BENNETT. What rule changes do you anticipate in the New

York Stock Exchange or that they would have to make to meet the re-
quirements of section (e.) (la) of S. 3126?
Mr. GARRETT. Let me be sure that I have the right section. One

rule, in particular. If third market firms were to be given competitive
specialist positions on the New York Stock Exchange, Rule 113 of
the New York Stock Exchange presently would forbid their doing
business directly with institutional investors which, of course, is their
principal business.
Senator BENNETT. That rule would have to be changed?
Mr. GARRETT. In some respects otherwise, to bring the third mar-

ket firms on to the exchange would drive them out of their separate
marketmaking businesses. I understand it is not the intent of S. 3216
that that should be required.

Senator BENNETT. Mr. Chairman I'm sorry, I'm very sorry, but I
have to go. Thank you for yielding ;o me, Senator.

Senator BIDEN. If I may follow up with my line of questioning. We
agreed that it's difficult to determine what would constitute the demise
of the exchange, but I have found broad disagreement on this point.
Mr. GARRETT. It sounds familiar.
Senator BIDEN. Because of the great uncertainty as the effects of this

legislation, I have been told that I will destroy the exchanges without
it, but that I must really be in the pocket of the exchange in order to
support it. I think it is legitimate criticism by those in the third
market who say that if you leave this provision wide open, you're
avoiding your congressional responsibility. You're writing an act and
if you're going to be one of the legislators, you cannot do that. I don't
believe it is proper for Congress to, as it so often does, delegate
all the authority to anyone it can find to take it. Now that's a very
open ended question, but I would like you to try and respond, if
possible.
Mr. GARRETT. It runs to the very heart of the matter. Without try-

ing to psychoanalyze what any of the various participants in this
matter really want, however, and taking their arguments at face value,
there certainly appears to be some substance to the arguments. I sup-
pose the New York Stock Exchange, for one, might say: "This dan-
ger is real, and if you wait until you can see it, it will be too late. You
have got to prevent it from occurring to begin with. The only way to
prevent it is to prevent it now, and Congress ought to take the re-
sponsibility." I know third market makers would say exactly the
opposite thing: "There is nothing to the Exchange's argument and to
create this temptation is to ensure that we will end up dead on the
floor in the process."

It is our opinion at the Commission that, notwithstanding the crit-
icism of some, that there has been too much delegation of power

•
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to administrative  agencies;  this is one area which should be delegatedto the agency that has been given responsibility of regulating our mar-kets and taking appropriate action. It is a very complex subject, to besure. Anyone that sits here today and thinks he can say exactly whatthe market will look like, structurally, to say nothing of price and vol-ume, a year and a half from now, is kidding himself. We do not knowand they do not know. We guess and they guess. We think our guess isbetter than theirs and vice versa. There are too many other thingsmoving at the same time that are likely to change circumstances:regulatory matters and procedures, electronic capabilities, markethabits and many other variables.
I think the decision on these issues should be left with the respon-sible body whose full-time job it is to keep up with and try to under-stand these matters, with guidance from the Congress, of course, asto the parameters within which we should act.
I think the bill tries to do that. Both versions do. We should preserveas much competition as possible and still bring forth a decent auctionmarket law with standards that we can understand.
Senator BIDEN. Thank you, Chairman Garrett, for your response tomy vague and general questions. What I'd like to do now is be a littlemore specific. Now, you say you want more flexibility?
Mr. GARRETT. Yes.
You say you want the flexibility to go beyond the requirement thatall trading in listed securities be confined to exchanges.
Mr. GARRETT. Short of requiring all trading in listed securities tooccur on an exchange, not beyond.
Senator BIDEN. fihank you. Can you give me some specific examplesof alternative action the Commission might take if the Congress wereto provide more flexible rule-making authority in this area?
Mr. GARRETT. Do you mean the types of things short of restrictingall transactions in listed securities to registered exchanges?
Senator BIDEN. Right. If you could list some for me.
Mr. GARRETT. One possibility that has been suggested, and publiclydiscussed, would be for us to require that third market firms check themarket on the New York or other stock exchanges before executingorders for other customers.
Senator BIDEN. When you say "check," what specifically do youmean?
Mr. GARRETT. Find out quotations from exchange specialists andwhether such quotations are better than those offered elsewhere anddispose of these orders in a way which would clear the specialist'sbook. This is one possibility. Another is to say that if any-body is making a third market in a listed security, as Pro-fessor Ratner has suggested, they should not deal with the public butonly with dealers on a wholesale basis. This would discourage themajor retail firms from leaving the exchange in order to integrateforward into making markets in listed securities. That is a possibility.Exposure of public orders over the NASDAQ system, for example, isanother possibility. That would make possible an auction. It certainlywould expose such orders to a wide audience of possible takers. Thingsof this kind, and ideas that we have not yet thought of, might help thesituation.
That is the sort of thing about which we have thought.
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Senator BIDEN. What would be the position of fourth market firms
if the provisions of S. 3126 were to take effect? Would they be put out
of business?
Mr. GARRETT. I think at the moment the real fourth market would be

left untouched. S. 2519 would give us authority to reach them, I believe.
Mr. Robert Lewis, Associate Director of our Division of Market
Regulation, can add to this discussion.
Mr. LEWIS. To the extent that trades occur between individuals who

are not registered with the Commission as brokers or dealers, S. 3126
would not reach them. The Commission would have no authority,
under S. 3126, to require such transactions to be effected on an
exchange.
There is, however, a grey area with regard to some participants in

the fourth market because there is some confusion of terms. Instinct,
for example, is sometimes classified as a fourth market participant.
Nevertheless, Instinct is a broker-dealer registered with the Commis-
sion, so that its trades would have to be taken to an exchange under
S. 3126, absent some exemption. That fact may very well put Instinet,
or any similar electronic system, out of business. Brokers that handle
crosses between institutional clients are sometimes classified as being in
the fourth market, but they are broker-dealers registered with the
Commission.
To require that transactions by broker-dealers in listed securities be

taken to an exchange probably would also put those persons out of
business, again absent some sort of exemption.

Senator BIDEN. Should S. 3126 be enacted, what burden do you
think would be placed on the third market firms? Would there be any?
Mr. GARRETT. Well, there would be no burden until we acted pursu-

ant to the authority granted. The burden, until we did act, would be the
uncertainty as to what we might do. When we did act, it would depend
on our actions.

Senator BIDEN. It would depend on your actions?
Mr. GARRETT. Yes; it would depend on our actions. I do not mean to

be facetious, but, even if we took full advantage of the authority
granted to us to require all transactions to go on an exchange, the exact
details of the requirement would define the extent of the burden. It
would depend upon what the access rules would have to be to meet the
requirements of the bill. This might not prevent their doing their own
business directly, but it certainly would at least require them to expose
all of their business to the specialist's book to give the public an oppor-
tunity to participate in their trades.
The public does not have an opportunity to participate in third

market trades now—as the exchanges would be quick to tell you.
Senator BIDEN. In discussing S. 3126, we have been told that one of

the purposes of it is to avoid "chaos" in the auction markets. What do
you envision as "chaos?"
Mr. GARRETT. I have not heard the term "chaos." I have heard the

term "drying up" or "disappearance of" the auction market and the
takeover of the auction market, by dealers conducting business "up-
stairs," as the street calls it, rather than down on the floor. This need
not be chaotic at all. In fact, the over-the-counter, or "third," market,
could be quite orderly. It does not, however, have the virtues attrib-
uted to an auction market and we take these virtues seriously. Among
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these virtues are the possibility of protecting public orders, permittingthem to participate in trades, and to some degree, the price or value set-ting mechanism of the auction market, which seems to be more be-lievable or to have more credibility when it takes place down in anauction crowd rather than elsewhere. But, that does not mean the thirdmarket is chaotic; rather, simply that it is one kind of market ratherthan another.
Senator BIDEN. I guess by the choice of the term chaos, you don'thave to guess who I've been talking to.
Mr. GARRETT. No.
Senator BIDEN. S. 3126 would require that anticompetitive rules ofthe exchange be eliminated before the directives can be carried out.Would you please comment on the necessity of eliminating the fol-

lowing rules of the New York Stock Exchange: First, rule 113 whichprohibits specialists from dealing directly with certain kinds of
customers.
Mr. GARRETT. If third-market makers, as a result of requiring their

trades to be effected on an exchange, were to be given position's as
specialists, alternate specialists, or something of that sort upon the
exchange, rule 113 would forbid them from dealing directly with
institutions as well as corporate insiders; that would drastically
change the business of third-market firms in a manner inconsistent
with the standards set forth in the proposed bill.
Senator BIDEN. Rule 438 which prohibits market makers other

than specialists from quoting two-sided markets in a security.
Mr. GARRETT. It is a little hard to know exactly how it would work.

If the power under the bill were used simply to require third-market
firms to become members of the stock exchange, and they had to send
all of their transactions to the floor, then, of course, they would have
to stop their activities off the floor, which would stop two-sided quota-
tions in the third market altogether. Rule 438 would have to be modi-
fied to permit them to do it.
However, I don't think rule 438, in its present form would be con-

sidered consistent with the anticompetitive standards set forth in
the bill.
I must say again, in case it is not clear, that these are representative

of the kinds of decisions that the Commission would have to make in
an appropriate way if the bill's authority ever were to be used. I do
not mean to be understood as foretelling what the decision might be.
Senator BIDEN. The intent of this question is not to put the ex-

change or the Commission in a corner to promise future actions. But
I am trying to analyze these provisions to make it clear for the record.
I think it's worthwhile to give a broader picture of the possibility

of what might occur.
One further part of this last question, Mr. Chairman. We are

talking 'about the requirements of S. 3126 that anti-competitive rules
be eliminated. Would there [also] be a [need to] eliminate member-
ship on the exchange on a medallion basis.
Mr. GARRET-I% Yes; restricted membership would have to be elimi-

nated. Whether it would have to be eliminated for everybody or
whether alternative concessions could be made to third market firms
is something different to predict, but one can hardly imagine that
the only solution or remedy under S., 3126 is that third market firms
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would be required to obtain full membership on an exchange as
the concept of membership is now understood.
Senator BIDEN. Thank you very much, Mr. Chairman, and thank

you Mr. Garrett.
Senator WILLIAMS. Let me return to the statement you made a

moment ago, Mr. Chairman, limiting ourselves to the New York Stock
Exchange. I 'believe this is very important to the bill. You favor
identifying the markets generally. We are not singling out any par-
ticular exchange market. We realize that the largest existing market
in listed securities is likely to be the New York Stock Exchange. How-
ever, you think it is more appropriate for the Congress to state the
subject of its concerns, to be our markets generally, and not to limit
its concern to that particular exchange.
We discussed earlier a lot of the anxiety expressed by that exchange.

The language of the legislation, however, is to exchange, is it not?
Mr. GARRETT. Correct.
Senator WILLIAMS. I do not fully understand the market "gen-

erally" that you refer to. Perhaps there is an unknown market?
Mr. GARRETT. Or some changes in the third market not now present.
Senator WILLIAMS. It is my understanding this can be clarified

within our bill to make clear that it is the auction markets that we are
interested in preserving and protecting. In fact, the exchanges too
would have us address ourself to this point.
On page 2, line 10, it has been Suggested to change that line to

read "the fairness or orderliness of the auction market for such
securities."
Mr. GARRETT. We didn't say auction markets in our version I

don't know where that came from.
Senator WILLIAMS. My understanding was that this was your sug-

gestion. Perhaps, I misunderstood my information, but I thought this
was the result of a staff level discussion.
Mr. GARRETT. Our proposal should have read: "Fairness or order-

liness of the markets for such securities." We would simply delete the
phrase "such exchanges."
Senator WILLIAMS. Yes, the word auction is included in there. "Auc-

tion markets for such securities * " or the ability of the exchanges
to carry out their regulatory responsibilities * *
Mr. GARRErr. That was not one that we had recommended, sir.
Senator WILLTAIVES. How does it strike you? This was not unilateral

from here, as I understand it. It's been a staff matter, and it's bilateral,
yours and ours.
Mr. GARRETT. Yes, we discussed it, but we did not include it in the

recommended versions. You ask me what we think about it now?
Senator WILLIAMS. Yes.
Mr. GARRETT. I would prefer, again, that the relevant universe of

concern be the total state of our market.
Senator WILLIAMS. To make clear that we are talking about the role

of auction markets.
Mr. GARRETT. Well, like everything else, it also relates to the whole

business. What we do not want is a situation in which, because there
is some decline of trading on the New York Stock Exchange and some
increase in third market trading, we are compelled to restrict all trad-
ing to stock exchanges.

Senator WILLIAMS. I don't believe that version.
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Mr. GARRETT. Do you want to look at the overall health of the
markets, or just of the auction markets, to use that term?
Commissioner Loomis. I think the problem with the use of the term

"auction market" is that neither the New York Stock Exchange nor
the over-the-counter market is a 100-percent auction market today.
Definition of an "auction" market or a "dealer" market is difficult,
while the term "market" encompasses both.
It was our desire to encompass and preserve both kinds of markets.
Senator WILLIAMS. Now, your broader phrase, then, would be to use

the phrase "markets" rather than with any specificity or descripition ?
Mr. GARRETT. That is our recommendation. Yes, sir.
Senator WILLIAMS. That is all I have.
Mr. GARRETT. May I ask if any of the other Commissioners would

like to supplement anything that I have said?
Senator BIDEN. Mr. Chairman, may I ask one final question? I be-

lieve that the third market now provides a competitive force to stock
exchange specialists by the competing markets it provides for certain
listed securities.
Wouldn't that competitive force by definition be eliminated by a,

requirement that all trading in listed securities be confined to ex-
changes?
Mr. GARRETT. Yes, we would restrict or eliminate the third-market

maker's ability to compete with the specialist in market making to the
extent that the third market maker had to take his order to a specialist,
like anybody else, and subject himself to the specialist's book, if notto the specialist's own bids.
The degree to which this would happen, I think, would dependupon just how it was worked out, the worst thing, from the third-market maker's point of view, would be to require him to become amember of an exchange under present exchange rules and require-ments. Nobody contemplates that because it would be inconsistent withthe standards already set forth in S. 3126. The least disruptive action,I suppose, might be to require their orders at least to be exposed to thespecialist's book. It could be anticompetitive, I'm sure.
Senator BIDEN. Is it fair to say that such a move could be made andstill have a competitive situation?
Mr. GARRETT'. I think so. I do think it is possible. I would like tomake it very clear, particularly because of one of your opening ques-tions, Mr. Chairman, that it is not our intention or desire or targetto act under this bill. Our target is the central market system withinwhich the third market will compete in a thoroughly integrated, fair,equally regulated system. The last thing we want to do is exercisethe full authority proposed under something like S. 3126. But, as amatter of honesty, I have to say this is one of the alternatives thatought to be available to us.
On the other hand, we do not think it ought to be the only alterna-tive available, which is what we are afraid S. 3126 does.
Senator WILLIAMS. S. 3126 does not repeal any other authority

delegated to the SEC?
Mr. GARRETT. But by using the word "shall," S. 3126 provides thebasis for an argument that, if we find a decline in the auction markets,and if the other conditions in the bill are met, we must restrict alltrading in listed securities to exchanges. We are further worried about

the timing implied by the bill because of the word "shall," and I hope
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the record will very clearly show that this decision need not be made
before commissions become unfixed, if S. 3126 becomes the law, as I
stated in my testimony.

Senator WILLIAMS. That's clear but on the other question of whether
this displaces all the authority that you have suggested you have, we
do not disturb that. But you believe that the mandate of 'shall" is the
thing that could cause some displacement. Is that right?
M7. GARRETT. The use of the word "shall" does not displace our

other authority. But, if we make the findings S. 3126 contemplates,
then I think someone could argue to a court that we have to grant
this relief, if relief is the right word to call it; we do not want to have
to do it. We want to be able to make these findings and use other meas-
ures short of this if they will do the job for that reason, we believe
the statute should use the word "may," to avoid any ambiguity and
to preclude this argument from even being made.

Senator WILLIAMS. Under the bill, the Commission would make the
findings that serve as the basis for the provisions of this bill going
into operation. In other words, the Commission must make certain
findings?
Mr, GARRETT. Yes.
Senator WILLIAMS. Do you have any partnership in that? Would

you have a court sharing your responsibilities?
Mr. GARRETT. Well, first of all I think we would have to be honest

in making the findings and we could not refuse to make them just be-
cause we did not like the relief that such findings would bring about.
Second, of course, our action presumably would be subject to some

judicial review, to a degree, with the word "shall."
With the word "may,' we could not be compelled to take any action.
Senator WILLIAMS. In an effort to correct any emerging adverse

situation in its incipient state, you could use other power and authority
conferred by law, before invoking the remedy prescribed by this bill.
Am I correct?
Mr. GARRETT. I do not want the bill to provide a basis for anybody

to say that we are compelled to hold hearings and to resolve this mat-
ter before commission rates become unfixed, because I know the conse-
quences of that. It will drag on and the next argument will be that we
must postpone the unfixina of commissions, and that is the kind of de-
lay a court might require of us under S. 3126.

Senator WILLIAMS. Well, we didn't say anything about putting this
into operation before commission rates are unfixed.
Mr. GARRETT. You don't say it, but I think, sir, that you are provid-

ing a foundation for this kind of trouble.
Senator WILLIAMS. I don't think there is any authority in the Com-

mission in this bill to act before commission rates are unfixed.
Mr. GARRETT. It says we should restrict trading to exchanges if there

is likely to be any significant harm to the auction markets.
Senator WILLIAMS. As I undersand this bill, it is directed to the

period of time after commission rates are competitively determined.
Mr. GARRETT. It only hinges on a finding that there is likely to be

harm after commissions are unfixed.
Senator WILLIAMS. I am glad we had this discussion.
Mr. GARRETT. If you made it clear that this is not the intent, that at

least would help.
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Senator WILLIAMS. Well, that is why this is the best of legislative
practices. Thank you, Mr. Chairman.
Mr. GARRETT. Thank you very much.
Senator WILLIAMS. Our next witness is the General Counsel of the

Department of Treasury. We will come to order because we have a
vote almost upon us.

STATEMENT OF EDWARD C. SCHMULTS, GENERAL COUNSEL, DE-
PARTMENT OF THE TREASURY, ACCOMPANIED BY DAVID
STOUGHTON, STAFF MEMBER

Mr. SCHMULTS. Mr. Chairman, members of this subcommittee, my
name is Edward C. Schmults. I am the General Counsel of the Treas-
ury Department. The Department is very pleased to have this oppor-
tunity to present its views to you today.
Present with me is David Stoughton, who is a member of the Treas-

ury staff. He's sitting on my right.
As you know, the Treasury has taken an active interest in the various

legislative proposals for reforming the structure and regulatory sys-
tem of our securities markets. We feel that the prospects of achieving
the common goal of a vigorous and healthy national market system,
operating in the public interest, can only be enhanced by a broadly
based consideration of the troublesome questions involved.
It was with this view that the Treasury commissioned Prof. James

H. Lone to prepare the recently distributed statement entitled "Public
policy for American capital markets." Secretary Shultz, Deputy Sec-
retary Simon and others at the Treasury and other Federal agencies
devoted considerable time to the series of discussions leading to that
statement. Secretary Shultz wanted to be here today but he had to be
enroute to the Inter-American Development Bank annual meeting in
Chile. The testimony I am giving today reflects the views of the
Treasury Department.
We hope to work constructively with the Congress, the Securities

and Exchange Commission, the financial community and others in
the development of securities legislation which so vitally affects the
economic fiber of the Nation. Accordingly, I welcome this opportu-
nity to address the subject of the role of the third market in a na-
tional market system, and more specifically the question whether the
Securities and Exchange Commission should be given a specific grant 

iof power to prohibit third market trading, in whole or in part, n the
event adverse consequences appear as we move under a competitive
rate structure toward the creation of a national market system.
The bill now before the committee, S. 3126, provides, in effect, that

the SEC must prohibit third market trading, in whole or in part, if
it finds after notice and apportunity for hearing that, as a result of
third market transactions the fairness or orderliness of exchange mar-
kets or the ability of exchanges to carry out their responsibilities un-
der the Securities Exchange Act of 1934, has been or is likely to be
affected in a manner contrary to the public interest and the protection
of investors.
Before addressing the merits of S. 3126, let me briefly explain

Treasury's views concerning the role of the third market in the na-
tional market system. We agree with the SEC that a key objective of
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a national market system should be to promote the development of
strenuous competition among market makers. Such competition can
greatly increase the depth and liquidity of our securities markets by
maximizing market-making capacity, that is, the ability and willing-
ness of dealers to buy and sell securities for their own accounts when
the other side of a specific order is not readily available. In a competi-
tive environment, market makers have greater incentive to bid higher
or offer lower than competitors in order to attract business. This com-
petition benefits the public by narrowing the spread between available
bids and offers and enabling investors to buy for less and sell for more.
Third market firms provide an important source of competition to
specialists, block positioners, and other market makers, and thus make
significant contributions to market liquidity. Assuming that these
firms are subject to the same basic rules and regulations which apply
to other market makers in the system, we see no reason to require them
to join an exchange in order to conduct business, absent the develop-
ment of adverse consequences from third market trading.
The New York Stock Exchange initially took the position that

competitive rates combined with a new national market system that
permits third market trading will threaten the demise of the auction
market process for buying and selling listed securities. Therefore, it
urged that S. 2519, recently reported out by this committee, be
amended to prohibit third market trading. As we understand it, the
Exchange's concern was based on the following line of reasoning. The
advent of competitive rates and a national market system that includes
the third market will remove virtually all incentives for exchange,
membership. According to the exchange, the resulting loss of member-
ship will threaten the viability of the exchanges as trading centers
and diminish the effectiveness of their regulatory role. If the ex-
changes are thus weakened, the exchange argument continues, the
auction-agency principles we seek to preserve could not be sustained.
This committee rejected the New York Stock Exchange's proposed

amendment, and with good reason we believe. For it is not reasonable
to presume that the 'advent of a national market system that includes
the third market and a competitive rate structure will lead to the de-
cline of trading floors and specialists who operate on them. If, as we
and others believe, the auction market system of the New York Stock
Exchange and other exchanges possesses inherent efficiencies, the ex-
changes should continue to attract a substantial flow of orders in the
competitive environment of the new national market system.
Furthermore, even if the exchanges were to become less important,

many of the essentials of the auction process would be preserved in the
proposed national market system. In the new system, market makers,
whether specialists on the floor, block positioners, or third market
firms, will compete so that potential buyers and sellers can easily know
the best bids 'and offers in the market at any time. The composite quo-
tation system, a key element of the new system, will provide the tech-
nology to achieve this competition. Any [broker] holding a customer's
order will be able to insert a bid for [or offer to sell] stock into the
comnosite quotation system through a 'market maker.
The order, if the best bid [or offer] held by that market maker,

would be displayed throughout the entire system and could be executed
against either another dealer's offer [or bid] or the order of another
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public customer submitted by his broker through any other market
maker. Thus, even without an exchange floor, the system would allow
public orders to be offset inside the dealer's spread without the inter-
vention of a dealer. Public orders would be protected against the execu-
tion of any transactions in the system at an inferior price by an auction
trading rule which would prohibit execution of any transaction at a
price less favorable than that offered or bid by a public customer. Thus,
we believe that the new national market system will contain the essence
of the auction process.
With the rejection of the New York Stock Exchange's proposed

amendment to eliminate the third market, the focal point of con-
troversy has shifted to the effects of third market trading during the
period of transition to a national market system. The concern here is
that the introduction of competitive rates prior to the implementation
of the national market system could erode and destroy the auction mar-
ket system of the exchanges by diverting a significant volume of orders
from them during the transitional period. We do not feel this concern
is justified. Even if competitive rates come into effect prior to the
development of a national market system, there would appear to be
little likelihood that a significant volume of orders would be diverted
from the exchanges. Until a national market system is installed with
its central electronic book, limit orders should continue to be placed
with exchange specialists for execution, enhancing the depth of ex-
change markets and thus attracting additional orders. Furthermore,
with competitive rates, there would appear to be less incentive for in-
stitutional investors to channel their business to the third market and
the regional exchanges to save commission dollars. In fact, the elimi-
nation of fixed commissions could increase the volume of transactions
on the primary exchanges.
We believe the powers granted to the SEC in S. 2519 are adequate

to deal with any unfairness or disorderliness which the third market
might cause on our exchange markets. However, at the same time, we
recognize that the stakes are high and uncertainties do exist. There-
fore, while Treasury defers to the views of the Department of Justice
with respect to the possible anticompetitive aspects of S. 3126, we
would not be opposed to providing the SEC with a specific grant of
authority to take appropriate action should the feared consequences
arise from the operation of the third market.
If the committee decides that such specific authority is desirable,

then the Treasury believes that the central objective of the bill can best
be attained by taking an 'approach somewhat different from that set
forth in the bill.
In its present form, the bill first prescribes a specific and inflexible

remedy and then requires that the SEC apply such remedy if it finds
that certain conditions exist. Various conflicting views have been, and
will be, expressed about how, when, and under what conditions the
remedy should be invoked. The controversy is sharp because the man-
dated remedy is harsh. We believe that the 'approach taken in the
bill may have contributed to the controversy. In attempting, on the
one hand, to assure that the SEC possesses clear congressional author-
ization to invoke the remedy specified in S. 3126 or, on the other hand,
to circumscribe and restrict its use by the SEC, some of the parties
interested in the bill, we suspect, may not be focusing their attention
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on the problem which concerns this committee. In our view, it is pos-
sible to achieve a commodious solution by first defining the problem
with which the bill attempts to cope and then directing the SEC to
take appropriate action in the event it occurs.
Following this line of thought, we suggest that the bill be revised

to provide that if the SEC finds, after a hearing, that transactions in
securities registered pursuant to section 12(b) of the 1934 act, both on
a national securities exchange and in the third market, have affected
the fairness or orderliness of the markets for such securities in a
manner contrary to the public interest and the protection of investors,
then the SEC shall—and I underscore "shall"—take such action as
may be required to eliminate or mitigate the adverse consequences.
Cast in this form, the bill could specify that one of the administra-
tive remedies available to the SEC is the prohibition of third-market
trading, in whole or in part. This should comfort those who fear that
the SEC may conclude that broad general grants of authority in
S. 2519 are not adequate to impose a remedy as harsh as a complete
prohibition of third-market trading. Our proposal would end the con-
troversy over the use of "shall" or "may" in the bill. Parenthetically—
this is not in my written statement—I would like to add that this
proposal would also permit us to endorse the "likely to be" standard,
rather than suggesting the tighter "reasonably certain to be" language.
The approach we are suggesting should also eliminate any concerns

about the antitrust aspects of the proposed bill, as presumably the SEC
would take into account the anticompetitive effects of any remedy
which it fashions. The SEC would take only that remedial action
which it deems necessary to restore fairness and orderliness to the
markets for registered securities. Congress would not be prejudging
the dimensions of the problem and imposing an unnecessarily rigid
legislative solution. Rather, it would be directing that the SEC utilize
its administrative expertise after the specified problem has taken shape
and develop an effective remedy which is in the public interest.
We think this approach is consistent with the history of our se-

curities laws and administrative law generally. It is more neutral in
tone than S. 3126 and, in its generality, less antagonistic to the third
market. The Treasury would be happy to offer its assistance to this
committee to revise S. 3126 along the lines we have outlined.

Alternatively—and we find this alternative much less desirable than
the one suggested a moment ago—at a minimum we urge that two
changes be made in S. 3126 which are similar to those included in
Senator Tower's proposals to amend the bill.

First, we would urge the committee to change the word "shall" to
cc •may15 in the first sentence of S. 3126. Rather than mandating that
the SEC must prohibit third-market trading where it finds such
trading adversely affects the public intere'st and the protection of
investors, we believe that Congress should merely authorize this par-
ticular remedy and make its use discretionary on the part of the SEC.
We feel it would be unwise to lock the SEC into an administrative
straitjacket and mandate a harsh remedy for a problem whose dimen-
sions can only be dimly perceived at best and which may well not occur.
If a problem is found to exist and third-market trading proves

contrary to the public interest, it is quite probable that a solution other
than the one proposed in S. 3126 will be more appropriate and more
in the public interest. For example, the SEC might determine that
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the appropriate remedy is to speed the implementation of the national
market system so as to alleviate any adverse effects felt during the tran-
sition period.
With respect to our first suggested change, it should also be pointed

out that the failure to give the SEC a good measure of administrative
discretion could result in delay in the implementation of the national
market system. However slight this effect may be, we should avoid
creating disincentives to achieving the important task of establishing
a national market system.
The second point we would make is that the legislative standards

for triggering such a remedy should specify that the adverse con-
sequences of third market trading must be clearly apparent before the
drastic measure of eliminating such trading is to be taken. If a part

• of the securities industry is to be put out of business, we believe that
the evidence should be hard, not flimsy. Therefore, we would urge that
the committee substitute for the phrase "has been or is likely to be" the
phrase "has been or is reasonably certain to be." While we are not
wedded to the words "reasonably certain," we feel that the language
"is likely to" is to imprecise and is susceptible to too loose an interpre-
tation. We would welcome the opportunity to work with the commit-
tee's staff in drafting an appropriate standard.
In summary, we urge that this committee, in its consideration of

S. 3126, follow the path of wisdom blazed over the years by Congress
and permit the Securities and Exchange Commission to exercise its
administrative expertise, and fashion, if the circumstances so require,
an appropriate remedy to eliminate or mitigate a congressionally de-
fined problem. For the reasons supporting our two specific suggestions
for changes in S. 3126, we believe this committee should revise the bill
along the lines we have indicated to first define the problem and then
direct the SEC to deal appropriately with it if and when it arises.
Thank you, Mr. Chairman.
Senator WILLIAMS. Thank you very much, Mr. Schmults.
These last suggestions following your opening remarks are alterna-

tive approaches "We find this alternative much less desirable than the
one suggested a moment ago." I assume that what follows is your sec-
ond and less desirable alternative?
Mr. SCHMULTS. That's correct, sir.
Senator WILLIAMS. The first includes "shall," but then would allow

for broad options, is that right?
Mr. SCHMULTS. Yes-, sir. We would leave the remedy to the SEC. We

said if the problem arises that we are concerned with, and I think your
opening statement was absolutely right in this regard—we don't be-
lieve this is going to occur—nevertheless, it would be a very serious
problem. If the problem does occur, there should be authority to deal
with it. So if the defined problem does occur, then we would suggest
that Congress tell the SEC that they must do something about it; but
we would leave it to the SEC what to do, because we are not certain,
and I don't believe anybody can be certain, if the problem does occur,
what shape it will take and what remedy will be needed to cure the
problem.
Senator WILLIAMS. Now, I appreciate that you indicate these actions

should follow in mitigation of the adverse consequences. Wei have had
general discussions and general questions here on just what these
adverse consequences might be.
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We hope, tomorrow, to get some flesh on the bones of the adverse
consequences and clarify with some degree of specificity again what
the possibilities are of adverse consequences.
I think that's a fair question to put to the proponents of fear, don't

you?
Mr. SCHMULTS. I certainly do.
Senator WILLIAMS. Just one other question I had on page 9 with

respect to the possibility of delay in implementation of the national
market system if the SEC does not have a good measure of adminis-
trative discretion. I wonder if you could amplify that statement par-
ticularly the contingencies that might cause problems under those
circumstances?
Mr. SCHMULTS. Yes, sir. I think as we have seen over the past several

weeks, if the only remedy which the SEC can impose, as S. 3126 now
provides, is to prohibit third-market trading, in whole or in part, we
think that this will be a sharply contested hearing, a long, drawn out
hearing. It may drain the resources of the SEC and others in the
securities industry. We think that the efforts and energy here should
be directed to the implementing and putting the central market in
place.
In our view, if the SEC has some administrative discretion to fash-

ion an appropriate remedy to cure the problem, the SEC will be able
to move more rapidly and get on with the job of providing leader-
ship in establishing the central market.
Senator WILLIAMS. Well, if that is the possibility, and you are quite

persuasive, I would think that the very nature of the hearing that
Senator Hart proposes in his amendment to this bill would lead to
even greater delay. Do you follow?
Mr. SCHMULTS. Yes, we would agree with your approach, and that

is to have a legislative hearing. We think that it is also consistent
with our approach that the decision as to when the hearing is to be
held should be left up to the SEC. It may then deal with conditions
as they arise. We would not want to impose any fixed standard on
the SEC in that regard.
So we are much cloSer ; indeed, we are in accord with your posi-

tion as to when the hearings are to be held.
Senator WILLIAMS. Obviously, you and the Department of the

Treasury have spent a lot of time on this. Are you prepared to put into
legislative language your ideas?
Mr. SCHMULTS. Certainly we have done this. We would be happy

to nresent something to Your staff if you desire.
Senator Wirr.TA-ms. We will look forward to and appreciate it. Thank

yon for an excellent statement.
Senator Biden ?

• Senator BIDEN. Thank you, Mr. Chairman.
I have one broad question. In the beginning of your statement, you

say. "And more specifically, the question whether the Securities and
Exchange Commission should be given a specific grant of power to
prohibit third market trading, in whole or in part, in the event adverse
consequences appear," and you go on from there.
When I heard that, I assumed that you were questioning not whether

or not they should be directed to exercise it, but whether or not they
should even have power and then you go on in your statement, if I
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understood you correctly, to sort of acknowledge that they should havethe power.
Can you clarify that for me?
Mr. SCHMULTS. Yes, I think the focus should be on the word "spe-cific" there.
Our position on S. 2519, is that the SEC, if that bill is enacted, wouldhave to deal with the problem. However, we are very conscious of theconcern of the New York Stock Exchange that, if the SEC is to imposea remedy requiring prohibition of third market trading, as I under-stand it, the New rork Stock Exchange would take greater comfort,and I certainly understand this, from seeing a specific provision inthe bill which would authorize the SEC to take such action. We haveno quarrel with that, even though we think the general powers in S..* 2519 are adequate; but we do have a quarrel with mandating, as Isaid earlier, a harsh remedy. We would like to see the problems whichconcern the New York Stock Exchange and this committee identifiedand then leave it to the SEC to fashion an appropriate remedy.
Senator BIDEN. But you do see it as one of the appropriate alterna-tives recommended for the SEC to be used in their discretion?
Mr. SCHMULTS. That's correct. If there is chaos whatever that maymean, and the only way to cure this, the only way 

chaos,
preserve the NewYork Stock Exchange, which over the years has been a superior mar-ket and has done a lot for our capital system, if that were the onlyremedy and the SEC decided in its administrative expertise that pro-bihition of third market trading was what was required, we would see

no problem with that. And so we would have the bill specify that this is
a possible remedy.

Senator BIDEN. Thank you; I don't have any further questions.
Senator WILLIAMS. Thank you.
Mr. SCHMULTS. Thank you very much.
Senator WILLIAMS. We have Mr. Thomas Kauper, Assistant Attor-

General, from the Antitrust Division of the Department of Justice.
Mr. Kauper, we will be interrupted with a call to go to the Senate

for a vote scheduled for 3 :30. We might as well get under way, just in
the event that something goes awry over there. It is not expected, but
once in a while it happens.
Mr. Schmults has indicated that the two Departments have been incommunication on this.
Mr. KATTPER. We have indirectly, Mr. Chairman.
Would you like me fo go into my statement first and then respond?
I think the record should show

' 
Mr. Chairman, that I am accom-

panied by Mr. Barry Grossman, who is Acting Deputy Assistant At-
torney General to the Antitrust Division.

STATEMENT OF THOMAS E. KAUPER, ASSISTANT ATTORNEY GEN-
ERAL, ANTITRUST DIVISION, DEPARTMENT OF JUSTICE, AC-
COMPANIED BY BARRY GROSSMAN, ACTING DEPUTY ASSISTANT
ATTORNEY GENERAL, ANTITRUST DIVISION

Mr. KAUPER. I am pleased to respond to this committee's request for
the Department of Justice views on S. 3126 and proposed amend-
ments to that bill offered by Senators Tower and Hart. S. 3126 would
empower the SEC, under specified circumstances, to restrict the trad-
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ing of listed securities to national securities exchanges, that is, to abol-
ish the third market. The proposed legislation appears to be based on
the concern that, at least prior to the implementation of a national
market system, the potential for third market trading under a fully
competitive commission rate system will cause the demise of the pri-
mary exchanges.
This concern was first expressed by the New York Stock Exchange

(NYSE) which proposed that S. 2519 be amended to require that all
itrading n listed securities be limited to the exchange markets. The

Department expressed its opposition to the NYSE's proposal in a
letter to this subcommittee, dated December 11, 1973. Subsequently, the
Department was requested by Senator Philip A. Hart to comment on
two draft proposals, one of which has now been introduced as S. 3126,
which would grant the SEC authority to eliminate the third market
under certain circumstances. We expressed our views on the subject in
a letter to Senator Hart, dated February 25, 1974, a copy of which was
furnished to the chairman.
In our letter of February 25, we stated that in the Department's

view, there is not sufficient reason to grant the SEC the authority to
eliminate the third market. The administration's position, based upon
its recently completed study of the capital markets, is reflected in the
testimony of the Treasury Department.
I would first like to address myself to the question of whether there

is a present need for conferring upon the SEC the power to prohibit
third market trading. Third market trading is not a recent phenome-
non the likely consequences of which are presently unknown to Con-
gress or the Commission. It is a method of doing business which over
the years has not caused any demonstrable public harm. On the con-
trary, the existence of the third market has provided significant public
benefits in terms of affording a means of avoiding the anticompetitive
trading restrictions of registered exchanges. Indeed, the Chairman
of the SEC has stated to this subcommittee that the third market has
been an "important source of competition in the securities market."
In view of the public benefits afforded by third market trading, we do
not believe that Congress should confer upon the SEC the authority
to prohibit such trading absent indications that it is likely to pose a
significant threat to important public interests in the future.
We are currently aware of no evidence which would substantiate

the claims of the New York Stock Exchange that the potential for
third market trading under fully competitive rates will seriously en-
danger the public interest in fair and orderly securities markets. In
a letter to this subcommittee, Chairman Garrett has stated that there
is "little chance" that a significant volume of orders will be diverted
from the primary exchanges upon the elimination of fixed rates prior
to the implementation of a central market system. We have reached
the same conclusion on the basis of evidence introduced in the Thill
case. The evidence introduced in that trial indicated that fixed rates
on the exchanges were responsible for a significant amount of the
trading that is now done in the third market, and that much of this
trading might return to the exchanges if fixed rates were eliminated.
The evidence introduced in that trial also indicated that the primary
incentive for membership on the NYSE is the right of direct access
to the trading floor. In view of the superior order flow on the ex-

•
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changes, the prestige factor of exchange membership, and the variousservice benefits offered by the exchanges, we believe that any concern
that third market trading will result in a significant impairment of
the exchanges' ability to provide necessary services to the public can
only be branded as highly speculative. We do not believe that Con-
gress should grant the SEC the extraordinary authority to prohibit
third market trading, which has been publicly beneficial, because there
is some remote possibility that such trading might harm the primary
exchanges.
The elimination of third market trading would appear to be in-

consistent with one of the principal objectives of S. 2519 which is
"to foster competition among market makers to the extent con-
sistent with t he protection of investors and the public interest." S.2519 appears to provide the statutory framework which would enable
the SEC to accomplish this objective. Thus section 18 of the bill vests
the SEC with authority to eliminate or prevent restrictions on access
and entry into the exchange market which constitute a "burden on
competition not necessary or appropriate" to the purposes of the act.
Similar authority is conferred upon the Commission to assure broker-
dealer access to stock quotation and stock transaction information,
which is a prerequisite for the functioning of a national market system.
Section 6 of the bill confers upon the Commission the authority to re-
quire an "open book" accessible to all market makers and to require
that limit orders anywhere in the system be fully protected as to pri-
ority and preference. Finally, in section 11, the SEC is granted au-
thority to assure equal regulation and responsibilities for market
makers irrespective of whether they operate on an exchange. Thus,
the subcommittee has already attempted to provide the SEC with
adequate authority to promote competition among market makers
with adequate protection for the public.
It has been suggested that enactment of S. 3126 would 'provide an.

incentive for the exchanges to eliminate anticompetitive rules and re-
strictions on competition between market makers. Apparently, it is
believed that the exchanges would voluntarily take such action in order
to persuade the SEC that no rule on a national securities exchange
unreasonably impaired the ability of any dealer to trade for his own
account, or unreasonably restricted competition among dealers in
listed securities or between specialists and dealers who are not special-
ists. We wish that we could share that viewpoint. However, we can-
not. 'S. 3126 does no specify which presently existing exchange rules
are unreasonably restrictive, therefore it does not require that any
particular present restrictions be abandoned. The past disinclination
of the exchanges to abandon restrictive trading rules prevents us from
believing that the exchanges would, on their own, quickly rid their
rules of all unreasonable restrictions absent clear congressional di-
rectives. In any event, the SEC in S. 2519 has been given substantial
powers to remove unreasonable burdens on competition between mar-
kets makers.

Senator WILLIAMS. I wonder if we could pause here and recess for
the vote.
[Whereupon, at 3:30 p.m., the hearing was recessed, to reconvene

at 4 this same day.]
Senator BIDEN. May the hearing come back to order, please.
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I am acting chairman in that Senator Williams is unavoidably
detained for a few minutes; and he will be back.
Possibly you can pick up where you left off, Mr. Kauper, in your

statement.
Mr. KAIWER. We recognize that one might reasonably feel that since

no one can be omniscent about the effects of future changes, it would
do no harm to provide the SEC with appropriate fail safe powers,
even if it was felt that such powers would never have to be used. How-
ever, we believe that enactment of S. 3126 might do some harm. It
is possible that the creation of such standby authority could operate
as a disincentive to achieving the principal goal of S. 2519—the crea-
tion of a national market system in an expeditious manner. An invita-
tion to the exchange community to request the SEC to use the power
that would be conferred upon it, an invitation likely to be accepted,
may misdirect the energies of the industry and the Commission away
from the establishment of composite tape and quotation systems,
clearing and settlement procedures and other steps necessary to the
development of a national market system. Uncertainty as to whether
third market trading will be allowed in the future would, of course,
complicate and delay these steps necessary to the effectuation of a
fair and efficient national market system.
A principal reason for the introduction of S. 3126 appears to be the

belief that if an unexpected danger to the public interest should arise
from third market trading under competitive rates, the SEC would
be able to act in a more expeditious manner than Congress. On con-
sidering the comparative question of expeditious resolution of an
unforeseen adverse effect upon investors, we merely observe that the
complexity of the issue is evidenced by the manner in which S. 3126
has been drafted. The bill would not authorize the SEC to act on the
occurrence of events the existence of which would be subject to simple
empirical observation. The Commission would be required to hold a
hearing and to make difficult findings as to whether any existing ex-
change rule unreasonably impairs or unreasonably restricts dealer
opportunities to trade for their own account or competition between
various types of dealers. Moreover, the Commission would have to
make findings to the effect that third market trading had or was about
to affect, in a manner contrary to the public interest, the fairness or
orderliness of the exchange markets or the ability of the exchanges to
carry out their responsibilities. These are not simple issues subject
to quick and easy determination. Presumably, any Commission deci-
sion would be subject to judicial review and possible remand to the
Commission. As a result, final Commission action under S. 3126 would
be expected to take a considerable amount of time, and rightfully so.
The safeguards which have been placed in S. 3126 are hardly super-
fluous. The drafters of the bill, and others who have proposed to
amend the bill, recognize that important issues are at stake for all par-
ties concerned, and that such safeguards are necessary to provide
assurance that any Commission action would, in fact, serve the public
interest.
Let me now respond to your request for our views on the provisions

of S. 3126 and the related amendments proposed by Senator Tower
and Senator Hart. If the subcommittee concludes that the Commission
should be granted amnesty to eliminate the third market, we strongly
urge that S. 3126 be revised in several important respects.
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There are five proposed amendments to section (e) (1) of S. 3126
that we feel should be adopted. First? both Senators Tower and Hart
proposed that the Commission be given the discretion, rather than
mandated to eliminate the third market upon making the requisite
findings. We believe that such an amendment should be adopted. Both
the SEC and the Department of the Trearsury have stated a similar
view. Clearly, the SEC should not be compelled to eliminate the third
market if in its judgment there is an alternative means of satisfying:
the goals of S. 3126 which would impose a lesser restriction on com-
petition. Second, we strongly support amending S. 3126 in a manner
proposed by Senator Hart to require the SEC to adopt the least anti-
competitive means available to preserve fair and orderly markets. We
can conceive of no public policy justification for allowing the SEC
to eliminate third market trading if the policy goals of fair and or-
derly markets can be secured by less anticompetitve measures. There
is just no reason to countenance an unnecessary limitation upon the
competitive benefits afforded by third market trading.
Third, we feel that the SEC should not be authorized to eliminate

third market trading upon finding a mere likelihood that adverse
consequences may occur. Senator Tower has proposed that the word
"likely" in clause (B) of section (e) (1) be replaced by a "substan-
tially certain" test and Senator Hart has recommended a "substantial
probability" test. Secretary Shultz has recommended substituting the
words "reasonably certain for the word "likely." The thrust of these
three proposals is that the word "likely" provides too superficial or
general a standard for judgment or belief for action which should be
taken only upon concrete and specific evidence that the market will be
impaired. In view of the severity of the action to be taken and the
need to provide a more concrete standard for judicial review, we be-
lieve that a stricter standard is necessary. Consequently, we support
the amendment proposed by Secretary Shultz.
Fourth, we support the amendment proposed by Senator Hart that

would require a hearing "on the record" in connection with a proposed
rule to eliminate the third market. We observe that in S. 2519 there
are at least six instances in which the bill requires the Commission to
conduct a hearing on the record. The common denominator for these
diverse provisions is the requirement for a full evidentiary type of
proceeding when the Commission, pursuant to its authority, must de-
cide on matters limiting or prohibiting the activities of the affected
party, which in turn could have a profound impact on the party's oper-
ations. These provisions affect, among others, all self-regulatory orga-
nizations including national stock exchanges. The authority granted
the Commission in S. 3126 to eliminate the third market is at least
comparable to its authority in section 18 of S. 2519 to withdraw the
registration of an exchange. We believe that third-market makers are
equally entitled to a full hearing before the SEC on a matter concern-
ing their very existence as an independent competitive force.

Finally, we support Senator Hart's proposed deletion of the lan-
guage in clause (B) of section (e) (1) of S. 3126 in which the fairness
and orderliness of the markets is identified exclusively with the ex-
change markets. The effect of the deletion would be to require the
Commission to evaluate the overall ability of the markets—including
the third market—to serve the interests of public investors. We believe
that this standard is consistent with the policy expressed in this sub-
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committee's report in which public investor interest is identified with
"stable and orderly markets with maximum capacity for absorbing
trading imbalances without undue price movements." The report ex-
pressly rejected a choice between auction" and "dealer" markets,
which we believe is the implication of clause (B) as presently drafted.
In this respect, we note that the SEC apparently agrees that the
determination of whether fair and orderly markets for trading listed
securities have been adversely affected should not be limited to exchange
markets.

Senator Hart has proposed several other amendments, the adoption
of which would, in our opinion, clearly serve the public interest. He
has proposed amending section (e) (3) of the bill to prohibit the Com-
mission from initiating a rulemaking proceeding until fixed rates
have been eliminated. S. 3126 as presently drafted would allow the
SEC to issue a rule prohibiting third-market trading on the very
day that fully competitive rates on exchanges are effected. As we
indicated in our letter of February 25, we feel that the SEC should
not be allowed to eliminate third-market trading in the absence of
evidence that the combination of fully competitive rates and third-
market trading Im caused or is about to cause serious public harm.
Such a significant restriction on a method of doing business which
has been publicly beneficial to date should not be allowed on the basis
of conjecture as opposed to actual market experience.
We also support Senator Hart's proposal to insert language at the

beginning of section (e) (1) of S. 3126 to provide that any Commission
rule to eliminate the third market must be "consistent with the other
provisions of this title." We interpret this clause as a means of sub-
jecting S. 3126 to the strictures of S. 2519. We view S. 2519 as a
mandate to the SEC to foster competition, and therefore we believe
that any decision of the Commission to eliminate a "substantial" source
of competition among marketmakers must be based on the conclusion
that an independent competitive Market is incompatible with the
objectives of S. 2519. In addition, we believe that Senator Hart's pro-
posed amendment to section (e) (2)—in which the phrase "priority
for orders of public customers" would be substituted for the term
"sequence"—provides preference and price priority for public in-
vestors.
Proposed section (e) (5) reaches beyond the specific objectives of

S. 3126 to codify what this subcommittee has recognized as the pre-
vailing law—that volitional anticompetitive rules or conduct of self-
regulatory organizations are immune from antitrust attack only if
they are found by an appropriate court to be necessary to make the
statutory scheme of securities regulation work, and then only to the
minimum extent necessary. We agree with this interpretation of the
law and feel that enactment of section (e) (5) would provide a clear
statutory expression of congressional intent.
I hope, Mr. Chairman, that this expression of the Department of

Justice's views will assist this subcommittee in determining the best
course of action to take on this important issue. We will, of course,
by happy to provide any further assistance that the subcommittee
desires.
Thank you, Mr. Chairman.
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Senator WILLIAMS. Thank you very much, Mr. Kauper. Looking
back over the years, we have been grateful indeed for the vigilance
and enlightened views of the Department on so many issues. We appre-
ciate your being here on this issue, as well. While you are not in
general agreement with the Treasury on some areas of the adminis-
trative side of the Government, or with the SEC, I am sure that your
input will be useful.
I didn't have the benefit of the continuity of your statement, so

I will defer to Senator Biden.
I appreciate Senator Biden's taking over.
Senator BIDEN. Thank you.
I would say that I think you made a very good case in the first nine

. pages of your statement for no legislation on this point but then you
went ahead and seemed to say "Congress ought to do something but it
will be anticompetitive, and as long as it is anticompetitive the Justice
Department had better do the responsible thing."
Now, it seems to me that you would have made your case very well if

you started on page 9. Do I understand that you didn't mean what
you said on the first nine pages?
Mr. KAUPER. Now, let me explain.
Our invitation from the chairman specifically asked us to address

a number of amendments which we tried to do on the assumption
arguendo that some such legislation would be enacted.
I think I should add, Mr. Senator, that the administration position

is that of the Treasury Department, which has testified preceding me,
so I don't know that I would read our feeling that there is no need
for the legislation and our comments on legislation as inconsistent in
view of the fact that we felt we should comment on the amendments
which have been offered.
Senator BIDEN. Let me see if I do understand that your preference

would be for no amendment whether it be Hart, Tower, Williams;
whomever. You think that the act as now drafted, S. 2519, is sufficient
as far as you are concerned; is that correct? There is no need for any
of this legislation?
Mr. KA-OPER. Well, Senator, in answering that question, I think we

have to ask sufficient to what end that is; if the question is would it be
sufficient to accomplish everything which this bill would give the SEC,
I think there is some serious doubt about that.

Senator BIDEN. Good point. In your opinion, would it be better not
to have any of the proposed amendments to S. 2519 because they
would have anticompetitive or potential antitrust implications?
Mr. KA UPER. When you say the amendments to S. 2519, I am not

quite sure what you-are referring to, Mr. Senator.
Senator BIDEN. You can tell that I am dealing with the Justice De-

partment and not the Treasury any more. I will try to be as specific
as I can. It's been a long time since I have been in court.
, In the first 9 pages or of your statement, you made, what seems to
me, to be a case for the position that to allow even the discretion to
reside within the SEC to eliminate the third market would be a viola-
tion of the law, that it would not be a power you would want to see
vested with the SEC.
Mr. KA-UPER. Well, certainly we have raised doubts about it, yes,

Senator.
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Senator BIDEN. OK, let us try it again. Would you rather the SEC
not even have discretion under any circumstances to eliminate the third
market.? Would that be your preference?
Mr. KAUPER. I think if I may put it in terms of my personal view,

that would be it. Yes sir.
Senator BIDEN. Now, I assume that is not the official position of

the Department?
Mr. KAUPER. No.
Senator BIDEN. I don't have any more questions.
Senator WILLIAMS. I'm a little troubled about your conclusion on

the possibility of delay in implementing the national market system

and that S. 3126 would effect the Commission's implementation of the
national market system. It seems to me that Senator Hart's approach
and method in dealing with this issue would add many years of delay
in achieving that system, and in coming to a conclusion on the
S. 3126 situation. If there is a problem of causing a delay, it would
seem that the Hart proposal, which you support, would exacerbate
the situation.
Mr. KAUPER. Well, let me comment on that. I think that the thrust

of our testimony, at least the doubt that we raise, is in substantial
matter on the question of delay, but it seems to me if a decision is
made to leave the option open to the SEC, that once that decision has
been made with the attendant possibility of delay which that in and of
itself may create, that then it becomes necessary or should be the
case that the hearing should be a full hearing.
Now, I think I would have to concede, Senator

' 
that that may add

some additional element of delay to it, but I think consistent with the
circumstances of S. 2519, where that sort of hearing is called for, this
is a similar kind of judgment which is being called for, and I think I
view it more as a question, if such a decision is going to be taken of how
one best gets the information and best protects the rights of those who
do, after all, have a rather distinct involvement in this question.
But I think I would have to conclude that a full evidentiary hearing
may be somewhat slow. I think that's true.
Senator WILLIAMS. Does the evidence that will be produced at this

kind of a hearing lend itself to the opportunity for cross-examination?
Aren't these really policy judgments?
Mr. KAUPER. Well, I think, Mr. Chairman, that depends to a degree

on what one anticipates the issues are going to be. The statute as pro-
posed is not altogether clear here on what sort of inquiry, for example,
one would have to make to determine whether this unreasonably re-
stricts competition.
Obviously, how one perceives the issues depends upon your judg-

ment here. It depends on that, but I think in the way the bill is pres-
ently drafted there will, for example, likely be testimony on what
firms intend to do, what firms intend to leave the market.
That, it seems to me, is certainly a question which is 'appropriate for

cross-examination.
Senator WILLIAMS. Well, it would seem to me that it is certainly an

easy factual situation. It doesn't lend itself to too many questions of
credibility and so forth. They are either exchange members or not
members. They are dues-paying members or they are not. There are
certain questions as to whether small investors have an auction market.
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For example, where they just cannot get their orders to buy or sell
executed. That's the orderly market.
Now, that, I suppose, lends itself to some kind of a forum for evi-

dence taking.
Mr. KAUPER. Yes, I think that's possible.
Senator WILLIAMS. How would you describe a market that is not

orderly? One in which people cannot get their orders taken?
Mr. KAUPER. Yes, that certainly is one possibility.
Senator WILLIAMS. One in which members are leaving the exchanges

and there is an erosion of the auction market and only a dealer market
remains?
Mr. KAUPER. Well, I think obviously when we have what is sort of

a word of art, in which nobody is quite sure what the meaning is, sua
as orderly market. One of the experiences we have had in this kind
of issue was during the T h,ill trial where we had considerable testimony
about intentions of firms with respect to the market. We had a great
deal of expert testimony, and I think that an examination of that
record would very likely show the great merit of cross-examination
with respect to this testimony.
Now, perhaps I'm being overly leery and that was, of course, a trial,

but it's still a question of facts and a question of opinion in terms of
expert testimony where it seems to me that type of procedure is very
worthwhile.
Senator WILLIAMS. Frankly, it was not on our minds to have a

remedy here that is of an anticompetitive nature. The requirement
that all listed securities be traded on an exchange and other provisions
of the legislation specifically designed to insure that third market
makers could conduct their customary operations on an exchange
marketplace, would preserve this kind of competition. Do you think
that this is not our intention?
Mr. KAUPER. Well, I think our concern with respect to the effect on

competition can be put on two somewhat different levels. First, there
is, I think, .within your question, an assumption that the action taken
by the SEC pursuant to this bill, if it were taken, would be after a
determination that there were no significant restraints remaining on
competition between dealers and so on.

Senator WILLIAMS. Yes.
Mr. KAUPER. I think in a purely practical world because those criteria

are not defined that sharply in the bill. There is some question as to
how the SEC would resolve those issues, and whether one would truly
have a completely competitive situation.
The second is a concern, I think, for the 
Senator WILLIAMS. You see some ambiguity?
Mr. KAUPER. No; I don't think I would say that on the record of

the subcommittee's bill as such. I think I see it in the sense that we're
being asked to project whether the SEC would find, when it is asked
to make a determination, that a particular rule does or does not un-
reasonably impair competition. I do not know what rules that would
involve or what kind of judgments the SEC would make on those
issues, and whether they would end up with a situation which was
truly competitive, would ultimately depend on their resolution of
those issues and their administrative proceedings.
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I think the second concern would be for the third market, itself.
As I recall, Senator Biden asked this question of Chairman Garrett,
whether this would have some kind of anticompetitive consequences.
I think his answer was, "Yes." I would have to concede that it might,
and as I recall the discussions the emphasis there was on the fact that
the third market has provided a kind of an innovative force in this
present recent history and that there is a concern that that would be
eliminated simply as the third market presently exists. I think one
never can be totally sure what the elimination of a competitive alter-
native means as practical consequence.
We go on the assumption that normally we like competition. We

aren't quite sure what the result is going to bring, and that's one of the
good things about it. I think for that reason we have a concern with
respect to its elimination as well.
Senator WILLIAMS. As I understand your position here, if there is

to be legislation dealing with this possibility, you would have the De-
partment of Justice in a position of overriding SEC determinations
and even vetoing them?
Mr. KAITPER. No, Mr. Chairman. Our statement did not address that

amendment offered by Senator Hart. I think my own feeling on that
particular amendment, much as I suppose that a bureaucrat likes to
think that he should have that authority, is somewhat to agree with
Chairman Garrett, that it would be a little unseemly for the Attorney
General to have the authority simply to override an independent reg-
ulatory agency. I would contemplate that it is certainly entirely possi-
ble that we would participate in the proceeding to present views to
the Commission, but I think simply as a question of the separation of
the relationship between the executive branch and the independent
agency I would find it very hard to justify a veto.
Senator WILLIAMS. I don't think I have any more questions.
Senator BrDEN. I have one more question, Mr. Chairman.
What judicial remedy, if any, would be available to the Exchange if

it was determined after all of the things that are set out that the third
market should not be eliminated, or conversely, what are the options
available to the third market if it is determined that it should be?
Mr. KAIIPER. Let me take the first of your hypothetical problems

first, which would be that a judgment is made by the agency that there
is no basis for proceeding under this bill.
Now, I would assume that normally speaking there probably is not

much by the way of judicial remedy available on that determination.
Particularly now, I suspect that Chairman Garrett, in his testimony,
might have been worrying about that when he talked about the ques-
tion of whether the word "shall" shall be in there; whether there is any
way the court can somehow compel the SEC to take action. I'm not
sure of the answer to that, but I think if it is a discretionary matter
it would be rather difficult to secure review.
On the. other hand, if the decision were made to take the steps

desoribed here, I would suppose that the Commission's order would be
reviewable just as any other order. I suppose—correct me if I am
wrong—but I suppose it would be under the judicial review proceed-
incrs of S. 9519 if it were enacted.

Senator BIDEN. S. 2519, meaning the main bill?
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Mr. KAIIPER. That would be the review procedure in the court of
appeals.
Senator BIDEN. Okay. Thank you very much.
Senator WILLIAMS. Thank you, Mr. Kauper.
Mr. Jones.

STATEMENT OF T. LAWRENCE JONES, PRESIDENT, AMERICAN
INSURANCE ASSOCIATION, ACCOMPANIED BY WALTER D. VIN-
YARD, JR., COUNSEL

Mr. JONES. Senator, we have some summaries. We couldn't get all of
the material, but I think we have the relevant portions for your dis-
cussions here today.
Senator WILLIAMS. This is all statistical, isn't it?
Do you have any objection to the request of the subcommittee made

more than 2 weeks ago?
Mr. JONES. No, sir. We have sent it to our companies, and we have

asked them to furnish us with the information. They said it would
take them some time to do it.
Senator WILLIAMS. Do you know how long that is going to take?
Mr. VINYARD. Senator Willams, if I could respond to that; we have

gotten some data over the telephone in the past 2 or 3 days. I believeit will take several more weeks for our members throughout the coun-try to give us this data.
Senator WILLIAMS. Aren't your viewpoints on this legislation drawn

from experience, and isn't experience the basis for this information?
Am I right or wrong?
Mr. VINYARD. To a certain extent. We can give you an estimation

of the degree to which our members trade in the third market as to
share volume for each year. It takes a long time to go back through
records and compile that particular information.
Dollar volume is somewhat easier to do, and in the opinion of some

of our executives is more meaningful. That's where the problem is.
Percentages are easier to estimate.
Mr. JONES. In the last 3 years it's been—the percentage has been 9

to 10 percent of the dollar volumes of our trade that have been on the
third market.
Quiet frankly, in 1974, in fact in the last 6 months, it's been much

lighter than that, almost half that much, and that goes out of a con-
cern of our member companies to put as many trades through the
member brokers as they can. They are aware that the volume is low
on the major exchanges.
Mr. VINYARD. I will be glad to read that into the record, the data

that we have available at this time.
Senator WILLIAMS. What was that last statement? I thought you

were going to say just the opposite.
You say the volume on the exchanges is lower?
Mr. JONES. Yes, our part of the trading has been lower during 1973

and also in 1974.
Senator WILLIAMS. You are increasing your trading, and you

have 
Mr. JONES. No, we're increasing our trading on the exchanges. The

proportion
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Senator WILLIAMS. That's not the way that came out.

I must have heard you wrong. Now, let's just state it absolutely. 
Your

trading on the exchange is increasing.
Mr. JONES. Yes.
Sir, I'd like to just file our statement in full; and, if I may, I'

ll only

read portions of it, and I will identify when we omit some 
of the

material.
Senator WILLIAMS. All right (see p. 58).
Mr. JONES. My name is T. Lawrence Jones, and I am presiden

t of

the American Insurance Association. I am here today to present
 the

views of our members on S. 3126, and on two suggestions by Sena
tor

Tower.
In his floor statement, Senator Williams explained the bill is de-

signed to give the Securities and Exchange Commission (SEC) ade-

quate powers to deal with any crisis that may result from continued

trading in the third market after fixed commission rates have been

eliminated, while assuring no anticompetitive impact on present

third market firms. As investors, our principal concern is that S.

3126 contain adequate safeguards so that no action taken under the

bill could lessen the capability of dealers now operating off the floor

of a stock exchange to make markets in listed securities.
The continued ability of third market dealers to handle institutional

orders with the same degree of efficiency and flexibility which they now

possess is important to the members of our association.
Third market firms are one of the few sources of competition with

the specialist system on the New York Stock Exchange (NYSE) for

making markets in common stock. Together with member firms which

position blocks of stock, third market dealers enable institutions to

trade in a manner least likely to disrupt the marketplace.
As financial institutions have grown, and as members have increas-

ingly chosen to invest through professional managers, the specialist

system for making orderly markets in common stock has not changed;

and, if I may add a comment, Senator, I think that's a terribly im-

portant point. The specialist system was established to handle many

small trades. They have not adjusted to the institutional trading,

and it's a very serious problem with us; and that is the reason that

the third market dealer is so imporant and the reason that we need
that system.
Large dealer firms have developed the practice of negotiating trades

off the exchange floor to meet this need. If the dealer regularly quotes

a two-sided market in a security, he is called a market maker. Dealers
which are members of the New York Stock Exchange, and which ne-

gotiate trades "upstairs,"  or off the exchange floor, are required by
exchange procedures to take a completed trade to the floor in order
to "cross" it for execution with the specialist which holds a monopoly
to make markets for particular stocks on the floor.
If the dealer not only negotiates the transactions off the floor, but

also executes it without participa ti on of an exchange specialist, he is
said to operate in a "third market" for listed stocks.
Although the member dealer and the third market dealer operate

in the same way, and compete for some of the same business, when
the member dealer executes on the exchange floor, procedures require
the exchange community to collect two commissions from customers
on the transaction—one from the buyer, and one from the seller. If
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the dealer finds both sides of the transaction, it gets two commissions.
If not, another firm receives the second commission. In addition to
those commissions, the specialist may earn three separate fees when
participating in the transaction. If the specialist supplies part of the
passive side of a transaction in his capacity as a dealer, he receives
a dealer's commission to the extent of his participation. The specialist
may also receive two types of floor brokerage apart from the dealer's
fee. The first is paid if any limit orders on his book participate in
the block transaction. The SEC's Institutional Investor Study found
that limit orders usually receive the benefit of any block discount or
premium. In some situations, the Study said they do not. The Study
also observed that stop orders received disadvantageous executions
at times. The second type of floor brokerage is paid to the specialist
in a block transaction by a dealer even though the dealer is repre-
sented at the post on the floor. In some cases, the Study reported such
writeouts were earned by the specialist in return for his role as a
finder in the block transaction. In specific instances, however, the
Study concluded these "writeouts" raise regulatory questions, "partic-
ularly with respect to the independence of at least some specialists'
administration of the retail market."
I have outlined the commissions and floor brokerage required by

exchange rules at some length because the fact they apply to member
dealers and not to third market dealers is the basic distinction, and,
perhaps the only qualitative distinction between the two types of
firms, both of which are so important to institutional investors. When
we hear some spokesmen in the securities industry call for restrictions
upon third market dealers, what we suspect they are really saying is
that all dealers should be subject to the exchange's requirements on
fixed dealer commissions and floor brokerage fees.
Now, Senator Biden, I think that is the chaos that they refer to:

that there are not fixed dealer commissions and floor brokerage fees
on third market transactions.
The suggestion that all trading in listed stocks should be required

to take place on an exchange is usually based on the fear that includ-
ing third market dealers in a composite quotation system will
eliminate the auction market on at least one side of each trade. There
is serious question, however, of the extent to which trades are pres-
ently "auctioned" on the exchanges themselves. This subcommittee's
study found the percentage of trading on the New York Stock
Exchange where a member firm acted as dealer on one side of the trade
increased from 28.8 percent in 1945 to 45.1 percent in 1971. Inclusion
of third market dealers with member firm dealers would not signifi-
cantly affect this degree of dealer participation at present. Trading
in the third market now equals approximately 7 percent of the total
NYSE volume.
The fears of the exchange community, therefore, seem to be based

more on statements by some of the largest, nationwide brokerage
firms that at some future time they might consider doing most of
their trading off the exchange floor. Certain recent articles in the
financial press have stated Merrill Lynch has the capability to cross
orders in house. It would seem appropriate for the subcommittee to
invite these brokerage firms to testify on why they might consider
leaving the exchange floor.
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The greatest incentive for exchange membership would always seem
to be the ability of member firms to achieve the best execution of cus-
tomers' orders on the exchange floor. The greatest disincentive would
appear to be a system of fixed floor brokerage and anticompetitive
rules which seem to impede growth of a strong market-making capac-
ity on the floor.
As the subcommittee has previously stated, "the question . . . is not

whether the public is better served by an auction or a dealer market,
but what features of those two markets should be preserved in the
developing central market system."
We believe the correct balance between auction and dealer markets

has been found in S. 2519, the National Securities Market System Act.
Last November, I appeared before this subcommittee to testify in
strong support of S. 2519. Our companies were encouraged when the
committee reported that bill to the Senate floor in the form in which
it emerged from this subcommittee. S. 2519 is one of the few bills we
have addressed without suggesting improvements. We hope the bill's
sponsors will be able to carry S. 2519 forward, and its momentum
will not become disrupted by these hearings on S. 3126.
Now, if I can skip over to page 7, the last paragraph on that page.
In light of the broad authority over third market and member firm

dealers which S. 2519 grants to the SEC it is questionable whether
additional power is needed for the SEC to deal with any possible
problems which could arise from third market trading after fixed
rates are eliminated. Any conceivable ambiguity could be resolved by
appropriate language in the committee's report on S. 2519, rather than
proceeding with a new bill, or a floor amendment to S. 2519.
The decision whether to take an order to a member firm dealer or to

a third market dealer is necessarily a subjective one. Each trade has
certain variables, and the dealer likely to offer best execution in a
particular situation will receive the order.
Third market firms during the past 4 years have annually received

approximately 10 percent of the total common stock transactions from
our members. Approximately the same amount has been executed
through affiliated brokers on regional exchanges. Our members use on
the average 10 different third market firms.
The traders in our companies say third market firms are quite coin

petitive with member firms in executing institutional orders which do
not require a dealer to take a very large position in the stock. Larger
transactions may require the capital which a few member firms are
capable of committing.
During 1973 there has been a noticeable decline in trading by our

companies in all markets due to the general economic conditions. Third
market firms appear to have felt this as much, if not more, than mem-
ber firms. One of our companies, for example, reports its percentage of
trades in the third market has declined from 9.2 percent in 1970 to
4.7 percent in 1973. Trading through affiliated broker-dealers appears
to have decreased along the same lines.
Some of our members quite definitely are using all of their com-

mission dollars in this difficult period to compensate brokerage firms
which offer both good research and adequate execution. Based on our
conversations in recent weeks with our investment officers, I would say
the brokerage firm most likely to receive orders from our companies
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today is the one which is capable in both research and execution. Since
there is less trading, commissions during 1973 seem to have gone to
firms with more than one area of expertise. Other services such as good
handling of bonds and new issues are also important. The exchange
community, therefore, should not think insurers are unmindful of their
well being. Our portfolio managers have consciously directed more
commission dollars towards member firms during a difficult year.
Our concern for capable member firms, of course, does not lessen our

belief that competition between market makers would result in stronger
securities markets and more vigorous investor interest. In our opinion,
attacks by member firms against nonmember firms does little to en-
courage investors to participate in the marketplace.
While third market firms account for a relatively small percentage

of our companies' trading in listed stocks, they are more important
than their market share would indicate because they introduce more
competition into the execution and clearance of institutional orders.
Our companies have found they cannot always depend on block posi-
tioners to handle a transaction, and specialists frequently do not have
the capital to risk in a large trade. The third market, therefore, is a
useful and often an essential market maker for listed securities. Any
efforts to conform its trading procedures to those on exchanges would
weaken the market for institutional transactions, and by doing so
would result in less liquid and orderly markets for all investors.
While we believe the authority in S. 2519, is more than adequate

for the SEC to deal with any situation which might arise after the im-
plementation of fully competitive commission rates, we would have no
objection to S. 3126 if it were amended to provide safeguards so that
any action taken under its authority would not lessen the ability of
third market dealers to trade listed stocks. We have every confidence
in the present membership of the SEC. but we remember actions or
nonactions by past Commissions which did not promote competition in
this area. Examples are rule 19b-2, the exclusion of listed stocks from
NASDAQ, and the addition of subsection (b) to NYSE Rule 394.
We support Senator Tower's suggestions, while we wish they went

further, they are a sound step in the right direction. Senator Hart of
the Subcommittee on Antitrust and Monopoly has also published an
amendment to S. 2519 in the Congressional Record of March 19 to
elicit comments during these hearings. Senator Hart's amendment pro-
vides the type of safeguards which we feel are necessary if the SEC is
to receive the authority provided by S. 3126. We respectfully request
the members of this subcommittee to give the Hart suggestions serious
consideration.
Now, if I could skip in the statement, Senator, over to page 13, with

the last paragraph beginning on page 13.
If the exchanges want third market dealers to become members, the

way to attract them is to end fixed floor brokerage rates and anticom-
petitive rules which prevent competitive market makers from operat-
ing on the floor. In the past, the problem has not been so much the spe-
cific language in the rules as the way they have been administered. The
history of NYSE Rule 394 is an example. Rule 394 requires member
firms to obtain permission of the exchange before effecting a transac-
tion in a listed stock off the exchange either as principal or agent.
Member firms are thereby prevented from dealing with third market
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firms. A SEC study of the rule in 1964 questioned its compatibility
with the 1934 act, and its validity under the antitrust statutes. As a
result, subsection (b) was added to rule 394 so that members could deal
with third market firms under certain conditions. The conditions are
rather lengthy, and have been satisfied only twice since adoption.
The New York Times carried an article February 2, 1973, on the

circumstances surrounding one of the two occasions when a trade
was executed in the third market by a member firm. Although the
procedures required in rule 394 were satisfied, and approval granted
by a floor governor, the chairman of the exchange is alleged to have
ordered that he must personally approve any future off-board trades.
Because of this background, we believe subsection (e) (1) (A)

would be more effective if it covered rules and practices of any na-
tional securities exchange. It would also be helpful if the report on
his subsection focused specifically on NYSE Rules 394 and 113.
Rules 113 and 394 appear to discourage competition among exchange

members. Rule 113, which prevents a specialist from dealing directly
with an institution, preserves customers' orders for other exchange
members. In return, the other members agree through rule 394 not to
compete with the specialist as market makers. Rule 113 also rep-
resents an accommodation between "upstairs" block positioners and
specialists.
The original intent of rule 113 was to lessen the possibility of mar-

ket manipulation by specialists. Although the rule may well serve a
valid regulatory purpose today, it would have little justification in
the marketplace which should evolve if S. 2519 becomes law.
One large factor in the willingness of third-market firms to risk

capital and position stock—one of the major factors—is their knowl-
edge institutions will continue to deal with them on a regular basis.
Specialists are probably reluctant to assume a similar role because
they cannot contact the institutional market. If exchanges would allow
competing marketmakers on their floor, there might be no regulatory
need for rule 113. We believe this is a matter which requires care-
ful examination by all concerned parties. The subcommittee may wish
to elicit further testimony on this point before reporting S. 3126.
I very much appreciate the opportunity to appear today before this

distinguished subcommittee. Your study of the securities industry,
and the three major bills resulting from it, have attracted much favor-
able comment among our membership. We are confident as a result of
these hearings that you will come forward with a reasonable and ob-
jective approach toward third-market trading. I shall be glad to answer
any questions you may have, Senator Biden.
Senator BIDEN. The chairman had to leave, so if you don't mind, I

would like to ask a few questions.
First of all, thank you for your confidence. It is often that every-

one has that much confidence in us.
My primary question is: do you think that the elimination

of fixed rates will lead to an increase in the amount of business your
members do in the third market?
Mr. JONES. The decision to take a trade to the third market is, as

we said, a subjective one; and it depends what kind of trade you have.
Our experience has been that a trade, say, of 3,000 shares of a stock

worth about $50, you would be more than likely to take to a third
market.
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Maybe if you had 10,000 shares of a stock worth around $50 a
share, you would be more likely to go to one of those member dealers
who cross shares like Solomon Bros., where a lot of capital is re-
quired for the dealer to be able to cross the transaction.
It is generally felt that competitively determined or economically

determined rates would increase the amount of trading on the
exchanges.

There are other factors that have to be weighed. The specialist sys-
tem is just not adjusting to meet the needs of the institutional in-
vestors. That's the reason we have developed these alternatives.
If we could have Mr. Vinyard add a comment to that, Senator

Biden, I would appreciate it.
Mr. VINYARD. Senator Biden, I know that there may be a great deal

of testimony to the effect that the third market attracts business be-
cause it's cheaper, because they are not under the fixed rate system.

Conversations with executives in our companies who determine these
matters indicate that is not a major factor. The major factor is where
the best marketmaker is for the particular trade.
For an order of 1,000 shares or less of a $50 stock listed on the

New York Stock Exchange, the trade is likely to be taken to a regional
exchange if the insurance company has an affiliated broker on that
exchange, because there is a capacity on the floor of that exchange to
handle that size order.
When you get into larger orders, including an order from 1,000

shares to 10,000 shares of a $50 New York Stock Exchange security,
then our companies tell us it's a very competitive situation as to
whether the order will go to a third-market firm or to a New York
Stock Exchange member firm, depending on who offers the best execu-
tion at that particular time.
Senator BIDEN. You mean within the best execution for the larger

transactions?
Mr. VINYARD. No, sir. I mean the ability to position the stock. If

he has to risk some of his own capital, that's the major factor.
Senator BIDEN. So is it fair to say then that the elimination of fixed

rates will have a negligible effect on the way your members trade listed
securities?
Mr. VINYARD. Well, it certainly will stop the practice of taking

trades to regional exchanges to avoid the fixed rates on the New York
Stock Exchange.
Senator BIDEN. You just got finished telling me that you really don't

do that.
Mr. VINYARD. For orders under 1,000 shares.
Senator BIDEN. How about orders under 1,000 shares?
Mr. JONES. We will go to the New York Stock Exchange more often

on trades less than a thousand.
Senator BIDEN. On trades less than a thousand, your members would

most likely 
b
cro to the New York Stock Exchange more often with the

elimination of fixed rates?
Mr. VINYARD. Senator Biden, there is one other category that I

didn't discuss with you.
Senator BIDEN. Let us discuss it.
Mr. VINYARD. If you get into unusual transactions of over 10,000

shares of a $50 stock, in that situation it would probably be taken to
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a New York Stock Exchange member firm, a large dealer that can

commit substantial capital at risk, Solomon Bros. or Goldman Sachs.

I just wanted to make that clear.
Senator BIDEN. But the reason for going there again to get back to

my original question, really has nothing to do with the rates. It has

to do with the ability to commit capital.
Mr. VINYARD. Principally.
Mr. JONES. The specialists with the limited capital they have on

the New York Stock Exchange are not prepared to handle large insti-

tutional trades. You are maybe aware that before rule 19B2 that a

number of our member companies had become members through affili-

ated brokers of the PBW Stock Exchange.
Senator BIDEN. I am delighted to see that as far as your members

are concerned it is not of consequence whether or not trades are for

more or less than a thousand shares.
Mr. JONES. Well, when we went to the PBW Stock Exchange, we

started making trades there because about 41 institutions had gone

down and made trades in those denominations, so there were enough

traders. We were studying the specialist system there, and considering

financing it so that they would have adequate capital to handle these

size transactions, but rule 19B2 discouraged our people from exploring

that.
Senator BIDEN. I understand that.
Mr. JONES. If I could go to one of your questions, we would say that

iS. 3126 is not necessary. We think there are adequate powers n S.

2519. We thought all of these problems were solved when this com-

mittee unanimously reported S. 2519. Our other comments about how

to change S. 3126 are because the invitation asked us to address our-

selves to that.
Senator BIDEN. I understand that. One last thing. If the elimina-

tion of fixed rates does anything at all in determining where your

members go, it's likely in your opinion to move them to the floor of

the stock exchange rather than away from the floor.
Mr. JONES. Yes, sir.
Senator BIDEN. I have been informed by the staff that the chairman,

Senator Williams, would like to know a date by which you anticipate

having the information requested?
Mr. JONES. Two weeks from today.
Senator BIDEN. Thank you very much. The hearing is adjourned

until tomorrow at 2.
[Whereupon, at 5:05 p.m. the hearing was adjourned, to reconvene

at 2 p.m. on Thursday, March 28,1974.]
[Mr. Jones' complete statement, and a letter received from Mr.

Vinyard, follow:]

STATEMENT OF T. LAWRENCE JONES, PRESIDENT, AMERICAN INSURANCE ASSOCIATION

My name is T. Lawrence Jones, and I am President of the American Insurance

Association. I am here today to present the views of our members on S. 3126,

and on two suggestions by Senator Tower.
In his floor statement, Senator Williams explained the bill is designed to give

the Securities & Exchange ,Oommission ( SEC) adequate powers to deal with

any crisis that may result from continued trading in the third market after

fixed commission rates have been eliminated, while assuring no anticompetitive

impact on present third market firms. As investors, our principal concern is
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that S. 3126 contain adequate safeguards so that no action taken under thebill could lessen the capability of dealers now operating off the floor of a stockexchange to make markets in listed securities.
The continued ability of third market dealers to handle institutional orderswith the same degree of efficiency and flexibility which they now possess is im-portant to the members of our Association.
Third market firms are one of the few sources of competition with the spe-cialist system on the New York Stock Exchange (NYSE) for making marketsin common stock. Together with member firms which position blocks of stock,third market dealers enable institutions to trade in a manner least likely todisrupt the marketplace.
As financial institutions have grown, and as individuals have increasingly

chosen to invest through professional managers, the specialist system for makingorderly markets in common stock has not changed. Large dealer firms have de-veloped the practice of negotiating trades off the exchange floor to meet thisneed. If the dealer regularly quotes a two-sided market In a security, he is calleda market maker. Dealers which are members of the New York Stock Exchange,and which negotiate trades "upstairs," or off the exchange floor, are required byexchange procedures to take a completed trade to the floor in order to "cross"it for execution with the specialist which bolds a monopoly to make marketsfor particular stocks on the floor.
If the dealer not only negotiates the transaction off the floor, but also executesit without participation of an exchange specialist, he is said to operate on a

"third market" for listed stocks.
Although the member dealer and the third market dealer operate in the same

way, •and compete for some of the same business, when the member dealer
executes on the exchange floor, procedures require the exchange community
to collect two commissions from customers on the transaction—one from thebuyer, and one from the seller. If the dealer finds both sides of the transac-
tion, it gets two commissions. If not, another firm receives the second com-
mission. In addition to those commissions, the specialist may earn three separate
fees when participating in the transaction. If the specialist supplies part of the
passive side of a transaction in his capability as a dealer, he receives a dealer's
commission to the extent of his participation.
The specialist may also receive two types of floor brokerage apart from the

dealer's fee. The first is paid if any limit orders on his book participate in the
block transaction, The SEC's Institutional Investor Study found that limit orders
usually receive the benefit of any block discount or premium. In some situations,
the Study said they do not. The Study also observed that stop orders received dis-
advantageous executions at times. The second type of floor brokerage is paid to
the specialist in a block transaction by a dealer even though the dealer is repre-
sented at the post on the floor. In some cases, the Study reported such "writeouts"
were earned by the specialist in return for his role as a "finder" in the block
transaction. In specific instances, however, the Study concluded these "writeouts"
raise regulatory questions, "particularly with respect to the independence of at
least some specialists' administration of the retail market."
I have outlined the commissions and floor brokerage required by exchange

rules at some length because the fact they apply to member dealers and not to
third market dealers is the basic distinction, and, perhaps the only qualitative
distinction between these two types of firms, both of which are so important to
institutional investors. When we hear some spokesmen in the securities industry
call for restrictions upon third market dealers, what we suspect they are really
saying is that all dealers should be subject to the Exchange's requirements on
fixed dealer commissions and floor brokerage fees.
The suggestion that all trading in listed stocks should be required to take

place on an exchange is usually based on the fear that including third market
dealers in a composite quotation system will eliminate the auction market on at
least one side of each trade. There eliminate the auction market on at least one
side of each trade. There is serious question, however, of the extent to which•
trades are presently "auctioned" on the exchanges themselves. This Subcommit-
tee's study found the percentage of trading on the New York Stock Exchange
where a firm acted as dealer on one side of the trade increased from 28.8% in
1945 to 45.1% in 1971. Inclusion of third market dealers with member firm deal-
ers would not significantly affect this degree of dealer participation at present.
Trading in the third market now equals approximately seven percent of the
total NYSE volume.
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The fears of the exchange community, therefore, seem t
o be based more on

statements by some of the largest, nationwide brokerage firms
 that at some future

time they might consider doing most of their trading of
f the exchange floor. Sev-

eral recent articles in the financial press have stated 
Merrill Lynch has the

capability to cross orders in house. It would seem app
ropriate for the Subcom-

mittee to invite these brokerage firms to testify on why the
y might consider leav-

ing the exchange floor.
The greatest incentive for exchange membership would 

always seem to he the

ability of member firms to achieve the best execution o
f customers' orders on the

exchange floor. The greatest disincentive would appear t
o be a system of fixed

floor brokerage and anticompetitive rules which seem
 to impede growth of a

strong market-making capacity on the floor.

As the Subcommittee has previously stated, "the que
stion . . . is not whether

the public is better served by an "auction" or a "deale
r" market, but what features

of those two markets should be preserved in the d
eveloping central market

system."
We believe the correct balance between "auctio

n" and "dealer" markets has

been found in S. 2519, the "National Securities Mark
et System Act." Last Novem-

ber, I appeared before this Subcommittee to testify 
in strong support of S. 2519.

Our companies were encouraged when the Committ
ee reported that bill to the

Senate floor in the form in which it emerged from this
 Subcommittee. S. 2519 is

one of the few bills we have addressed without s
uggesting improvements. We

hope the bill's sponsors will be able to carry S. 2519 fo
rward, and its momentum

will not become disrupted by these hearings on 5.3126
.

S. 2519 provides the SEC with authority to facilita
te development of markets

where buying and selling interests will be centr
alized, and undue price move-

ments avoided. Transactions in the third market woul
d be integrated with ex-

change transactions through a composite tape. Secti
on 11 of S. 2519 would amend

Section 15(c) of the Securities Exchange Act of 1934
 (the Act) to extend the

SEC's authority over third market dealers. S. 470, wh
ich we supported, and which

passed the Senate on June 18, 1973, provides the
 SEC with authority to require

all broker-dealers trading for their own acco
unt to yield priority, parity and

precedence to all public orders. S. 2519 would furthe
r amend Sections 11(b) and

15(c) (6) of the Act to authorize the SEC by rule to
 require or permit disclosure

of any limited price order placed with any dealer
, whether an exchange member

or a third market firm. S. 2519 recognizes a strong 
national market system will

not be possible unless vigorous competition is encouraged 
between all market

makers. The SEC, moreover, would have specific authority und
er the bill to re-

quire third market dealers to make tight and continuous market
s (Section 15(c)

( 6) as amended by Section 11 of S. 2519). The purpose of
 integrating all market

makers into a single system is not to make them all do business 
in the same way,

but rather to enable investors to take fuller advantage of the distinc
tive contri-

butions each group makes. With this in mind, Section 7 of S. 2519 directs the SEC

in new Section 11A (k ) of the Act to take steps to assure that all mark
et makers,

both on the exchange and in the third market, are subject to equal regulati
ons to

the extent that such persons are similarly situated in terms of the purpos
es of

such regulations.
In light of the broad authority over third market and member firm dealers

which S. 2519 grants to the SEC it is questionable whether additional power is

needed for the SEC to deal with any possible problems which could arise from

third market trading after fixed rates are eliminated. Any conceivable ambiguity

could be resolved by appropriate language in the Committee's report on S. 2519,

rather than proceeding with a new bill, or a floor amendment to S. 2519.
The decision whether to take an order to a member firm dealer or to a third

market dealer is necessarily a subjective one. Each trade has certain variables,

and the dealer likely to offer best execution in a particular situation will receive

the order.
Third market firms during the past four years have annually received approxi-

mately ten percent of the total common stock transactions from our members.
Approximately the same amount has been executed through affiliated brokers on
regional exchanges. Our members use on the average ten different third market

firms.
The traders in our companies say third market firms are quite competitive with

member firms in executing institutional orders which do not require a dealer to
take a very large positiOn in the stock. Larger transactions may require the capi-
tal which a few member firms are capable of committing.
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During 1973 there has been a noticeable decline in trading by our companies in
all markets due to the general economic conditions. Third market firms appear to
have felt this as much, if not more, than member firms. One of our companies, for
example, reports its percentage of trades in the third market has declined from
9.2% in 1970 to 4.7% in 1073. Trading through affiliated broker dealers appears to
have decreased along the same lines.
Some of our members quite definitely are using all of their commission dol-

lars in this difficult period to compensate brokerage firms which offer both good
research and adequate execution. Based on our conversations in recent weeks
with our investment officers, I would say the brokerage firm most likely to re-
ceive orders from our companies today is the one which is capable in both
research and execution. Since there is less trading, commissions during 1973
seem to have gone to firms with more than area of expertise. Other services
such as good handling of bonds and new issues are also important. The exchange
community, therefore, should not think insurers are unmindful of their well be-
ing. Our portfolio managers have consciously directed more commission dollars
toward member firms during a difficult year.
Our concern for capable member firms, of course, does not lessen our belief

that competition between market makers would result in stronger securities
markets, and more vigorous investor interest. In our opinion, attacks by mem-
ber firms against non-member firms does little to encourage investors to par-
ticipate in the marketplace.
While third market firms account for a relatively small percentage of our

companies' tradilig in listed stocks, they are more important than their market
share would indicate because they introduce more competition into the execu-
tion and clearance of institutional orders. Our companies have found they can-
not always depend on block positioners to handle a transaction, and specialists
frequently do not have the capital to risk in a large trade. The thir'd market,
therefore, is a useful and often an essential market maker for listed securities.
Any efforts to conform its trading procedures to those on exchanges would weaken
the market for institutional transactions, and by doing so, would result in less
liquid and orderly markets for all investors.

While we believe the authority in S. 2519 is more than adequate for the SEC
to deal with any situation which might arise after the implementation of fully
competitive commission rates, we would have no objection to S. 3216 if it were
amended to provide safeguards so that any action taken under its authority
would not lessen the ability of third market dealers to trade listed stocks. We
have every confidence in the present membership of the SEC, but we remember
actions or non-actions by past Commissions which did not promote competition
in this area. Examples are Rule 19b-2, the exclusion of listed stock from
NASDAQ, and the addition of subsection (b) to NYSE Rule 394.
We support Senator Tower's suggestions. While we wish they went further,

they are a sound step in the right direction. Senator Hart of the Subcommittee
on Antitrust & Monopoly has also published an amendment to S. 2519 in the
Congressional Record of March 19 to elicit comments during these hearings.
Senator Hart's amendment provides the type of safeguards which we feel are
necesMry if the SEC is to receive the authority provided by S. 3126. We respect-
fully request the members of this Subcommittee to give the Hart suggestions
serious consideration:

If the intent in S. 3126 is to provide the SEC with "fail-safe" power, then
the authority in the bill should be discretionary rather than mandatory. The
Commission should not be required to institute a formal proceeding to deal with
a crisis which, in the opinion of many disinterested observers, is not likely to
occur. The Commission's staff is limited. A study of third market trading in all
likelihood would slow progress towards development of a composite transaction
and quotation system, which is essential for a stronger market in common
stock. We propose, therefore, that the word "shall" in line six on page one of
S. 3126 should be changed to "may."
Since the result of a hearing pursuant to S. 3126 would be a requirement that

third market dealers join a trade association formed by their competitors, and
abide by its rules and regulations, we favor several changes in S. 3126 designed
to minimize the potential anticompetitive effects of such a requirement.
In line two on page two of S. 3126, we would recommend the hearing specifically

be on the record. Before the SEC could promulgate a rule under S. 3126 we
believe a higher burden of proof should be met than presently provided. The
standard "likely to be" in line 13 on page two should be altered to "substantially
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certain to be." A clause similar to the one recommended by Senator Hart for

insertion after the sentence ending on line 14 of page two would direct the

SEC to "adopt the least competitive means of preserving fair and orderly mar-

kets." That would be a valuable addition. Similarly, the phrase "on such ex-

changes or the ability of such exchanges to carry out their responsibilities under

this title" in lines 11 and 12 on page two should be deleted. The point of view

from which the SEC should approach this inquiry is whether the fairness or

orderliness of all markets for common stock is affected, rather than whether ex-

changes are affected by market makers operating off the exchange floor.

In the same light, paragraph (e) (2) of S. 3126 should be clarified so that

exchange rules prescribing the sequence of dealer orders must be based upon the

need to preserve priority for orders of public customers. This change in line 24

on page two might deter exchanges from discriminating against third market

dealers if they were admitted to membership. The reference to Commission rules

in line 2 of page three should also be clarified by specifying they are rules "relat-

ing to priority of orders for public customers."
The practices and consequences of third market trading are not new or un-

known. The argument for requiring third market dealers to trade on exchanges

rest on the assumption their trading will take on entirely different characteristics

after the introduction of fully competitive commission rates. Any action taken

by the SEC under S. 3126 should be based upon evidence gathered after fixed

rates end, and after the effects of competition can be seen. As S. 3126 is presently

drafted, it would be possible for the SEC to promulgate a rule requiring exchange

trading of listed stocks on the day fully competitive rates become operative. We

would prefer to see Section (e) (3) on page three revised so "the proceeding au-

thorized pursuant to subsection (1) may not commence until the rules of national

securities exchanges fixing rates of commission have been eliminated."
Subsection (e) (1) (A) of S. 3126 is an admirable attempt to institute competi-

tion between dealers which are specialists and dealers which are not. Although

third market firms are not requesting exchange membership, some have said they
would join and trade on exchanges after fixed rates end if that is where the
business goes.
If the exchanges want third market dealers to become members, the way to

attract them is to end fixed floor brokerage rates and anticompetitive rules which
prevent competitive market makers from operating on the floor. In the past the
problem has not been so much the specific language in the rules as the way they
have been administered. The history of NYSE Rule 394 is an example. Rule 394
requires member firms to obtain permission of the exchange before effecting a
transaction in a listed stock off the exchange either as principal or agent. Member
firms are thereby prevented from dealing with third market firms.
• A SEC study of the rule in 1965 questioned its compatibility with the 1934
Act, and its validity under the antitrust statutes. As a result, subsection (b)
was added to Rule 394 so that members could deal with third market firms under
certain conditions. The conditions are rather lengthy, and have been satisfied
only twice since adoption.
The New York Times carried an article Feb. 2, 1973 on the circumstances sur-

rounding one of the two occasions when a trade was executed in the third
market by a member firm. Although the procedures required in Rule 394 were
satisfied, and approval granted by a floor governor, the Chairman of the Ex-
change is alleged to have ordered that he must personally approve any future off-
board trades.
Because of this background, we believe Subsection (e) (1) (A) would be

more effective if it covered rules and practices of any national securities ex-
change. It would also be helpful if the report on this subsection focused specifi-
cally on NYSE Rules 394 and 113.
Rules 113 and 394 appear to discourage competition among exchange members.

Rule 113, which prevents a specialist from dealing directly with an institution,
preserves customers' orders for other exchange members. In return, the other
members agree through Rule 394 not to compete with the specialist as market
makers. Rule 113 also represents an accommodation between "upstairs" block
Positioners and specialists.
The original intent of Rule 113 was to lessen the possibility of market manipu-

lation by specialists. Although the rule may well serve a valid regulatory pur-
pose today, it would have little justification in the marketplace which should
evolve if S. 2519 becomes law.
One large factor in the willingness of third market firms to risk capital and

position stock is their knowledge institutions will continue to deal with them on
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a regular basis. Specialists are probably reluctant to assume a similar role
because they cannot contact the institutional market. If exchanges would allow
competing market makers on their floor, there might be no regulatory need for
Rule 113. We believe this is a matter which requires careful examination by
all concerned parties. The Subcommittee may wish to elicit further testimony
on this point before reporting S. 3216.
I very much appreciate the opportunity to appear today before this distin-

guished Subcommittee. Your study of the securities industry, and the three
major bills resulting from it have attracted much favorable comment among our
membership. We are confident as a result of these hearings that you will come
forward with a reasonable and objective approach towards third market trading.
I shall be glad to answer any questions you may have.

AMERICAN INSURANCE ASSOCIATION,
Washington, D.C., April 9, 1974.

Hon. HARRISON A. WILLIAMS,
Chairman, Securities Subcommittee, Committee on Banking, Housing and Urban

Affairs, Dirksen Office Building, U.S. Senate, Washington, D.C.
DEAR SENATOR WILLIAMS: We are pleased to respond to your March 7 request

for seven categories of information concerning the share and dollar volume
of trading in listed securities by our member companies in various markets for
the years 1970 through 1973.
Your letter has been distributed to our membership throughout the country.

Some of our companies, particularly smaller insurers, have told us all of the
information would be quite difficult to compile. One member, headquartered in
New Jersey, has replied "the information requested by Senator Williams regard-
ing our trading would involve a great deal of effort." Another insurer, domiciled
in New York City, has responded that "it would take approximate:1y 30 full work-
ing days for one person to sift out and quantify the information on the basis re-
quested." Because of their regard for your work on S. 470 and S. 2519, however,
several of our companies have prepared responses to your first question.
The chief difficulty is the request for share volume in question one. Most com-

panies prefer to use dollar volume because they believe it is a more reliable
statistic, i.e., it is not distorted by stock splits, etc. Enclosed are responses by two
representative members of this Association to questions one and two. Company
"A" is a prominent nationwide insurer headquartered in the Mid-Atlantic United
States. Company "B" enjoys an equivalent reputation and is located in the upper
Midwest. Company "A" is not affiliated with any broker-dealer, and, therefore,
has not benefitted from the 40% non-member discount available through the New
York Stock Exchange. Company "B" is affiliated with a broker-dealer admitted
to membership on the PBW Stock Exchange, and the Pacific Coast Stock Ex-
change. Company "B", however, has not made use of the 40% discount available
to its brokerage affiliate.
In our opinion, the data from these two companies is an accurate representa-

tion of the trading done by members of this Association. The information received
in response to your first and second questions reveals some interesting facts.
Although Company "B" is affiliated with a broker on the PBW Stock gxchange,
and Company "A" is not, Company "A" does considerably more of its trading on
the PBW than does Company "B". Furthermore, Company "B" did a significantly
higher percentage of its trades through third market firms from 1970 through
1972, even though it was affiliated with a broker on both the Pacific Coast and
PBW Exchanges.

Other information we have obtained confirms the market best able to handle
a trade at a particular time is the one which usually receives the order. This
often produces rather inconclusive data when comparing one company to another.
On the average, however, it appears our members directed ten percent of their
trades to third market firms from 1970 through 1972.
A number of our members tell us trading in all markets declined significantly

during 1973, and this trend is continuing through 1974. This does not seem to
be true in all situations as shown on the attached chart responding to your first
two questions. Some insurers, however, have slowed down their trading because
of general uncertainty about the economic outlook. The companies in this category
tell us the commission dollars which they do spend are directed towards New
York Stock Exchange member firms which provide good research or other services
such as capable handling of bonds and new issues. Firms such as third market
dealers which provide only execution capability are usually the first to feel the
results of lower institutional trading volume. Executions through affiliated broker-
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dealers also appear on the average to have been cur
tailed substantially during

1973 and 1974.
Your third question asks for the size of the average 

trade in each market. On

the New York Stock Exchange, this would probably be
 in the neighborhood of

2,000 shares or a dollar value of approximately $55,000. Th
e same would be true

on the AMEX. On the regional exchanges, however, the
 size of an average trade

is approximately 9,000 shares with a dollar value of $330
,000. The size of the

average trade in the third market is more difficult to determ
ine since orders vary

from 1,000 or 2,000 shares up to over 10,000 shares. One 
company reports the

average size of its third market trades from 1970 through
 1973 is 5,000 shares

or $125,000. Another company states the average dollar valu
e of its third market

trades ranged from $387,900 in 1970 to $147,200 in 1972. The lowe
r figure in our

opinion would be more typical.
In response to previous questions from your Subcommittee, we have s

tated the

percentage of total trading in listed securities done by our member
 companies on

national securities exchanges through affiliated brokers is approximat
ely ten

percent. This same answer would apply to question four. The highest per
centage

in a given year for any single company is approximately 21%.

Very few companies are now utilizing the 40% non-member discount allowed

by the New York Stock Exchange under certain conditions. One company which i
s

making use of it reports the percentage of total trading through affiliates whic
h

receive a 40% non-member discount is 3.9% of its total trading in 1973. This same

company executed approximately 4.6% of its total business in 1973 through an

affiliated broker-dealer, and approximately 4.7% through third market firms

during the same year.
Our companies frequently do business with as many as ten third market firms,

and on the average appear to use around four for most of their transactions. One

company has used as many as 14 different third market dealers in a single year.

We hope this information is helpful to you. It is always a pleasure to assist

the work of the Securities Subcommittee.
Sincerely yours,

WALTER D. VINYARD, Jr., Counsel.

Year,
volume

company, and
Markets

NYSE AMEX MIDW PBW PACIF THIRD

1973:
A:

Shares 3,987. ono 10.000 500,000 1, 000,000 200,000 300,000

Dollars 99,675. 000 375,000 12,500,000 25, 000.000 5,000,000 7,500,000

Percent 66.4 . 3 8.3 16.6 3.4 5

B:
Shares 3,380, 000 38.000 117,090 152,000 114,000 390,000

Dollars 135,300, 000 1,520,000 4,560,000 6,080,000 4,560,000 15,600,000

Percent 73 1 3 4 3 6

1972:
A:

Shares 2,981, 000 175,000 240,000 400,000 100,000 150,000

Dollars 74,575 000 4,375,000 6,000,000 10, 000,000 2,500,000 3,750,000

Percent 73.7 4.3 5.9 9.9 2.5 3.7

B:
Shares 3,420. 000 38,900 116,700 77,800 233,400 1,197,000

Dollars 136,900, 000 1,530,000 4,680,000 3, 120,000 9,360,000 47,900, 000

Percent 72 1 3 2 6 16

1971:
A:

Shares 1,249, 000 90,000 80,000 200,000 40,000 60,000

Dollars 31,225. 000 1,875,009 2,000,000 5, 000.000 1,000,000 1,500,000

Percent 73.7 4.4 4.7 11.7 2.3 3.6

B:
Shares 2,990, 000 32,400 97,200 64,800 97,200 1,156,000

Dollars 118,100, 000 1,300,000 3,900,000 2,600,000 3,900,000 46,200,000

Percent 73 1 3 2 3 18

1970:
A:

Shares 2.640, 000 0 160,000 180,000 80.000 160,000

Dollars 66,000.000 0 4,000,000 7, 000,000 2,000,000 4,000,000

Percent 79. 5 o 4.8 8. 4 2. 4 4.9

B:
Shares 2,480, 000 26,300 52.600 26,300 52,600 625,000

Dollars 98,800, 000 1,050,000 2,100,000 1,050,000 2,100,000 25,000,000

Percent 81 1 2 1 2 13

Notes: (1) Thejshare and dollar volume of trading in listed securities done by your member companies in each market

for listed securities (e.g., NYSE, AMEX, MSE, POW. PCSE and the third market). (2) The percentage of total trading i
n

listed securities done by your member companies in each such market.
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SEC AUTHORITY OVER THIRD MARKET TRADING

THURSDAY, MARCH 28, 1974

U.S. SENATE,
COMMITTEE ON BANKING, HOUSING AND URBAN AFFAIRS,

SUBCOMMITTEE ON 
SECURITIES,ashington,D.C.

The subcommittee met at 2 p.m. in room 5602 of the Dirksen Senate
Office Building, Senator Harrison A. Williams, chairman of the sub-
committee, presiding.
Present: Senators Williams, Biden, and Brock.
Senator BIDEN. In the absence of the chairman of the subcommittee

I will call the hearing to order. The first witness is H. Virgil Sherrill.
He appears on behalf of the Securities Industry Association.
Mr. Sherrill?

STATEMENT OF H. VIRGIL SHERRILL, MEMBER, EXECUTIVE COM-
MITTEE, BOARD OF DIRECTORS, AND GOVERNING COUNCIL,
SECURITIES INDUSTRY ASSOCIATION, ACCOMPANIED BY JAMES
C. BRADFORD, JR., J. C. BRADFORD & CO., NASHVILLE, TENN.,
AND MEMBER, SECURITIES INDUSTRY ASSOCIATION'S BOARD
AND GOVERNING COUNCIL; AND RICHARD 0. SCRIBNER, VICE
PRESIDENT AND GENERAL COUNSEL, SECURITIES INDUSTRY
ASSOCIATION

Mr. SHERRILL. My name is H. Virgil Sherrill. I appear before this
committee on behalf of the Securities Industry Association, of which
I am a member of the executive committee, board of directors and
governing council. I have recently been appointed chairman of the
association's special committee on the Central Market System. Pro-
fessionally I am president of Shields & Company, Inc., and have been.
engaged in the securities business for the past 25 years. Accompany-
ing me today to assist in answering your questions are James C.
Bradford, Jr., who is a partner in the firm of J. C. Bradford & Co.,
Nashville, Tenn., and a member of the association's board and govern-
ing council and Richard 0. Scribner, vice president and general
counsel of the SLA.
The Securities Industry Association is a national trade association

representing 745 organizations which serve investors from locations
throughout the Nation. Its membership is a virtual cross-section of
the securities business, encompassing members of the New York, Amer-
ican and regional stock exchanges and the NASD. By type of busi-
ness these firms include retail and institutionally oriented brokers,
over-the-counter dealers, underwriters, investment bankers, floor spe-
cialists and brokers as well as municipal and Government securities
dealers. Collectively, these members account for approximately 95 per-
cent of the securities business done in this country.

(65)
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Last November the SIA testified before this subcommittee on S. 2519,

the National Securities Market System Act of 1974. At that time we

urged an addition to that legislation which would affirmatively re-

quire all brokers and dealers to effect all transactions in listed securities

on the exchanges on which those securities are listed. We testified

that this centralizing requirement is necessary to prevent the by-

passing, and consequently the erosion, of the agency auction market.

We expressed the strong belief that the auction market is best for in-

dividual investors and is an integral part of the mechanism that raises

much needed capital for the American economy. We were frankly dis-
appointed that this suggestion was not made a part of S. 2519.

It's not my purpose today to reiterate the special merits of the agency

- auction markets. These markets are in fact broadly acknowledged as
the finest trading markets for securities to be found anywhere in the
world. They form the basis for a system which over the past decades
has raised annually billions of dollars of equity and debt capital for
American business, and which facilitates the free and efficient alloca-
tion and redeployment of the financial wealth of this Nation among
the myraid of enterprises and governmental uses that compete for it
daily. Equally important, they provide the best protection for public
individual investors. It is the agency auction markets with their con-
tinuous quotations, full publicity of transactions, rules demanding
parity and precedence of public orders, and other public interest safe-
guards that have engendered a high degree of public confidence in the
essential fairness of the Nation's securities market system. Although
many of us who are in the securities business might in the short run
find it less costly and less restrictive to transact business exclusively
in the dealer over-the-counter market, we are convinced that the agency
auction market is in the long run best interest of our public customers.
Virtually every responsible commentator agrees that its fundamental
attributes must be preserved and protected.
However, we cannot be certain that these markets will remain

viable in the future just because they are the best markets. Even now
there is disturbing evidence that the agency auction markets are being
eroded. As institutions become increasingly dominant, liquidity in all
but a few issues suffers values appear to be distorted, and ownership
concentrated in fewer hands, individual investors feel that institutions
occupy a favored place, and many companies find themselves unable
to afford or attract the capital they need.
Just as the securities markets are subject to great stress, so too are

the Nation's economic circumstances undergoing rapid change and fac-
ing exceptional uncertainty. We are living in what some have termed
"a shortage economy." The capital markets, much like the economy,
have been jolted by the effects of the energy crisis

' 
the shortages of

basic raw materials, political instability abroad, the dramatic in-
crease in the economic power of those who provide the world with oil
and other scarce resources. In this time of change and instability in
these external factors, it is especially vital to keep the capital markets
mechanism of this country viable and functioning efficiently as it has
in the past. To permit an erosion in that market's structure during
this period could lead to serious damage to the entire economy of this
Nation.
The securities industry itself does not yet know the consequences

of fully competitive rates or what other major structural changes may

•
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be incident to the transition to a national central market system. In-
deed, the elusiveness of that very concept recently caused SIA's board
of directors to appoint a special committee of which I am chairman
to define the specifics of the central market system more clearly, to
suggest whidh rules must be the same under the principle of equal
regulation, to consider how such a system might be implemented, and
how it's costs might be borne.
At the present time, nagging unprofitability has been added to these

structural uncertainties, and many firms will face difficulties in obtain-
ing new capital or renewing existing capital. In these circumstances
it is only natural that firms will be forced by short-term considerations
to transact business in a market which provies them the greatest po-
tential profit. Without the incentive of the minimum commission rate,
not only is it probable if is very likely that firms will elect to leave the
exchanges to trade net in the over-the-counter market. As this flight
from the auction markets proceeds, trading will become more frag-
mented and the liquidity of the listed market will decline causing
further defections. In the end public individual investors will suffer.
In our opinion, the provisions now embodied in S. 3126 represent

the barest minimum of protection to the agency auction process during
a period of great change and uncertainty in securities markets and
the securities industry. This bill is intended solely to provide a "fail
safe" for the interval from the end of all fixed minimum commission
rates to the establishment of a national market system. It would
direct the SEC to eliminate off-board trading if the Commission
finds, among other things, that such activity is so disruptive of the
auction markets that those markets have been, or are likely to be,
unable to operate in the public interest. Certainly such a provision
reduces the possibility of a permanent impairment of the auction
markets. However, a certain degree of upset appears to• be necessary
even to warrant the Commission holding hearings, and given the
procedures and findings required, it is very possible that the Com-
mission would be unable to act as promptly as circumstances might
require.

Nevertheless, giving the Commission limited authority is prefer-
able to denying it the right to act at all. It is also desirable that the
Commission be given this specific direction as to the remedy to be
prescribed so that its authority will he clear and unquestionable.
Therefore, in view of our deep concern for the preservation of deep,
liquid agency auction_securities markets which favor individual cus-
tomers, we support S. 3126 without qualification.
Senator BIDEN. If I may interrupt here, I have got 5 minutes to

make the vote. I apologize for the interruption.
[Recess.]
Senator BROCK. We can go ahead with the session. We have abused

you because we, have had a vote every 30 minutes. We will get as
much of your testimony as we can for the record.
We will proceed. Go ahead, if you will.
Mr. SHERRILL. Thank you, Senator.
The policy position of the SIA speaks clearly of the need to

fully incorporate existing third market activities into a national
central market system for listed securities. We believe that means
can be found to accomplish this. At the same time, we place primary
emphasis on the need to preserve and indeed to improve the agency
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auction process. It might be noted that for 1973, sales of NYSE
listed stocks in the so-called third market only amounted to 5.8 per-
cent of total shares sold on that exchange and 7 percent of dollar
value of such sales. An even more pertinent perspective is provided
by the fact that fewer than 30 securities firms are registered as "third
market makers"—SIA alone consists of almost 600 broker-dealer
members. Would it not be better to integrate that group of firms
into the agency auction system than to risk the destruction of a mech-
anism which so well serves millions of individual investors and thou-
sands of listed companies?
Summing up, then, we find that the virtues and values of the agency

auction markets are widely known and accepted. It is also generally
agreed that any material erosion of these markets would have serious
repercussions for the American and perhaps the world economy.
Nevertheless, we—the securities industry—are approaching a period
for which the forecast is change, stress, and uncertainty. At the least,
it is very possible that an end to the minimum commission rate sys-
tem will cause existing members to abandon the exchanges in favor
of the dealer market. Other ongoing alterations in the system may
also weaken the auction market system. What is needed, at a mini-
mum, is a bridge between the existing order and the implementation
of a fully operational national central market system. S. 3126 pro-
vides that minimum requirement, and on that basis we urge that it
be adopted promptly and without weakening amendments.
Thank you. My colleagues and I will be happy to respond to your

questions.
Senator BROCK. Thank you, Mr. Sherrill. •
I should point out that I am delighted you are accompanied by one

of my distinguished constituents, Mr. Bradford.
Let me ask you to spell out a couple of particulars, any of you.
You mentioned the possibility of leaving the exchange.
Mr. SHERRILL. Yes, sir.
Senator BROOK. Tinder what conditions and why?
Mr. SHERRILL. I cannot speak for the SIA constituents on this matter

because we have never really polled the membership.
As President of Shields and Company, I can state that my firm

would consider leaving the exchange if the economic conditions of the
industry indicated that we should.
To explain that perhaps a little more in detail, it costs us a con-

siderable amount of money for the privilege of doing business on the
New York Stock Exchange. Certainly, these charges would be elim-
inated if we did business in the dealer market. If we found the dealer
market to be of such a nature that we could serve our customers and
at the same time generate business on a more profitable basis, we would
be very much inclined to leave the exchange.
Senator BROOK. You simply can't find the advantages to offset poten-

tial costs?
Mr. SHERRILL. I'm certain we would make a careful appraisal and

weigh the pros and cons before making a move of that type.
If the dealer markets didn't develop to the extent we think they

might, we might consider leaving the exchange..
Senator BROOK. The advantages primarily being what, to all ow

you to have an alternative commission structure or cost base or what
other than your investment routine itself?
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Mr. SHERRILL. The prime reason is predictable on a very essential
fact. I don't want to sound mercenary in this regard, but we are in the
business to make money. In the past several years, I think many
firms in our industry haven't necessarily lived up to that standard.
That would be a very strong motivating factor why Shields and

Company would leave the exchange.
This is all based on the assumption that we would be able to do the

business for our customers both individual investors and institutional
investors, in a manner that would represent good execution and give
them full service.
Mr. BRADFORD. Senator, if I may make two points. The question we

are anticipating here is whether or not we are negotiating commissions.
If we are doing that, large customers will be able to demand very low
rates of commission or none at all. One way to avoid this happening •
is to get off the exchange and deal with the customers as principal,
that is, sell directly to them or buy directly from them.
In this way, the customer does not know what our commission is.

Therefore, he obviously cannot negotiate up or down.
Second, our firm last year spent $1,400,000 in dues and assessments

and New York floor and cage costs in order to do business on the stock
exchanges, the ones that we are members of.
Some of the things that we are paying for, we would have to pay

for in the dealers market, but there is enough involved that we would
certainly have to consider all alternatives.
Mr. SHERRILL. Senator, might I make one more remark in this regard,

to answer your question?
As the two markets exist today, there is a great disparity that relates

to the regulations that govern each of the two mkrket places. Under
the present rules, we would find it much easier to do business away
from the floor of the New York Stock Exchange, in a looser regulatory
atmosphere.
Senator BROOK. In that trend, we are accelerated to where if a great

number of people did it, would the pressure grow on the Congress to
accelerate the amount of regulation on those who are outside of the
exchange?
Mr. SHERRILL. I would hope that the Securities and Exchange Com-

mission would take those steps regardless of what happens in that
direction. I pointed out prior to your entrance into the room that we
fully support Senator- Williams introductory remarks yesterday as
they related to equal regulation.

Senator BROOK. If you all did leave the exchange, Mr. Bradford.,
wouldn't that be of some considerable disadvantage to the small in-
vestor particularly?
Mr. BRADFORD. Yes. We feel it would definitely be to his disad-

vantage. Anything that weakens the auction market we feel hurts the
small investor because the auction market is where if the Morgan
Bank in New York sells 100,000 shares of General Motors to the Bank
of America in California. Aunt Jenny in Chattanooga, Tenn., gets a
chance to participate in that transaction and at the same prices those
two institutions do.
They don't in a dealer market.
Senator BROOK. I'm a little confused. I think I saw in your state-

ment somewhere the fact that 7 percent of the dollars and less than
that of the shares are traded in the third market today.
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Mr. SHERRILL. That is in the testimony.
senator BROOK. Is it that much of an impact?
Mr. SHERRILL. It's not that much of an impact today, but what we

are trying to say is if flight from the New York Stock Exchange or
from a series of exchange floors continues or builds up as a result of
conditions that may exist between the elimination of the negotiated
commission rates and the implementation of the central market sys-
tem, if during that period this business continues to build up, then it
could become a very material factor in affecting adversely the liquidity
of the auction market.

Senator BROOK. If you take this along exactly as it is and if the
SEC made a finding that all listed securities had to be traded in the
auction market—you said we are only talking about 7 percent; but
you are talking about a ton of money. That is a very large amount
of transactions and a large dollar value.
If you take them out of the third market, would you not enormously

disable the third inarket ?
Let us look at the options that exist for smaller companies whose

stock is largely privately held who 'are not listed. They use the third
market to good advantage, trade their securities, don't they?
Mr. SHERRILL. I think that is true, Senator. But I think what you

are referring to, as you point out, are unlisted securities.
Mr. SHERRILL. My primary concern is about the public individual

investor. If he is able to transact his business in a better market place,
and that is the agency auction market, then I think that those firms
that today are members of the third market can well join in this
integrated system. •

Senator BROOK. If you take unlisted securities out of the third
market, do you not jeopardize the existence of it?
Senator BROOK. I grant all that. I have the same concern that you

do. But, you can't exclude from the consideration of that concern
people's whose stocks are not listed.
Mr. SHERRILL. The number of firms that today comprise the third

market that deal in listed securities—and, that is what we are now
focusing on—those firms number a total of 30 firms that are listed
as third market ,firms. That is not a very large number.
The firms that deal in over-the-counter securities unlisted, prob-

ably is up in the hundreds. I don't think it would effect the market
if those so-called third market firms were forced to deal in listed securi-
ties on the exchange.
Mr. SCRIBNER. Senator, I think it is important that we keep in mind

that we are not talking about the over-the-counter market as such,
but a segment of the over-the-counter market that is dealing in listed
securities.
It is what is called the third market.
Senator BROOK. The third market is a market that works for listed

as well as unlisted securities.
Mr. SCRIBNER. It provides for trading in listed securities in the,

over-the-counter market, just those securities which are listed in
the exchange which are traded over the counter.
Mr. SHERRILL. When we refer to the third market, we mean those

firms dealing in listed securities in the over-the-counter market.



71

Senator BROCK. We have got a good deal of conversation and criti-
cism of the stock exchange monopoly.
I wonder if you would like to comment on that.
Mr. BRADFORD. Senator, we do not think that the stock exchange is a

real monopoly. The stock exchange is a place where 500 or 600 firms
meet and compete like the dickens. There is no reason why the third
market cannot show their orders on the stock exchange, too. It is no
monopoly.
Senator BIDEN. I apologize again for having left in the middle of

your statement. I understand that Senator Brock has pursued the
question of why your members now feel it would be necessary to
leave the exchange and go to the third market after the advent of
negotiated roles.
Do I understand that your present position is that members would

have to consider that move seriously, but could not be absolutely sure?
Is that correct?
Mr. SHERRILL. That is correct.
Senator BIDEN. What would you have to consider?
Mr. SHERRILL. The economic impacts on the firm. Here, again, as I

pointed out earlier. I am speaking not for the STA members. We have
not polled our membership on this point.
I am speaking for Shields and Co.
Senator BIDEN. How would you determine that economic impact?

Can you not determine it now or would you only be able to determine
it in the future?
What would you be able to do when we go to competitive rates

that you are not able to do now in making your determination of
whether or not you stay or leave?
Mr. SHERRILL. One of the price considerations that my firm would

probably face would be predicated on the quality again, of the third
market, or the over-the-counter market for listed stocks.
Senator BIDEN. You know what that quality is now. How would it

change?
Mr. SHERRILL. We know what it is now, but if it grows and if these

rules are changed to the extent where the trading in unlisted securities
begins to broaden out into those markets, we tan would try it and, I
suppose, be induced to that.
Our next consideration would be an economic consideration, where

could our firm do business profitably. Today, I can't honestly tell you
what the dollar and cents impact would be.
Senator BIDEN. I am less familiar with this field than maybe other

members of this committee. Maybe that is why I'm asking such basic
questions. But, I cannot yet fully comprehend your reasoning.
In predicting the future action of your members

' 
what added factor

is there besides the ability of the third market or the progress of the
third market to be able to become more sophisticated in handling your
t ransactions ?'
Mr. BRADFORD. The big factor that we do not know is exactly what

the effect of competitive rates are going to be.
Senator BIDEN. You do not know what other people are going to

do; is that what you are saying?
Mr. BRADFORD. We do not know what we are going to be able to do.

We are going to have to negotiate every commission.
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If we are doing that, we can get negotiated out of a co
mmission or

have it negotiated way down, especially when we're dealing w
ith an

institution. One way to avoid negotiating commissions is to get off

the exchange and deal against them, that is, buy or sell as 
principal

:for our own account.
Senator BIDEN. Do you have any written statements from any of

your members saying they will move to the third market?

Mr. BRADFORD. I do not believe we do.
Senator BIDEN. Do you have any firm indications of the probability

of any of your members saying that?
Mr. SIIERRILL. I can only speak for myself in this regard. To the

best of my knowledge, I do not believe this association has received

directly any 'firm statements or strong indications under what condi-

tions firms would leave exchanges.
However, there have been statements made by several sizable firms

in the industry that they must give it serious consideration if certain

events take place.
Senator BIDEN. Can you describe for me those events?
Mr. SHERRILL. First of all, if the auction market erodes to the point

where we do not consider it to be a viable market.
Senator BIDEN. What constitutes erosion?
Mr. SHERRILL. The loss of liquidity in the market.
Senator BIDEN. To what degree?
Mr. SHERRILL. That is a qustion we will have to look at and make

a judgment in light of circumstances at the time.
Senator BIDEN. Can you write a scenario for me explaining under

what specific conditions you would leave?
Mr. SHERRILL. I can give you a very specific set of circumstances.
If we were attempting to do business in an auction market that was

not liquid and we were not able to operate a profitable business for
Shields & Co. and if we made a judgment at that time we could
conduct our affairs in the so-called third market on a profitable basis,
we would not hesitate to leave the New York Stock Exchange.
When I say, "A profitable basis," that means the difference between

red and black.
Senator BIDEN. How about "liquidity"? What does that mean?
Mr. SHERRILL. That is, again, a determination of which I am afraid

there are not any definitive measures.
Senator BIDEN. What would be your definitive measure?
Mr. SHERRILL. When we felt that we could better service our cus-

tomers in the third market, get better service better execution and
buy securities better—I mean not only price, but also in size—in the
third market, that would then mean to us that the auction process on
the New York Stock Exchange was an inferior market.
At that time, we would leave.
Senator BROCK. Aren't you really saying that if that happens, that

Bradford left and Shields left and so on, that very shortly, we would
have a Nashville Stock Exchange to replace the New York Stock
Exchange?
Mr. BRADFORD. This is true.
However, you would not have the auction market. It would be very

much like what you have got in Europe right now.
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Senator BROOK. I do not understand because it seems to me that even
the auction market can be broadly defined to include the third market
in a sense.
Mr. BRADFORD. The auction market 
Senator BROCK. If you make the third market broadly expanded

enough, we are in an auction market situation, are we not, and do you
not then have to create the mechanism for those exchanges?
Mr. BRADFORD. Senator, the over-the-counter market is the best ex-

ample of the dealer market that we have right now. Trades can be
happening in several different places at several different prices and
the buyers and sellers are not necessarily brought together at the
cheapest prices.
There is not enough volume in the over-the-comunter market to

justify bringing all these to one floor and having an auction market.
Senator BROOK. Haven't you just told the Senator from Delaware

that if enough of them leave, there would be more volume there than
in the New York Stock Exchange?
Mr. BRADFORD. Absolutely.
Senator BROOK. A lack of sellers and a lack of buyers?
Mr. BRADFORD. That is exactly it.
Senator BROOK. And you are back to another exchange.
Mr. BRADFORD. That is exactly what we're trying to keep from

happening.
Senator BROOK. I understand.
Mr. SHERRILL. We are operating today under the same assumption

as most of the people who have testified before this committee, the
House subcommittee, the Treasury Department and other regulatory
bodies. We have concluded, and most of those bodies have also come
to the conclusion, that the auction process is a very valuable asset
and thqt the auction market is a national asset and we must try to
retain it.
When we get to talking about moving into dealer markets, you are

then talking about the elimination of the auction market, and this
would be bad for individual investors.
If we would come to the conclusion that a dealer market was the

type market that served our institutional customers best, however, we
would not hesitate. This association in the past has strongly supported
the retention of the auction market process.

Senator BIDEN. There have been some who have suggested that the
move away from -fixed rates will have the exact opposite effect you
are predicting. That is, that change will encourage trading on the
floor of exchanges as opposed to away from it because of the absence
of fixed commissions. The result would be a trading advantage for
the auction markets.
I assume you think that is not likely?
Mr. BRADFORD. We hope that that will happen. What we are con-

cerned with here is if that does not happen. Right now, we have got
a business where we know we will get a commission. We know what
we can earn and if we sell someone a stock, we get paid for it.
We do not know what is going to happen if we have to negotiate

for every trade.
Senator BIDEN. Am I correct in understanding that it has been the
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consistent position of your organization that you do not want to go to
negotiated rates, period, under any circumstances, and that now you
support this legislation—since you lost that fight—as a failsafe
mechanism?
Mr. BRADFORD. That is right.
Senator BIDEN. I would like each of you to answer this one. I would

like the answer for the organization first, and I want egch of you to
answer for yourselves.
Do you believe that the third market is an essential component for

competition within the securities industry?
Mr. SHERRILL. I can answer this question as it pertains to the policy

position that the SIA has followed. I will answer it first for the
association. Then I will answer for my firm.
I do not think that the third market is necessary to stimulate com-

petition in listed securities. Vigorous competition already exists. We
have followed that policy consistently.
I do not think the association has changed one iota from its initial

stand in this matter.
As far as Shields & Co., is concerned, I must say that I feel exactly

the same way about it.
Mr. BRADFORD. I would have to agree with that. I see no reason why

the third market cannot function under the auction market if you
take away the minimum commissions.
Mr. SCRIBNER. Mr. Sherrill spoke for the STA.
:Senator WILLIAMS. I regret that I was unable to be here for your

opening presentation. We have talked auction market-dealer market
throughout these hearings. I am not sure, however, if at any point
we ever arrived at a description for the record just what the defini-

tion is or the differences are between the auction market and the
dealer market.
Mr. Sherrill, would you give us the definition of the auction- market

and the dealer market?
Mr. SHERRILL. I am giving you my interpretation of that definition.
An auction market is a public marketplace where buyers and sellers

get together, orders are matched and purchases and sales are made

at the best prices available. It does not necessarily have to be at one
physical spot, but at least all buy and sell orders can be shown together.

It is a market in which a dealer or a principal is not interposed.
The dealer market is a market in which a securities dealer acting as

a principal buys and sells securities. He buys from a customer or per-
haps from another dealer and he sells securities out of his principal
position inventory to another party.
That is the simplest definition of it. I am sure it can be expanded, but

that is the basic principal of it.
Senator WILLIAMS. The third market is, to what degree, a dealer

market? 100 percent? 90 percent?
Mr. SHERRILL. I do not lillow the statistics on that. We have always

considered it in our terminology as being a dealer market just as we
consider the specialists on the floor in effect to be a dealer when he
buys securities into his inventory and sells securities out of his inven-
tory.
What percent the third market does, I do not know. I assume that

very little of their business is done on a so-called agency basis.
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Senator WILLIAMS. The agency principle is the essential business of
the auction market?
Mr. SHERRILL. That is correct.
Senator WILLIAMS. Now, within these two areas, there are certainly

differences and one of the significant differences that we discussed
yesterday was the difference in the rules and regulations the markets
live by and live under. The third market is not subject to regulation
dealing with manipulative practices or requiring fair and orderly
markets that the exchange markets, the auction markets, live under
and abide by.
I tried to elicit testimony from the Chairman of the SEC yesterday

on any movement toward equal regulation and I am afraid it was
not too clear. Two of the things that are not at all clear is, first, where
we are going and, second, how fast we are going to get there. The
answers were not clear at all.
What are your impressions of this difference in regulation? Spe-

cifically, would this inequality of regulation be one of the incentives
to leave an exchange when the rates become competitively determined?
Mr. SHERRILL. Senator, I may have answered part of this prior to

your entrance into the room. But, I prefaced our testimony by stating
that we, as an association, wholeheartedly concur with the introductory
statements that you made yesterday as they pertain to equality of
regulation. We believe in competition because we compete very fiercely
among ourselves.
However, we do feel that in the past and currently, there are two

sets of standards that exist in the industry, one of which we, as ex-
change members, abide by and which was created primarily to pro-
tect the individual investor.
The third market today is exempt from certain of those regula-

tions—as a matter of fact, from 'most of them that you outlined
yesterday.
'Whether or not your bill is passed as it is written, I feel that it is

essential that the SEC discontinue the attitude of turning their back
on this problem. I would strongly suggest that they take very strong
steps toward, a set of equal rules and regulations.
If they did have equal regulations in most of the areas that you

have discussed, perhaps one of the incentives for a firm leaving the
New York Stock Exchange would be removed.
On the other hand, I do not think that the establishment of equal

regulations alone would necessarily prevent the erosion of the auction
market. I still feel, as it pertains to your bill, that the SEC .should
have this fail-safe mechanism.
Senator WILLIAMS. Has there been any discussion earlier of the alter-

natives to the bill, either the suggestions of the Treasury Department or
the Justice Department?
Mr. SblIBNER. No, sir.
Senator WILLIAMS. Are you familiar with the Treasury Depart-

ment's many optioned approach?
Mr. SHERRILL. I have not read the testimony, but I know generally—

if I understand it correctly—they have suggested that the SEC have
a range of options open to them and not necessarily be limited to re-
quiring that all listed securities traded on exchanges.
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Senator WILLIAMS. Have you had time to digest that idea for any
opinion or evaluation?
Mr. SHERRILL. On the part of the SIA, we feel that your bill, as it

is written, is still terribly important to the preservation of the auction
market process. We believe that the mandate given to the SEC should
be restricted in the manner that you have stated in your bill because
we cannot see at this time where any alternatives open would achieve
the same effect that would be accomplished by having all listed secu-
rities traded on the exchanges.
Senator WILLIAMS. Anything further, gentlemen?
Senator BROCK. Can I go back on a couple of things?
Could you give me some examples of the kind of abuses which have,

or might, occur in the third market which would lead to the conclu-
sion that they have got to have more regulations?
Mr. SHERRILL. I can give you a brief example of several situations

that exist today which we created by the disparity between the regula-
tions that the third market firms operate under and that members of
the New York Stock Exchange operate under.
My firm, Shield & Co., is a rather substantial firm in what is known

as the block trading business. The third market firms today do not
have to report their trades on a tape. I realize that a consolidated tape
is underway, but it is not in operation yet.
Today, a third market firm can buy 100,000 shares of a stock selling

at $50 a share. They can pay $47 for that stock. The last transaction on
the New York Stock Exchange still remains at $50 a share. The $47
a share never prints.
If Shields & Co. does that transaction, the stock prints at $47 and

we own 100,000 shares that last showed at $47 and not at $50. There
is a great deal of difference in those two type transactions as they
pertain to the two firms.
Secondly, when the third market firm purchases that block of

stock at $47, as Mr. Bradford has pointed out, Aunt Jenney in
Chattanooga is not able to participate in that transaction.
If that transaction occurred on the New York Stock Exchange, all

the unfilled public orders on the book are taken care of at the same
price with the exception, I think, of the first 100 shares. All those
orders would be filled at the same price, $47.
Senator BROCK. Let us take a situation where you have a very large

block of shares, 100,000 shares of GM or maybe some smaller com-
pany and you want to sell all the shares.
You do not want to do it on the market because you would destroy

the market temporarily. The very magnitude of the sale is dis-
ruptive. You find yourself a friend across town that wants to buy
100,000 shares and he has got a ton of money.
So, you make your trade. Isn't that beneficial to both parties.?
Mr. SHERRILL. It might be beneficial to both of those parties, and

it might be beneficial to certain other parties, but I think the public
investor as well as all investors are entitled to know at what price a
transaction is taking place.

This is one of the basic standards that the SEC has set up and that
is one of full disclosure.
If you have a transaction of this nature, I think not only is the public

entitled to know about it, even though it may result in a deteriora-
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tion in the price of that particular stock, I think they are also entitledto participate in the trade if they want to.
enator BROOK. Mr. Sherrill, I think you know I am not unsym-pathetic to what you are saying and your posture. But, I have somepoints of confusion, like my friend from Delaware over there, and Ijust am having some trouble getting a handle on just how to resolvethe thing.

I am not sure I understand what the difference is between a shareof stock in an automobile or a refrigerator. If I can buy a refrigeratorwithout going on the big board, I will do it.
I do not know why I cannot sell my brother if I can con him intobuying some Brach Candy Co. stock at a 'high price why can't Ijust sell it to him?
Mr. BRADFORD. That does not make your brother feel very good.Senator BROCK. There are very few transactions in which bothparties do not think they see an advantage, or they would not engagein the transaction.
I find it very difficult to see how we can regulate that kind oftransaction.
Mr. SHERRILL. I think here Senator, perhaps you may be referringto what we call in the industry the fourth market, and that is themarket where two institutions or two individuals effect a tradewithout employing a broker or without going in to the public securitiesmarket.
There is nothing today that exists as far as I know in the regula-tions that prevents one bank from selling 100,000 shares of stock

directly to another bank without using the facilities of a professional
in the business. That is the fourth market, and that is distinguished
from the third market.

Senator BROOK. I think one of our problems is the semantical prob-
lem. In the subcommitte report that was written last April, it said it
is not right to talk of the New York Stock Exchange as a true auction
market.
You have got a mixture, and our objective is to come up with a

national market system that is equitable and fair for everybody.
You may have some other examples of abuses that I was talking

about earlier, Mr. Bradford.
Mr. BRADFORD. Most of the abuses are pretty technical, and I imagine

the New York Stock Exchange can elaborate on them better than I can.
One big difference is that the dealer market has no real mechanism

for handling open limit orders. The stock exchange is very well geared
to do this, which at a great cost and inconvenience to us is very
helpful to many investors.
The auction market is trying to let the little guy 'participate in the

mftrket on the same basis as the big guy. It is the best way that this
can be done.
Aunt Jenny, if she is paying $50 a share when someone else is pay-

ing $47 a share, Aunt Jenny isn't too happy with the way she has
been treated.
We feel she should be able to get the same price as the big person.
Senator BIDEN. Gentlemen, as representatives of the SIA you have

taken a firm and consistent position on whether or not trading in listed
securities should be confined to exchanges. What percentage of your
organization disagrees with the position you have taken?

31-980-74-6
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Mr. SHERRILL. I gannot give you the exact figures. I would say that

an overwhelming majority of the members of the SLA support that

policy.
Senator BIDEN. Some of the larger members, like Goldman-Sachs

do not support that position, do they?
Mr. SHERRILL. Goldman-Sachs is one member. We have 745. I was

not aware that Goldman-Sachs did not support that policy.

Senator BIDEN. That is the question I am asking you.

Mr. BRADFORD. I think they do, do they not?
Mr. SHERRILL. I think they do but I cannot speak for them.

Mr. SCRIBNER. I do not know about any specific firm. Our portfolio

does not consist of representing any particular firm or group of firms
,

but to voice industry positions that have been developed over time

and after study by men such as these with me at the table. I think the

position with regard to the trading of all listed securities on the ex-

changes has a strong consensus behind it.
It has been deliberated and discussed on many occasions within our

governing council and board, and I think it does represent the strong

feeling of the industry.
Senator BIDEN. We were discussing earlier the question of whether

or not moving to negotiated rates is going to move your members

away from trading on the exchanges or to them.
In the testimony in the T hill case, I understand the chairman of

the board of Merrill-Lynch, and Mr. Levy of Goldman-Sachs, among

others, I believe, indicated it might very well have the exact opposite

effect.
I would like to read from prepared testimony which has been sub-

mited for later presentation:

Fixed commissions are one of the causes of trade leaving the New
 York Stock

Exchange and going to the third market. C'ontinuing market rate
s will make it

more difficult for member firms to exit.

This is a quote from the testimony of Mr. Levy.

Upon further reflection since that time as a result of my experience with
 nego-

tiated commissions on large industries, I have changed my views regar
ding the

desirability of moving to the negotiated rates. It would not necessaril
y follow

that the competitive commission rates on transactions of all sizes would
 have an

adverse effect.
Having negotiated commissions would not cause my firm to leave the N

ew

York Stock Exchange.

These men represent quite large member firms, don't they?
Mr. SHERRILL. Yes, they do.
Senator BIDEN. Is there a difference of point of view within your

organization between relatively larger and smaller member firms?
Mr. SHERRILL. I do not think that that really is germane to the deci-

sion that these gentlemen have arrived at.
What we are afraid of is they might be wrong. All we are asking for

is that a mechanism be set up which in the event that these seers have
made a mistake, will prevent the destruction of the auction market.
Senator WILLIAMS. There is a vote in the Senate. I think we will

break now and then return to the panel of Mr. James Needham and
Mr. Owens.
We have an ambitious schedule ahead of us, gentlemen. We have to

move rapidly when we return after this vote.
[Recess.]
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Senator WILLIAMS. All right we will resume immediately.Mr. James Needham, chairman, New York Stock Exchange, andauthor; Mr. Cornelius Owens, executive vice president of AmericanTelephone & Telegraph Co. and now on the board of directors of theNew York Stock Exchange; and Mr. Donald Calvin, vice president ofthe New York Stock Exchange.

STATEMENT OF JAMES J. NEEDHAM, CHAIRMAN, NEW YORK
STOCK EXCHANGE, ACCOMPANIED BY CORNELIUS OWENS, EX-
ECUTIVE VICE PRESIDENT, AMERICAN TELEPHONE & TELE-
GRAPH CO., AND BOARD OF DIRECTORS, NEW YORK STOCK
EXCHANGE; AND DONALD L. CALVIN, VICE PRESIDENT, NEW
YORK STOCK EXCHANGE

Mr. NEEDHAM. With your permission, Mr. Chairman, I will submitmy statement for the record.
Senator WILLIAMS. Fine (see p. 98) .
Mr. NEEDHAM. Mr. Owens, in addition to being one of our mostdistinguished directors is executive vice president of the AmericanTelephone & Telegraph Co. He has been a member, of the exchangeboard since 1968 and headed the special committee whose report ledto the 1972 reorganization of the exchange's governing structure. Fol-lowing the conclusion of my remarks, he will offer some further briefcomments on the need for this legislation.
We are pleased to have the opportunity to appear at these hearingsto express the support of the board of directors of the New YorkStock Exchange for S. 3126.
May I say at the outset that we appreciate the concern shown bythe entire committee in this matter of appropriate safeguards for pub-lic trading on the Nation's stock exchanges—and particularly by you,Mr. Chairman, by the bill's cosponsors, Senator Alan Cranston andSenator Bill Brock, and especially by the entire staff of the committee.When the provision which is now S. 3126 was under considerationas a possible amendment to S. 2519, the exchange's board had an oppor-tunity to review it in depth. At that time, the board took the positionthat while the proposal did not go as far as the board would haveliked with respect to preserving the securities auction markets, it didrepresent a fair compromise which merited the exchange's support.Our position today is the same.
Rather than restate the concerns which we presented in great detailto this subcommittee in our appearance at hearings on S. 2519 lastNovember, I would like to focus today on the essential public-interestaspects of this issue.
At the heart of S. 3126 is the public policy determination that it isin the vital interests of more than 30 million American investors topreserve the public exchange auction markets in this country.
There is near universal agreement on this point. You, Mr. Chairman,stressed it when you introduced the National Securities Market Sys-tem Act on the floor of the Senate last October. The hearing record onthat bill is filled with specific affirmations by the SEC and by repre-sentatives of the securities industry.
Mr. Chairman, the text of the various comments of the SEC and

Treasury on this point are in my prepared text. In addition I would
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note the chairman's comment to the Senate on Ma
rch 6 when you

described S. 3126 as "a major piece of securities
 legislation which

will go a long way toward spending the developme
nt of a central

market system and bolstering investor confidence 
in the markets."

The SEC has underscored the fact that the element
 of public con-

fidence so vital to individual participation in the secur
ities markets is

not well served by dealer markets. Consider this illumina
ting descrip-

tion of a dealer market from the Commission's Marc
h 1973 white

paper:
Presumably, the classic example of a dealer m

arket is the over-the-counter

market, in which it is virtually impossible for 
an investor's order to be executed

without the participation of a dealer in the t
ransaction. There is no facility

whereby public orders can offset each other, e
xcept under the auspices of a

market maker, and this rarely occurs. Since the i
ntervention of a dealer involves

an additional spread between the prices at
 which investors can buy and sell,

it is likely that in many instances investor
s obtain less favorable prices on

their trades than if they could trade with o
ther investors.

By contrast, the advantages of a public exchange auct
ion market

may be demonstrated by describing simply ho
w transactions are

handled on a stock exchange.
In an exchange auction market, all public orders a

re treated fairly—

with the first order received at the best price r
eceiving priority over

other orders. This is so regardless of whether tha
t order is from an

individual investor purchasing 100 shares of stock 
or from an institu-

tion buying 10,000 shares. Moreover—and this is 
a terribly important

point—all public investors can participate in an
y transaction in the

auction market to the extent that they are w
illing to enter better

bids than anyone else or succeed in reaching the
 market before any-

one else.
This, very simply, is the auction which is cond

ucted openly, the

results of which are immediately reported to t
he world via the ticker

tape. An investor watching the tape can see that
 his transaction was

completed at a price which was the same as, 
or related to, other

prices which preceded his purchase or, sale.

This auction, therefore, combines the elemen
ts of fairness, order-

liness, full disclosure and equal treatment and
 is designed to do so in

a way that builds individual investor co
nfidence in the market

mechanism.
Accordingly, the central issue addressed by the

 bill is whether the

orders of public investors in listed stocks sh
ould be exposed to all

other orders of public investors in those stoc
ks. This is what happens

in a public exchange auction market—reg
ardless of whether the

investor happens to be a private citizen of mo
dest means or a multi-

billion-dollar institution. This does not hap
pen in the over-the-counter

dealer market in listed stocks—in the so-ca
lled third market.

The primarily institutional third market 
has little, if any, indi-

vidual participation. In that market, an
 institution typically will

sell listed stock directly to a dealer who, in tu
rn, will sell it to an insti-

tutional buyer. Conversely, the third market 
dealer may buy stock

directly from an institution and subsequentl
y sell it either directly

and privately to another institution, or public
ly on the floor of the

stock exchange. All of these transactions bet
ween dealers and insti-

tutions take place in the privacy of the deal
er's office—or, if you

will, in secret.

•
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This secrecy factor which is a characteristic of dealer markets will
continue to prevail even when a consolidated tape becomes operative
because disclosure of a trade after it takes place will not change the
fact that individual public investors do not have the opportunity to
participate in it.
Moreover, dealer markets are in practice less stable than auction

markets as explained in my statement. As you know because of the
secrecy -of third market trading, there is very little publicly available
data on the nature and extent of their activities.
Currently, the only publicly available data on third market trans-

actions is based on quarterly reports filed with the SEC, a summary
of which is released by the SEC without verification.
These data show,- for example, that in the fourth quarter of 1973,

total third market trading amounted to 5.4 percent of the share volume
and 6.6 percent of the dollar volume of all trading on the New York
Stock Exchange.
As you know, the exchange and others have expressed deep concern

that the advent of fully competitive commission rates will give broker-
dealers compelling reasons of economic self-interest to leave the ex-
changes and act as over-the-counter dealers in listed stocks. We have
repeatedly expressed our great concern that this will trigger an in-
evitable decline in the quality of the existing exchange auction markets
and in the services available to individual investors.
S. 3126 speaks to this concern. The bill provides, as Senator Wil-

liams, Senator Tower, and others have said a, "fail-safe" mechanism
by giving the SEC the authority to require that all trades by broker-
dealers in listed securities be effected on registered national stock
exchanges if the SEC makes certain findings. •
The bill provides that the Commission "shall" adopt a rule pro-

hibiting broker-dealers from effecting transactions in listed securities
other than on a national securities exchange. It has been suggested
that the word "may" be substituted for "shall," to give the Commission
greater latitude in deciding what action to take.
But this would also lead inevitably to a degree of uncertainty that

seems inconsistent with the intent of the bill. It seems clear that the
public interest supports the preservation of the exchange auction
markets as a matter of national policy. If the SEC should decide,
however, that some other way of achieving the objectives of a national
market system is feasible, S. 3126 allows for such an alternative by
providing in subsection (3) that the rule imposed by the Commission
"shall not remain in effect after the Commission has determined that
a national market system for securities has been established."
Accordingly, we prefer the word "shall," which provides for cer-

tainty for the near term without undermining the Commission's au-
thority to decide on an alternative approach, should one be developed,
in creating a national market system.
Further S. 3126 does not restrict or eliminate the Commission's

authority to take alternative action under various provisions of S. 2519.
These would include, for example, regulating dealers, imposing equal
rules and regulations in all markets and regulating nonexchange mem-
bers who bring transactions to the exchanges.
Therefore, the crucial policy question raised by S. 3126 is what, if

any, developments should trigger the requirement that all trades in
listed securities be effected on the national stock exchanges?
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• S. 3126 places the burden of triggering the requirement on tip
Commission. The Commission must find, after notice and opportunity
for hearings, that the fairness and orderliness of the exchange markets
or the self-regulatory capabilities of the exchanges have been or are
likely to be affected in a manner detrimental to the public interest by
over-the-counter trading in listed securities; and (2) no rule of any
exchange would unreasonably impair the operations of existing third-
market dealers, which would be Integrated into the exchange Markets,
or unreasonably restrict competition in the exchange markets.
While these triggering provisions seem fair, they are also trouble-

some. Our board believes, and has publicly stated on many occasions,
that the public interest would be best served by requiring all transac-
tions in listed securities effected by broker-dealers to b exposed to
all other such transactions.
The problem with the triggering provisions of the bill is that they

require a determination that the fairness and orderliness of the public
auction markets have been—or are likely to be—impaired, in terms
of the public interest, before the Commission can act. Understand-
ably, we would like to see action taken before the markets are ad-
versely affected.

Ideally, we would like to see the possibility of damage to the auction
market mechanism avoided either by having Congress determine now,
as a matter of policy, that it will not be permitted to occur, or by.
writing specific triggering conditions into the bill which will impose
the requirement before any damage can be done to our capital
markets.
Obviously, these or any comparable remedial approaches would re-

quire a public policy determination by this committee and the
Congress.
We recognize, as I stated at the outset, that S. 3126 offers a reason-

able compromise solution to the problems we have outlined, and it is
for this reason that our board supports the bill. We would not, how-
ever, want to see S. 3126 weakened in any way. What I am saying is
that if revisions are to be made, we would urge that the bill be strength-
ened rather than weakened.
Again
' 
on behalf of our entire board, I want to express our apprecia-

tion for the time and attention and thoughtful analysis the commit-
tee and its staff have given and are continuing to give to this issue.
Mr. Chairman, Mr. Owens has some remarks and with your per-

mission he will proceed.
Senator WILLIAMS. All right.
Mr. OWENS. Thank you, Mr. Chairman.
My name is Cornelius W. Owens. I am executive vice president of

American Telephone & Telegraph Co., and a public director of the
New York Stock Exchange, Inc.
By way of background, I should add that I served as a public gov-

ernor of the New York Stock Exchange from 1968 to 1972, and as
chairman of the Special Committee on Exchange Reorganization.
That committee submitted the basic report which led to the restruc-
turing of the exchange's governing board in May 1972 and I have
served since then as one of the exchange's 10 public directors.
I have been continuously and closely involved from the outset in

the development of exchange policy with regard to the creation of a
national—or central—securities market system. Therefore, I particu-

A
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larly appreciate this subcommittee's courtesy in permitting me to com-
ment on the legislation you are now considering—S. 3126.
I offer these comments not as someone who is involved in the day-

to-day activities of the securities industry—but, rather, as a represent-
ative of the public who has had the opportunity over the past 6 years
to play an active part in determining the policies which govern the
New York Stock Exchange.
The importance of preserving and insuring the viability of our capi-

tal markets cannot be overemphasized. According to one recent esti-
mate, the capital needs of corporate America between now and 1985
will reach an astounding $3.3 trillion. And I believe that estimate was
made without full reference to the capital impact of the current energy
situation.
Where is that money going to come from V
Others have documented the fact that corporate America is already

heavily in' debt. Economists tell us that inflation has severely com-
pressed the value and diminished the prospective role of corporate
retained earnings in financing economic growth and expansion.
The business community is becoming increasingly aware that unless

the equity markets are able to fill the ever-widening gap between capi-
tal demand and capital supply, the Nation may face a serious short-
acre, of capital at a time when it is most desperately needed.
''This is the economic environment in which Congress is now pre-
paring to restructure the U.S. equity markets.
The critical question therefore, as I see it, is not whether the crea-

tion of a national market system will help one brokerage firm to pros-
per or cause another to go out of business—although, obviously, those
questions are vital to the firms involved—but the really critical ques-
tion is whether or not the securities industry overall is going to be
healthy enough to play an essential role in helping Corporate Amer-
ica raise the vast amounts of capital needed to maintain and accelerate
our national economic progress.
As the capital markets in this country are currently structured, the

equity capital needs of America cannot possibly be met without the
active participation of millions of individual investors—and a further
broadening of the base of corporate ownership. And unless the equity
markets are able to operate along lines that will actively encourage
rather than diminish individual participation, the approach to a
national securities market system could raise serious barriers to achiev-
ing the desirable goals identified by Congress.
The success of restructuring the securities markets, then, will de-

pend not on whether the New York Stock Exchantre and the rest of
the securities industry believe that the best possible job has been done;
not on whether the 3,200 listed corporations think the best possible job
has been clone; and not, even, on whether Congress thinks the best pos-
sible job has been done.
The success of the effort will have to be judged, ultimately, by

whether or not 30 million or more American investors find themselves
in an environment that they regard as hospitable to their investment
dollars.
In the past, many companies have beeiri successful in obtaining the

rise of vast amounts of investment capital from the American people.
To a great extent, investors will put their capital at risk in a partic-
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ular corporate enterprise because they have for one reason or another

confidence in the management and policies which guide that com-

pany's activities and because they hope to share in its success.
But there is a much broader element of confidence involved when

millions of individuals channel part of their savings into equity in-

vestments. That element of investor confidence is firmly grounded in

the awareness that the existing securities market system in this coun-

try—whatever its imperfections—works for them.
They know that the system as it presently operates—the securities

auction market system—is centered in a marketplace where they can

buy and sell the stocks of listed corporations, at fair prices at all

times.
The stock exchanges have pointed out that the two-way securities

auction process—made up of bids to buy and offers to sell—provides

both buyers and sellers with the best prices available at a given mo-

ment; and the exchanges have correctly stressed that the stock prices

generated in this auction process give investors and corporate issuers

alike a continuous, accurate overview of what the public thinks those

stocks are worth at that particular point in time.
A particular corporation may not be pleased by what that continuing

Public oninion poll tells it at a given moment—but it does know how

favorably or unfavorably its stocks are regarded. And that knowledge

is immensely valuable to corporate management in determining both

short-range and long-range corporate policy.
When we confront the prospect that a changeover to a dealer-ori-

ented, primarily institutional market must inevitably alienate large

numbers of individual investors, we are forced to recognized two very
likely consequences:

First, a dealer market system will substantially deprive corporations
of the breadth of judgment that keeps them accurately and continu-
ously informed about the supply and demand factors governing trad-
ing- in their 

stocks, 
and that leaves little doubt about what the public

thinks of their performance.
And second, a dealer market will force corporations to rely increas-

ingly on the narrow judgments of a relative handful of professional
buyers and sellers whose possibly faulty assessment of supply and
demand may also be influenced by the State of their own inventories in
particular stocks.
If dealer markets proliferate, every listed corporation will have to

depend more and more heavily on institutions and other large investors
to take up the slack in the supply of investment capital created by the
departure of disgruntled individual investors from the market—with
all the consequences that implies.
That prospect is not at all encouraging. My own informal conversa-

tions with other corporate officials indicate that concern is both wide-
spread and deep.
As a Director of the New York Stock Exchange, I am well aware

that certain reservations have been expressed about the validity of the
Exchange's warning that a changeover to fully competitive securities
commission rates can, in the absence of appropriate safeguards, trigger
a chain of events that could have a devastating effect on the securities
auction markets and on public confidence in the stock market generally.
I personally find those warnings all too persuasive—particularly
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with regard to the likelihood that individual investors will desert the
market and that corporations will face the very real threat of institu-
tional domination.
There is, as we all know, a strong tendency in some quarters to dis-

trust bigness in business.
Senator WILLIAMS. Mr. Owens, I regret this but we have to go over

and vote. We will recess and return.
Mr. OWENS. I understand.
[Recess.]
Senator WILLIAMS. Now, with a little luck, we can be undivided in

our attention.
Mr. OWENS. Thank you, sir.
Senator WILLIAMS. You may resume.
Mr. OWENS. There is, as we all know, a strong tendency in some

quarters to distrust bigness in business. At the same time, there is
ample evidence to demonstrate that bigness, properly managed and
with adequate safeguards, can strongly advance the public and na-
tional interest.
As I see it, Congress, in seeking to create a national securities

market system, recognizes that this is an area in which bigness and
consolidation of vital services can indeed strengthen and improve
service to the public. At the same time there seems to be a paradoxical
reluctance, in some quarters, to take 

time,
necessary steps to insure that

this big national system will operate as effectively as possible.
And I cannot help but wonder—I cannot help but share the con-

cern of many of my colleagues in the corporate community—that this
reluctance could, in turn, launch the U.S. securities industry on the
road to major desirable improvements with insufficient attention to
the perils likely to be encountered along that road.
As you know, it was more than a year ago that the Exchange's board

first identified the crucial threat to the auction markets posed by the
prospective unfixing of commission rates. At that time, I strongly
supported—as did the other public directors—the proposal that con-
currently with the changeover all trades. of listed securities should be
required to take place on registered national securities exchanges.
That proposal is, of course, at the heart of the legislation this subcom-

mittee is now considering. It seems clear to me that you also are
concerned that basically sound legislation could inadvertently produce
harmful effects. In all frankness, I must add that this evidence of
your concern helps to dispel some of ours.
I believe Corporate America would breath more easily—and the

interests of 30 million or more individual investors would be better
served—if the specific safeguards recommended by the New York
Stock Exchange's Board of Directors could be written directly into
the legislation mandating the creation of a national securities market
system.
If that is not possible, then, certainly, the "failsafe" mechanism

provided by S. 3126 will at least minimize the likelihood of serious
damage to the auction market system, to the corporate capital-raising
capability and—most important—to the American investing public.
Mr. Chairman, may I again express my appreciation for this oppor-

tunity to present these comments to the subcommittee, and for your
courteous attention. Thank you.
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Senator WILLIAMS. We're very pleased that you joined us today
and made your statement, Mr. Owens.
You mentioned your term; when did your term begin on the board?
Mr. OWENS. 1968—well, on the old board of governors, Senator,

1968. Then I was chairman of the special committee on Exchange re-
organization and have been on the board of directors since the new
reorganization.
Senator WILLIAMS. Now, Chairman Needham, a couple of ques-

tions.
We have been over much ground on this bill with other witnesses.

I don't think we have to replow it all.
I would like to know what events would have to occur before the

SEC should make its finding of "is likely to adversely affect the fair-
ness or orderliness of the exchange markets." I am looking for your
impressions of the kinds of events that would trigger the provisions of
S. 3126.
Mr. NEEDHAxt. Senator, I think that is probably the gut question

here. Of course our position very simply is that you shouldn't have
to go through that agonizing procedure of trying to determine any-
thing. The simple solution really is to require that all trading take
place on an exchange; then you don't have to determine whether you
want the investing public skewered 5 percent of the time or 10 per-
cent of the time, or 15 percent of the time, which was being suggested
earlier.
We feel the best protection is to make—you are asking me what I

want, and I am telling you what I think is the best for the investing
public. That is to require that all trading take place on an exchange.
Senator, I have been listening to the same dialogs that you have,

and no one has given me a reason why we shouldn't do that.
I am , not suggesting you should give me the reason, but I have

not heard it from the witnesses as to what is wrong with
such a requirement.

Senator WILLIAMS. I think the answer to that really is basic to
everything we have been talking about. From the members question-
ing, I get the impression thk they want to have that best evidence
that there will be—assuming that it is not in the public interest to
see the exchange adversely affected in terms of membership with an
exodus of some degree—an effective remedy to preserve the auction
markets.
They are looking for evidence that there will be an exodus that will

change the nature of the auction market, the exchanges, and lead us
into more and more reliance on a dealer market.
Mr. NEEDHAM. Well, Senator, I guess the one simple way to do it is

to take the existing situation and let's say, for example, that there is
5 percent of the trading of fisted securities on other than a national
securities exchange, and as soon as it gets to be 6 percent, you just
require everybody to go right back to where they were. It would be
that simple. Mr. Calvin feels he would like to make a comment. Would
that be all right?

Senator WILLIAMS. Yes.
Mr. CALVIN. Thank you, Mr. Chairman.
This is a question that has been put to a number of witnesses and

the simple answer is that there is no precise answer as to what the de-
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terioration is that must take place in the auction markets before they
are atrophied to the point where they cease to function in terms of the
public interest.
However, we did point out in our earlier testimony on November 13

that if the 10 largest firms of the New York Stock Exchange took
the business that they do today on the floor of the exchange back to
their offices and acted as dealers, the result would be a decline of 31
percent of the transactions presently handled on the Exchange.
I think clearly that type of a development would lead to the disrup-

tion of the fairness and orderliness of the market as I say, a 31-percent
decline in the market transactions.
That would be accounted for by 10 firms moving away from the auc-

tion market and becoming dealers, only 10 firms.
So I guess you could observe that it depends on which 10 firms

leave. If those 10 top firms leave, and you have a 31-percent decline
in activity, clearly the orderliness would be affected.

Senator WILLIAMS. The members were speculating whether you have
any evidence that some percentage of firms will leave after May 1,
1975, which is the announced date for the elimination of the fixed rate.
Mr. NEEDHAM. We know that Merrill, Lynch will leave. They have

said it.
We know that Goldman, Sachs has said it we know Paine, Webster

has said it. We know that there will be tremendous pressure on the
so-called institutional type firms to leave.
There will be no incentive for them to have their blocks taken down

to the floor. So I think we are dealing with a very real situation.
That is why when you ask me what should the criteria be, I say
that is a very complicated ciuestion, and the better choice is to avoid
the question, and the determination, and to enact it the way we
suggested.
Senator WILLIAMS. Now, finally, would you deal with this disparity

of regulation between the exchanges and the third market, and
whether this disparity leads to any hard speculation of the effect on
incentives to leave the exchange?
Mr. NEEbHAM. Yes. I will deal with that.
Let's deal with—and we can break it down into parts. The parts

that I forget, Mr. Calvin will remember.
Let's talk about market-making responsibility. We have rules at

the NYSE, requiring the specialists to make an orderly market.
They have to be there every day.
In the third market there is no comparable regulation.
Second, .we have rules governing the way the transaction takes

place, and the way they are reported. Ultimately there will be the
composite tape, but there will not be any surveillance—there is no
surveillance at this moment of what goes on in the dealer market.
The NASD does not regulate the dealer markets the way we regulate

the floor of the New York Stock Exchange, or the way that Midwest
and PBW do it.
So they can move away from the market and not be there. They are

just free of all the rules that we have about dominating the market as
dealers.
So that everyone has been talking about the last couple years, any-

way, about the need for uniform rules and regulations.
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As you know, I personally believe these initiatives should start in
the private sector. We arranged such a meeting at the exchange a
couple months ago to see if we couldn't get people to start to work
on this project of developing uniform rules and regulations. We had
that meeting and a third market firm that was represented there was
disruptive and unwilling and was an obstructionist, to any progress
in the area of developing uniform rules and regulations.
So as a result of that, we had then to turn to the Federal Govern-

ment and say we just can't get anyone to agree because of the obstruc-
tionist attitude of this one particular individual, so we have turned
the problem back to the SEC.
So we have tried at the New York Stock Exchange to develop uni-

form rules and regulations. It isn't that we say all these rules must
be the rules for everybody, but there has to be a starting point and we
offer to sit down and talk with people about those rules on the basis
of their merit.
Maybe we would end up discarding some of ours which might be

considered anticompetitive or unduly restrictive in the context of. a
national market system. But we couldn't even get off first base with it.
Senator WILLIAMS. This is within the industry now?
Mr. NEEDHAM. That's right.
Senator WILLIAMS. What is happening in the area of equal regula-

tion, either as a result of your efforts or the Commission's efforts?
. Mr. NEEDHAM. The Commission wrote us a letter last August, say-
ing they would see to it that there would be rules on short selling,
antimanipulative practices, and on suspension of trading.
Nothing much has happened at the Commission since that letter

came to us. But we have received assurances from time to time that the
Commission was going to do something in the way of developing those
rules. But nothing much has happened.
Senator WILLIAMS. I missed that 
Mr. NEEDHAM. We have received assurances that the Commission

would develop those rules, but they never have.
. Senator WILLIAMS. If there were equal regulation, where it is pos-
sible and desirable, would that change the picture concerning incen-
tives to leave the exchange?
Mr. NEEDHAM. It would lessen it. It would lessen it. I still feel,

Senator, that we are dealing with such a complex issue here that we
ought to have a fail-safe device. It doesn't cost anything to have it.
Certainly the SEC, who will make the administrative decision, will
be qualified to make that decision and I just can't see any injury
coming about as a result of it. It is a latent authority in the act if
enacted which the SEC will use at the appropriate time..

Senator WILLIAMS. All right.
Mr. NEEDHAM. You know, Senator, may I--
Senator WILLIAMS. At any rate, the whole scene changes after the

rates are freely competitive and we have the central market apparatus.
Then the whole thing changes.
Mr. NEEDHAM. That's correct.
Senator WILLIAMS. So we are talking about. an interim period.
Mr. NEEDHAM. Precisely.
Senator WILLIAMS. You were going to say something?
Mr. NEEDHAM. Yes, sir.
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Many times, Senator, people have said that the New York Stock
Exchange is trying to retain its monopoly position. The statement was
made earlier this afternoon by a member firm of the New York Stock
Exchange with respect to that.
The New York Stock Exchange is not a monopoly. But you know,

it is interesting. One of the fears that has been expressed is that if this
proposal that you have here in the form of this bill were to be enacted,
it would force a third market firm out of business.
Senator, nothing could be further from the truth.
I have in front of me—let me just identify it for the record. It is

identified as a prospectus and the number is W-258000 Weeden & Co.,
filed with the SEC January 17, 1973, received by the SEC office of
records, January 19. It deals with the various employee plans of that
firm.
Senator, it ehows under sales and income on page 10 a comparison

for the years 1968, 1969, 1970, and for the 9-month periods in 1970 and
1971 and I assume the numbers have not changed that much, it shows
that this firm which is a major third market firm derived approxi-
mately—and it is difficult for me to read the numbers because of the
photocopy—but it looks to me like about 39 percent of the gross rev-
enues from its third market activities.
Now, it is inconceivable to me that you the SEC, or we would write

such rules that they had to get out of that business totally. But even
if we did, it wouldn't put them out of business.

Let's take an analysis of Weeden & Co.'s income statement for the
year 1973 and for the benefit of the record this is its annual report to
stockholders for the year ended September 30, 1973. On page 5 of
that report it shows for the year ended 1973 and 1972 securities sales—
unaudited—and it shows the gross. I assume their net of $16 million
in 1973, of which $5 million have to do with corporate stocks, one-third
of their business.
Now, we don't know whether they are making markets in over-the-

counter stocks. You know, there is little available on what a particular
third market firm does. That doesn't indicate to me that they are going
to go out of business. They are very creative people, they have told us,
and I am sure they know how to adapt themselves to uniform rules
and regulations that would be imposed on them through the central
market system. -
Now, I have an ad which is going to be introduced as evidence later

on in this hearing put out by the same firm and interestingly enough,
Senator, this firm does—they show breakdown of our volume by cus-
tomer, for example approximately—it is 19.9 percent of their total
share volume is done on exchanges in the United States. So, this third
market firm is utilizing the exchanges right now. So, what is the great
hardship on the third market to require that they show their trades be-
cause of the other—the balance of their trading activity we assume is
out of their dealer inventory directly to a bank, a mutual fund or other
institution as they show it.
What is so contrary to the public interest to say to them—and we're

not saying they have to become a member; we're saying "Take those
orders down to a floor of a national securities exchange." We don't
care where it is; they are members of every exchange except New York
and American Exchange, and we are asking them to show those orders
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to the crowd and to the book and clean up the public book
. That is in

the public interest. Why don't they want to do that?

Senator, they do business on the New York Stock Exchange, they say

2.7 percent of their transactions for their own account.

Well, Senator, we have an arrangement as the result of an 
edict

by the SEC where we have to give nonmember broker d
ealers a 40-

percent discount as long as they sign an agreement with us
. That

agreement has been signed by approximately 1,500 nonmember
 broker

dealers. This third market firm hasn't signed it. That means tha
t when

they come on the floor of the New York Stock Exchange, they 
pay the

full nonmember commission.
Now, it is a publicly held company. They have the opportunity

 to

buy these stocks at a lower price but they are paying a higher pr
ice

than they have to. They are not availing themselves of this disc
ount.

Now, Senator, a number of questions come to my mind. Why would

someone do that
Senator WILLIAMS. You are not speaking to stock prices now. Rath-

er, you are saying that they have the 40 percent commission discoun
t

available to them?
Mr. NEEDHAM. They get the same prices; it is the commission that

is different.
Why would some firm want to do that?
I can conjure up a lot of reasons. These are reputable people. But

one of the reasons could be that they don't want to subject themselves

to our regulation which is what all of the 1,500 other people do. The

others sign an agreement giving us the authority to examine their

books and records.
Another reason might be that they are involved in extensive recip-

rocal practices with our own members where they meet them on other

exchanges or cut them in on underwritings or something like that,

and it gets washed out.
I am glad Senator Biden is back—and I put this question to you

simply—I am concerned, I don't want to see the American public

skewered 5 percent of the time or 10 percent of the time. I just would

like someone to get on this record the answer to the questions I have
just posed. I am sure there are answers to them and maybe after I

have heard the answers I will understand it and won't be as concerned

about it as I am right now. But I cannot understand why this proposal
is being considered anticompetitive.
We're not asking them to join the exchange; we are not asking

them to subject themselves to our regulation. They can still be subject
to some regulation the NASD is presumably enforcing.
Why won't they do it? Why won't they cut the little guy in on their

business? They are an institutional firm and that's it, pure and simple.
Why won't they let the small guy participate in their business? That
is the question that this subcommittee has to get an answer to and no
other.
Senator WILLIAMS. We will probably get it after we answer that

bell in just about 45 minutes.
Mr. NEEDHAM. OK.
VOICE. Forty.
Senator WILLIAMS. Did you say 40?
Thank you, very much.



91

Senator Biden ?
Senator BIDEN. In your opinion, what series of events are there thatwould be required for the provisions of S. 3126 to become operative?Mr. NEEDHAM. On the presumption that you are not willing to buymy argument that all trends ought to be there now, then I would sayto you there is only one answer to your question.Senator BIDEN. That is your present argument. That is the mostrecent one.
Mr. NEEDHAM. That is right. That is the public interest question.All you have to decide is how many times you want the public to beskewered.
Senator BIDEN. I assume that is the question that moved you fromyour previous position?
Mr. NEEDHAM. Well, we moved to it in the interests of getting sometype of failsafe device, right.
I would say to you to cut it very simply, that given uniform rulesand regulations and given the opportunity for third market firms ofall types and descriptions to participate in the ordinary flow on anyexchange that they want which we're willing to do, at least at the NewYork Stock Exchange, then I would say that if the percentage wentfrom 5 to 6 percent I would move if I were a Commissioner of the SEC.Senator BIDEN. That is a very specific answer thank you.With previous witnesses, I have asked the question whether nego-tiated rates will cause a flight from trading on the floor of exchanges tothe third market. Do you think that will happen?Mr. NEEDHAM. As a businessman, you have to say yes to that, Sen-ator. The reason is very simple. The profit opportunities as a dealerare much greater than they are as a broker. This third market firmI am referring to here and this is Weeden and Co. again in their an-nual report to their shareholders said that third market profits in1973 were approximately equal to 1972 even though share volume de-creased from the prior year.
Now, Senator, I can tell you that the member firm community ofthe New York Stock Exchange lost $49 million last year principallyin the securities commission income aspect of their business. So, herethis is—this is clear, indisputable fact that the dealer market is moreprofitable than an agency market. That is why the firms will leave.Senator BIDEN. There have been firms that have indicated to you,I suspect, that they would leave.
Mr. NEEDHAM. That is-right, and I mentioned them before, Senator.There were Merrill Lynch, Goldman-Sachs, Paine Webber, several ofthe institutional type firms.
Senator BIDEN. Can you tell me how recently that was indicated toyou?
Mr. NEEDHAM. Since the middle of December, Senator, when thecommittee and subcommittee marked up S. 2519.
Senator BIDEN. Well, I am probably being provided informationthat is incorrect, then, because in rereading the testimony of Mr.Weeden prepared for presentation later today, he quotes, and I don'tknow what the date on this is, such firms as Goldman-Sachs as sayingthat that is not the case they wouldn't leave. I guess—is that just amatter of dates? Is that why that is?
Mr. NEEDHAM. What you have in front of you is an adversary brief.In preparing an adversary brief, you are entitled to a great deal of
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license. You are allowed to pick and choose the info
rmation you have

in there. That is what you have there. You have st
atements made by

people away from the dates I have just spoken abou
t.

Senator BIDEN. I realize it is an adversary brief
, but it is a direct

quote. It was made under oath in an adversary
 proceeding which I

have a little more faith in than some of our he
arings which are not

adversary enough in my opinion.
So I guess your explanation is, and I shall 

direct your answer to

Mr. Weeden when he testifies, that even though
 there is a date on this

testimony, it is apparently now the case that the 
statement of Gold-

man-Sachs is no longer operative.
Mr. NEEDHAM. You have to read the pages prece

ding and the inter-

rogations of the—I think those are quotes from 
the Thi11 case, right?

Senator BIDEN. Right.
Mr. NEEDHAM. You have to read that record c

arefully and I suggest

you have the staff do that because you may f
ind the interrogations

went one way and the answers were responsive 
to the question being

asked, but not necessarily responsive to the qu
estion you are asking.

Senator BIDEN. It seems to me it is hard to mis
understand. "I have

rejected the view and do not now believe that 
the advent of fully ne-

gotiated commission rates would be likely to ca
use my firm to leave

the New York Stock Exchange—" no matter wh
at preceded or what

followed it.
Mr. NEEDHAM. Senator, Mr. Levy and Mr. Reagan 

are both mem-

bers of the board of directors of the New Yor
k Stock Exchange;

they were members of the board of directors on Mar
ch 1, 1973. It was

on that date that this policy was articulated for the
 first time by the

board.
So, any of those statements if they precede that date

 I would say

they are inoperative and inapplicable.
Senator BIDEN. I guess the easiest thing for me to do, since 

we have

pointed out an apparent contradiction, is to ask directly
 those gentle-

men, for example, Mr. Reagan of Merrill Lynch.

Mr. NEEDHAM. Because of your great interest in this, I
 would like

to interrupt a moment.
I mentioned earlier when you were not here that you d

on't have

to leave the exchange to have the event occur that we'r
e concerned

with here. Without this legislation, it would be possible for 
Merrill

Lynch; you know they are a holding company, it has a variety
 of

subsidiaries. It could have one subsidiary which would be a
 member

of the New York Stock Exchange, and it could have a subsidia
ry that

was not a member of the New York Stock Exchange, and that
 sub-

sidiary could deal in the third market, wheel and deal just the way
 they

wanted to while the other subsidiary would be subjected to our rules
.

Do you follow me, Senator?
Senator BIDEN. Yes; I do, and I assume that if your statement is

correct that would in part explain the apparent inconsistency t
hat

puzzles me. Here is another example: in a letter dated March 21
,

1974, from William Salomon of Salomon Bros. to Senator Hart, Mr.

Salomon says, and I quote, "Finally we have stated that we have
 no

plans to resign our exchange membership after the advent of 
fully

negotiated rates and have expressed disbelief that there would be 
a

mass exodus of other exchange members. We still hold these views.
"
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Now, that was March 21.
Mr. NEEDHAM. March 21 of this year?
Senator BIDEN. March 21, 1974.
Mr. NEEDHAM. I would say this, that if Billie Salomon said that

March 21, he meant it.
Senator BIDEN. That is a definitive statement; thank you. I knew I

would get some definitive statements.
Mr. NEEDHAM. Well, you wanted a more adversary proceeding,

Senator.
Senator BIDEN. Well, I don't know how we can really interject this.

I just got a note from Staff. "Merrill Lynch's representative has just
come over and he insists," and it is underlined, "that their position
is they will not leave the exchange." But we can find that out. We can
get that in writing, I guess, by asking them that question.
But you have answered how you think that is sort of a red herring.
Mr. NEEDHAM. Is he on the board of directors?
Senator BIDEN. I don't know, but if he is wrong, he certainly won't

be.
As I understand it, you really see no threat to the competitiveness

of the securities industry if the third market were to be eliminated, or,
in other words, if they were forced to effect transactions on the floor
of the exchange. Is it your position that this would not in any way af-
fect either the public interest or the interest of those who are involved
in the industry other than third market firms that had to move?
Mr. NEEDHAM. Senator, we would love to have the third market firms

become members of our exchange because they are in their own way
competitive. They do have capital. That is the one thing they do have.
The whole industry needs capital and to bring all that capital into one
place has to result in a more liquid market. We would be in favor of
that.

Senator BIDEN. I asked Chairman Garrett's opinion on some rules
yesterday and I would like to ask your opinion on a couple if I could.
Rule 113, which prohibits specialists from dealing directly with cer-

tain kinds of customers. Could you comment generally on that?
Mr. NEEDHAM. Rule 113 as you may know, Senator, is a rule that was

adopted by the New York Stock Exchange. The American Exchange's
counterpart of the rule is 95. This was at the request of the SEC in
order to make certain that the specialists did not become involved in
certain antimanipulative types of activities.
It stemmed from the investigation, the Rey investigation of what

happened at the American Exchange.
Now, the important part of that is not the generalization of the rule

itself but that the rule has resulted in a structuring of the industry
which seems to be acceptable to the members of the industry and it also
seems to serve the public interest well.
Now, a lot of people are concerned that the third market firms who

currently can make markets and then talk to the institutions, if they
were subjected to rule 113 that that in effect would deny them some
type of competition.
Well, I have two responses to that. First of all, the member firm

community is going to have to alter some of its practices as well so
it shouldn't be that the third market firm should escape reformation
as well.

31-930-74-7
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The second point is simply this: Weeden & Co., and I will come
back to them because they are the only ones that publish ads like this,
their profile of the breakdown of their volume by customer indicates
to me that their profile is comparable—could be the same as the profile
of any of our upstairs firms like Salomon Bros., Bear Stearns, or
Goldman Sachs. Twenty percent of the activity of Weeden & Co.. is
done on the stock exchange. So, Weeden and Co. could have the ability
if they were members or had access to the exchange, to conduct their
business in the same fashion that they are conducting it now.
The only difference, Senator, is that they would have to bring their

trades to the floor of the New York Stock Exchange and clean up
the book which is what Goldman Sachs does, and Mr. Salomon's
organizations does.
The unanswered question is, why won't the third market firms let

the investing public, the little guy get in on those trades?
Senator BIDEN. Your concern for the little guy is admirable. So,

Weeden & Co. could have the ability if they were A.T. & T.
Mr. OWENS. Right. I agree with you, Senator.
Senator BIDEN. Which is refreshing to know, you know.
How about rule 438, which prohibits dealers other than specialists

from quoting a two-sided market.
Mr. NEEDHAM. I will let Mr. Calvin answer that one, if you don't

mind, Senator.
Mr. CALVIN. Rule 438 is no problem at all in the context we are

talking about. There are many other rules that would have to be
addressed but this isn't one of them.
All this rule does is it says a member organization cannot advertise

in quotation sheets. I don't know that that's any type of a problem at
all in the context of integrating the third market and the exchange
market. If it were, I am sure the rule would be revised or if the SEC
would allow us to do so, would be repealed. It is just not a problem,.
Senator BIDEN. How about the fact that memberships to the Ex-

change are available only on a medallion basis? I assume if this legis-
lation went into effect, and the determination was made that it is time
to implement it, the exchange would expect third-member firms to
come in on a paying basis, is that correct?
Mr. NEEDHAM. Senator, I think the third market firms would be

willing to pay their way. I have never heard them say they were not
willing to pay.
Senator BIDEN. What if they did say that?
Mr. NEEDHAM. The problem is the seat, right? The House bill, H.R.

5050, clearly envisions, as does the SEC policy statement, that all
broker-dealers, all eligible broker-dealers shall have access to the cen-
tral market system.
Now, Senator, no one, I guess, really understood what that meant

until recently. What that means is that the seat concept is eliminated,
so in terms of the national market system there is no necessity for
anybody to buy a seat any longer.
The problem we have, Senator, which Congressman Moss addresses,

and I know Chairman Williams as well does, is how we reimburse the
seatholders for their equity. That is a separate problem. We are work-
ing on it without much success.

Senator BIDEN. That is what I thought.
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Mr. NEEDHAM. The bill does not require the third market firms to
become members at all.
Senator BIDEN. I understand that. But yesterday I believe Commis-

sioner Garrett indicated that if the Williams' bill were to be passed
and the mechanism were triggered that something would have to be
done about providing for the movement to the exchange without
having to come up with the cash.
Mr. NEEDHAM. Senator, I don't know why the Commission arrives

at this so late in the game. When I was a commissioner—and that seems
like a hundred years ago ago—we dealt with that problem. We said it
very clearly that there wasn't going to be an entry fee other than the
usual initiation type fees and user type fees. The real problems—and
I will state it again for the record—is what do I do about the equity
which our members have at the present time, which amounts to $16
million? But that is not at issue here. This bill doesn't require they
become members. All they have to do is bring their trades to the floor.

Senator BIDEN. If I understand you correctly, your position is that
first of all they should be required to be there anyway regardless of
this bill. You see no reason why the third market exists in the State
that it now does nor should it.
You would like to see them members of the exchange.
Mr. NEEDHAM. Senator, in May 1971 before this committee cranked

up its hearings, before the House cranked up its hearings, before the
SEC did, I gave the whole world for what it was worth a blueprint
of what the securities industry should do—how it should be restruc-
tured. All of this legislation is taking you right down the road of
that blueprint.

Senator BIDEN. That is what the third market is telling me..
Mr. NEEDHAM. But the difference is, Senator, I reached that as a

commissioner. At that time I had integrity. The point is 
Senator BIDEN. A noble admission.
Mr. NEEDHAM. Anything that fragments the securities markets of

the United States ipso facto is detrimental to the public interest. That
is the way I came out as a Commissioner that is the way the Exchange
board of directors came out.
Senator BIDEN. You view the existence of the third market as a

fragmentation?
Mr. NEEDHAM. It's existing right now as, yes.
Senator BIDEN. So you know the basic premise from which you

start is that they shouldn't exist because they are fragmenting the
industry now and that they therefore should be members of the ex-
change.
Mr. NEEDHAM. Senator they should exist, the firms should exist.
Senator BIDEN. But not in the present format.
Mr. NEEDHAM. The third market shouldn't exist.
Senator BIDEN. That is right.
Mr. NEEDHAM. The record may not show it as clearly as I'd like it

to. The last time I appeared here you asked me a question about the
fourth market whether they should be required to be part of the na-
tional market system. I answered negatively because at that time we
didn't think it was a problem.
But, Senator, that question has been haunting me for 4 months

and you have convinced me the fourth market should be part of it.
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Senator BIDEN. I thought you might come around to that. I really
'did. It really does my heart good to know that I can move you like
that. But again for the record, am I correct that your basic premise
is that the existence of the third market is by definition a fragmenta-
tion of the securities industry, consequently they should be members
,of the exchange?

Mr. NEEDIIAM. And ultimately part of a national market system.
Senator BIDEN. Right, which are exchange markets, the way you

view it.
Mr. NEEDHAM. Technically.
Senator BIDEN. Within the context of exchanges. So that secondly

as I understand it would say that the fact of movement from fixed
commission rates to negotiated rates barring any other action being
taken is going to have the effect of further fragmenting the industry
by moving people from the exchanges to the third market as it now
exists.
Mr. NEEDHAM. That is correct, Senator.
Senator BIDEN. OK.
Now, you then go on to say that, if I understand you correctly,

that the triggering mechanism of S. 3126 would become 5 to 6 per-
cent of the trades now executed over the exchange were moved to the
third market.
Mr. NEEDHAM. Absolutely. I gave you three points to start with.
Senator BIDEN. Okay. I appreciate that. In addition, you see this

5 to 6 percent decrease as inevitable. That is just a fait accompli as
far as you are concerned.
Mr. NEEDHAM. That is right.
Senator BIDEN. So what you are saying now is that there is no

question that the third market will be eliminated if this bill is passed.
Mr. NEEDHAM. That is not quite right.
Senator BIDEN. Wait a minute now. Tell me how it is not quite right.
Mr. NEEDHAM. Because if the bill goes through the way it is, I don't

know what the SEC—what determination the SEC will make.
Senator BIDEN. I see. That is a good point.
You would like to have the bill tightened as I recall from the begin-

ning of your testimony, to insure that their version would be coin-
ciding more with your version of what would constitute the need to
exert trigger.
Mr. NEEDHAM. When I buy life insurance, I don't want the life in-

surance company telling me you are insured 95 percent of the time.
• Senator BIDEN. I understand that. I want 100 percent and the in-
surance you want is elimination of the third market and you see this
as a vehicle of being able to do that.
Mr. NEEDHAM. And also to make sure—as a result of this legislation

plus S. 2519—that whatever noncompetitive or anticompetitive rules
the New York Exchange may have will in the process be eliminated, so
no one will be hurt 

Senator BIDEN. I understand your motivation is pure and pristine
and to help the little guy and I know 
Mr. NEEDHAM. It isn't just pristine, no 
Senator BIDEN. But I want to make it clear, that your support of

this bill, coupled with your language, is directed and has as its sole
purpose the elimination of the third market. I want to make no mis-

•
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take about that, and I want to make it clear for the record. You said
we want to eliminate the third market; we missed it last time out
and we will get it this time.
Senator BIDEN. I think it is important that that be stated.
Mr. NEEDHAM. I just want the record to show that you stated whatyou thought I said.
Senator BIDEN. OK, well, I think that reasonable men reading the

record will have no mistake about what you said. But then again,
you know, the reasonable man is becoming as scarce as Diogenes the.
honest man around here, so I don't know.
Mr. NEEDHAM. Senator, you recognize the bill as presently drafteddoes not do what you say it does.
Senator BIDEN. Well, it may not do assuming that the commission-ers don't agree with you as to what constitutes the need to trigger thebill.
Mr. NEEDHAM. That is—
Senator BIDEN. But if they believe as you did, and if it's as inevita-ble as you say, then they end up where you do. But you will be ableto take the record at a later date and say that that is not what youmeant to say and I agree it is my conclusion being drawn from whatyou have said.
Mr. NEEDHAM. Senator, I just want to make something clear. I as-sume the line of questioning is designed to evoke answers from meand doesn't necessarily indicate your convictions because if I believedthat the convictions—that the words you have just uttered were yourconvictions then I would have great difficulty trying to understandwhy any member of this committee voted for the national marketsystem bill because that is a bill that is designed to eliminate frag-mentation. I am opposed to fragmentation; the committee is opposedto fragmentation; how you express that I leave up to you.
Senator BIDEN. Let's talk about fragmentation for a moment.
If I own half the pie and you own half the pie, it is fragmented.If I want your half to be coupled up with my half on my table we arebringing it back together. If you want my half coupled up with yourhalf on your table we are bringing it together, too. We have a centralpie all whole and full. It all depends on whose table it is on.
Mr. NEEDHAM. No, Senator, you don't understand the securitiesmarkets.
Senator BIDEN. You are right about that, I guess.
Mr. NEEDHAM. If you give me 5 minutes, I will make it absolutelyclear to you as to what we are saying.
Senator BIDEN. The chairman has been very kind to me 
Senator WILLIAMS. It is all right with me, Senator Biden, as longas you stay through all the people that are left.
Senator BIDEN. I will ask one last question of Mr. Owens.
Mr. NEEDHAM. OK, you are the Senator. I think--
Senator BIDEN. Only for another 4 years though.
Mr. NEEDHAM. That is about the time my contract expires.
Senator BIDEN. Mr. Owens, you also expressed the need for provid-

ing the best advantage for trading by individual investors to promote
depth and liquidity in the securities markets and that these are best
represented in the exchange auction markets.
Did I understand your testimony?
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Mr. OWENS. The general sense, yes.
Senator BIDEN. I am told, however, that your own company,

A.T. & T., has an employee program which allows them to buy and
sell A.T. & T. stock directly from the third market firms; is that
correct?
Mr. OWENS. No; we do not buy from the third market as such. We

have a reinvestment plan with respect to the share owners and they
purchase stock and we purchase stock for them and they get the
stock.
We have a savings plan whereby the—one of the choices is to buy

A.T. & T. stock.
Now, where that is purchased, I don't know.
Senator BIDEN. OK. Thank you. You gentlemen have been very

responsive. I appreciate it.
[Complete statement of Mr. Needham follows:]

STATEMENT OF THE NEW YORK STOCK EXCHANGE, INC.

My name is James J. Needham. I am Chairman of the Board of Directors of

the New York Stock Exchange, Inc. With me today are Cornelius W. Owens, a

Public Director of the Exchange, and Donald L. Calvin, Vice President.
Mr. Owens, in addition to being one of our most distinguished Directors, is

Executive Vice President of the American Telephone and Telegraph Company.

He has been a member of the Exchange Board since 1968 and headed the

Special Committee whose report led to the 1972 reorganization of the Exchange's

governing structure. Following the conclusion of my remarks, he will offer

some further brief comments on the need for this legislation.
We are pleased to have the opportunity to appear at these hearings to express

the support of the Board of Directors of the New York Stock Exxchange for

S. 3126.
May I say at the outset that we appreciate the concern shown by the entire

Committee in this matter of appropriate safeguards for public trading on the
nation's stock exchanges—and particularly by Chairman Williams, by the Bill's
co-sponsors, Senator Alan Cranston and Senator Bill Brock, and by the entire
staff.
When the provision which is now S. 3126 was under consideration as a possible

amendment to S. 2519, the Exchange's Board had an opportunity to review it in

depth. At that time, the Board took the position that while the proposal did
not go as far as the Board would have liked with respect to preserving the
securities auction markets, it did represent a fair compromise which merited the
Exchange's support. Our position today is the same.
Rather than restate the concerns which we presented in great detail to this

Subcommittee in our appearance at hearings on S. 2519 last November,' I would
like to focus today on the essential public-interest aspects of this issue.
At the heart of S. 8126 is the public policy determination that it is in the

vital interests of more than 80 million American investors to preserve the
public exchange auction markets in this country.
There is near-universal agreement on this point. Senator Williams stressed

it when he introduced the National Securities Market System Act on the Floor
of the Senate last October. The hearing record on that Bill is filled with specific
affirmations by the SEC and by representatives of the securities industry.
The SEC, in its March, 1973 white paper on the "Structure of a Central Market

System," stated "the Commission's commitment to the preservation of an auction-
agency market rather than a purely 'dealer market' for listed seeurities." The
SEC added, "Perhaps it is worthwhile to state again, unequivocally, that the
Commission does not wish to encourage the creation of a purely dealer market
for listed securities."'

1 The Exchange's testimony before the Subcommittee on Securities on November 13,
1973 is included in the hearing record on S. 2519 on pages 165 to 517.

2 Polley Statement of the Securities and Exchange Commission on the Structure of a
Central Market System, page 24.



99

Treasury Secretary George P. Shultz, as recently as January 29, stressed the
close dependence of investor confidence on the maintenance of fair and efficient
securities markets.8
And the recent Treasury Department Report, "Public Policy for American

Capital Markets," in a sense expanded on Secretary Shultz's remarks.'
It is perhaps also pertinent to recall here Chairman Williams' succinct state-

ment of the objectives of S. 2519 when he introduced that Bill on the floor of the
Senate last October 2.5
Mr. Chairman, the texts of the various comments to which I have referred are

footnoted for the Subcommittee in my prepared text
In addition, I would note Chairman Williams' comment to the Senate on

March 6 when he described S. 3126 as "a major piece of securities legislation
which will go a long way toward speeding the development of a central market
system and bolstering investor confidence in the markets." (Emphasis added)
The SEC has underscored the fact that the element of public confidence so vital

to individual participation in the securities markets is not well-served by dealer
markets. Consider this illuminating description of a dealer market from the
Commission's March 1973 white paper:
"Presumably, the classic example of a dealer market is the over-the-counter

market, in which it is virtually impossible for an investor's order to be executed
without the participation of a dealer in the transaction. There is no facility
whereby public carders can offset each other, except under the auspices of a mar-
ket maker, and this rarely occurs. Since the intervention of a dealer involves an
additional spread between the prices at which investors can buy and sell, it is
likely that in many instances investors obtain less favorable prices on their trades
than if they could trade with other investors."
By contrast, the advantages of a public exchange auction market may be demon-

strated by describing simply how transactions are handled on a stock exchange.
In an exchange auction market, all public orders are treated fairly—with the

first order received at the best price receiving priority over other orders. This
Is so regardless of whether that order is from an individual investor purchasing
100 shares of stock or from an institution buying 10,000 shares. Moreover—and
this is a terribly important point—all public investors can participate in any
transaction in the auction market to the extent that they are willing to enter
better bids than anyone else or succeed in reaching the market before anyone
se.
This, very simply, is the auction which is conducted openly, the results of which

are immediately reported to the world via the ticker tape. An investor watching
the tape can see that his transaction was completed at a price which was the
'same as, or related to, other prices which preceded his purchase or sale.

This auction, therefore, combines the elements of fairness, orderliness, full
disclosure and equal treatment and is designed to do so in a way that builds
individual investor confidence in the market mechanism.

Accordingly, the central issue addressed by the Bill is whether orders of public
-investors in listed stocks should be exposed to all other orders of public investors
in those stocks. This is what happens in a public exchange auction market—
regardless of whether the investor happens to be a private citizen of modest

3 "The general objective of public policy is to have markets that operate in a fair and
efficient way. Fairness and efficiency lead to confidence on the part of the investing public
that returns will be reasonably related to risks, that the institutions through which they
deal have financial integrity, and that the individual investor is not at a serious disad-
vantage compared with the institutional investor." Address by Secretary Shultz, United
States Saving Bond Campaign Luncheon.

"All evidence suggests that the proportion of Americans investing directly in common
stocks and other corporate securities is much greater than the proportion of any other
country. The New York Stock Exchange is by far the largest organized capital market in
the world, and the other American exchanges and the over-the-counter market are rela-
tively large and active by comparison with most foreign markets. For approximately 50
years, New York has also been the leading center of international finance.
"The characteristics of the American capital markets which have produced these results

are numerous, but among the more important are the fact that investors feel that they can
buy at the lowest available price and sell at the highest available and the fact that the
generation and flow of relevant information is relatively rapid, accurate, and complete."
Treasury Department Report, Public Policy for American Capital Markets, page 1.

"First, the maintenance of stable and orderly markets with maximum capacity for
absorbing trading imbalances without undue price movements. And second, centralization of
all buying and selling interests with appropriate protection of public orders. In this way
every investor will be assured of receiving the best possible execution of his order, regard-
less of where it originates."
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means or a multi-billion-dollar institution. This does not happen in the over-the-

counter dealer market in listed stocks—in the so-called third market.
The primarily institutional third market has little, if any, individual participa-

tion. In that market, an institution, typically, will sell listed stock directly to a

dealer who, in turn, will sell it to an institutional buyer. Conversely, the third
market dealer may buy stock directly from an institution and subsequently sell

it either directly and privately to another institution, or publicly on the floor of a

stock exchange. All of these transactions between dealers and institutions take

place in the privacy of the dealer's office—or, if you will, in secret. This secrecy
factor—a characteristic of dealer markets—will continue to prevail even when a

consolidated tape becomes operative because disclosure of a trade after it takes

place will not change the fact that individual public investors do not have the

opportunity to participate in it.
Moreover, dealer markets are in practice less stable than exchange auction

markets. When stock prices are rising, dealers can be expected to step up their

market-making activities. However, when stock prices are declining, dealers are

free to close up shop in those issues since, unlike stock exchange specialists, they

have no obligation to maintain orderly markets. As dealers refuse to make

markets, stock price instability is intensified and down markets become more

severe.
This is substantially what happened during the recent price decline in the

dealer-oriented corporate bond market, where market-makers simply turned their
backs, reducing the overall amount of capital devoted to market-making and
severely damaging liquidity.

Recent studies of the NASDAQ quotation system have shown that this same
type of "fair-weather" market-making is common in the present over-the-
counter market in both listed and unlisted stocks. It is also demonstrable that
dealers generally choose to make markets only in the most active listed stocks,
again since they have no obligation comparable to that of exchange specialists
also to handle less active issues.

Also, because of the secrecy of third market trading, there is very little
publicly available data on the nature and extent of their activities.

Currently, the only publicly available data on third market transactions is
based on quarterly reports filed with the SEC, a summary of which is released
by the SEC without verification.
These data show, for example, that in the fourth quarter of 1973, total third'

market trading amounted to 5.4% of the share volume and 6.6% of the dollar
volume of all trading on the New York Stock Exchange.
As you know, the Exchange and others have expressed deep concern that the.

advent of fully competitive commission rates will give broker-dealers compelling
reasons of economic self-interest to leave the exchanges and act as over-the-
counter dealers in listed stocks. We have repeatedly expressed our great concern
that this will trigger an inevitable decline in the quality of the existing ex-
change auction markets and in the services available to individual investors.

S. 3126 speaks to this concern. The Bill provides, as Senator Williams, Senator
Tower and others have said, a "fail-safe" mechanism, by giving the SEC the
authority to require that all trades by broker-dealers in listed securities be
effected on registered national stock exchanges—if the SEC makes certain
findings.
The Bill provides that the Commission "shall" adopt a rule prohibiting broker-

dealers from effecting transactions in listed securities other than on a national
securities exchange. It has been suggested that the word "may" be substituted
for "shall," to give the Commission greater latitude in deciding what action to
take. But this would also lead inevitably to a degree of uncertainty that seems
inconsistent with the intent of the Bill. It seems clear that the public interest
supports the preservation of the exchange auction markets as a matter of na-
tional policy. If the SEC should decide, however, that some other way of achiev-
ing the objectives of a national market system is feasible. S. 3126 allows for
such an alternative by providing in sub-section (3) that the rule imposed by
the Commission "shall not remain in effect after the Commission has deter-
mined that a national market system for securities has been established."

Accordingly, we prefer the term "shall," which provides for certainty for the,
near term without undermining the Commission's authority to decide on an
alternative approach, should one be developed, in creating a national market
System.
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Further, S. 3126 does not restrict or eliminate the Commission's authority to
take alternative action under various provisions of S. 2519. These would include,
for example, regulating dealers, imposing equal rules and regulations in all mar-
kets and regulating non-exchange members who bring transactions to the

• exchanges.

Therefore, the crucial policy question raised by S.8126 is what, if any, devel-
opments should trigger the requirement that all trades in Listed securities be
effected on the national stock exchanges.
S. 3126 places the burden of triggering the requirement on the Commission.

The Commission must find, after notice and opportunity for hearings, that
(1) the fairness and orderliness of the exchange markets or the self-regulatory
capabilities of the exchanges have been or are likely to be affected in a manner
detrimental to the public interest by over-the-counter trading in listed securities;
and (2) no rule of any exchange would unreasonably impair the operations of
existing third market dealers, which would be integrated into the exchange
markets, or unreasonably restrict competition in the exchange markets.
While these triggering provisions seem fair, they are also troublesome. Our

Board believes, and has publicly stated on many occasions, that the public inter-
est would be best served by requiring all transactions in listed securities effected
by broker-dealers to be exposed to all other such transactions.
The problem with the triggering provisions of the Bill is that they require

a determination that the fairness and orderliness of the public auction markets
have been—or are likely to be—impaired, in terms of the public interest, before
the Commission can act. Understandably, we would like to see action taken be-
fore the markets are adversely affected.

Ideally, we would like to see the possibility of damage to the auction market
mechanism avoided either by having Congress determine now, as a matter of
policy, that it will not be permitted to occur, or by writing specific triggering
conditions into the Bill which will impose the requirement before any damage
can be done to our capital markets.

Obviously, these or any comparable remedial approaches would require a
public policy determination by this Committee and the Congress.
We recognize, as I stated at the outset, that S. 3126 offers a reasonable com-

promise solution to the problems we have outlined, and it is for this reason that
our Board supports the Bill. We would not, however, want to see S. 3126 weak-
ened in any way. What I am saying is that if revisions are to be made, we
would urge that the Bill be strengthened rather than weakened.
Again, on behalf of our entire Board, I want to express our appreciation for

the time and attention and thoughtful analysis the Committee and its staff have
given and are continuing to give to this issue.

Senator WILLIAMS. Thank you, gentlemen.
We call now Mr. Aaron R. Eshman, Mr. Arthur B. Durkee, Mr.

Joseph R. Neuhaus, and Mr. Lawrence S. Black. Are you gentlemen
all masters of synthesis? I hope so.
Senator BIDEN. Gentlemen, would you identify yourselves and pro-

ceed in any manner in which you can agree upon?

STATEMENT OF 'AARON R. ESHMAN, STERN, FRANK, MEYER AND
FOX, INC.; ARTHUR B. DURKEE, STERNE, AGEE & LEACH, INC.;
JOSEPH R. NEUHAUS, UNDERWOOD, NEUHAUS AND CO.; AND
LAWRENCE S. BLACK, BLACK AND CO.

Mr. DURKEE. I want to assure you that it was made up some time
.ago before I heard anybody else's testimony.

Senator BIDEN. There is no way you can anticipate the testimony,
of course. I can't even anticipate the answers to the answers. Thank
you. Go ahead.
Mr. DURKEE. I am Arthur Durkee and I am executive vice president

of Sterne, Agee, and Leach, Inc., of Birmingham, Ala. with branch
offices in Montgomery and Mobile, Ala. We are members of the New



102

York Stock Exchange, associate members of American Stock Ex-
change, and members of Philadelphia-Baltimore-Washington
Exchange.
We are underwriters and distributors of municipal and corporate

securities and market makers in certain stocks with markets local to
our section. We are a small regional firm.
We strongly favor Senate bill S. 3126 as presented by Senators

Williams, Brock, and Cranston and urge its adoption without change
or amendment.
The generally accepted conception of a central market system in

listed stocks, equally available to all, large and small, seems to us to
be wholly inconsistent with the existence of a separate unlisted
dealer market in listed stocks. A true central market for listed stocks
requires not only that all transactions be publicly reported on a uni-
fied tape but also that all orders to buy or sell listed stocks compete
with each other as to price and as to supply and demand in the auction
market.
If fixed commission rates are abolished as contemplated, and if the

third market should expand, it may become difficult for our firm to
see how we are justified in retaining membership in stock exchanges.
Stock exchange membership entails considerable expense not only by
remittance to the exchange, but more important is the time of compe-
tent personnel within our organization, supervising compliance rules
and regulations prescribed by the exchanges for members, and with
preparing reports at frequent intervals and in examinations.
Such necessary adjuncts of exchange memberships are time consum-

ing and expensive and require some of the best talent we have in our
organization. If we as nonmembers are free to trade in listed securi-
ties either as agent for a commission or as a dealer for our own ac-
count, we would have more freedom of action, much less expense, and
would not be subject to disciplinary surveillance except as prescribed
by NASD and SEC.
We have always actively supported NASD and its rules and regu-

lations which we welcome not only in the public interest but definitely
in the interest of reputable dealers and brokers.
Members of our organization have consistently served on commit-

tees not only of NASD throughout its existence but also served on
the original NRA committee before enactment of the Maloney Act.
.We have supported the rules and regulations of the stock exchanges

with which we have been affiliated. In 1958, we joined New York
Stock Exchange, having for years prior to that time been members of
Midwest Stock Exchange and dealers and brokers in both listed and
unlisted stocks.
We believe the New York Stock Exchange rules have been in the

public interest and it was to our interest to join this exchange giving
us, for the benefit of our customers, access to the largest auction mar-
ket in America, and the benefit of rules and regulations calculated to
insure fair prices under equitable trading conditions and fixed mini-
mum commission rates.
If trading in listed securities off an exchange increases, and if all

minimum commission rates are abolished, we feel that not only we,
but many other brokers, may consider resigning exchange member-
ships and joining the third market crowd free, to get the benefit of the
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knowledge of transactions from the consolidated tape and then buy-
ing or selling as appear to be to our own best interest.
This would further fragment the market and make membership in

stock exchanges, already in a profit squeeze, less desirable and less
profitable.
Q4 behalf of myself and associates of my firm, I express our great

appygeiation of your giving us the opportunity to state our views for
your consideration.
Thank you.
Senator WILLIAMS. Thank you very much, Mr. Durkee. You came

here from Birmingham, and is your office there?
Mr. DURKEE. Yes, sir.
Senator WILLIAMS. Now, Mr. Eshman.
Mr. ESHMAN. Thank you very much, Senator. I appreciate the op-

portunity to appear here. I propose with the chairman's permission
to highlight the written testimony submitted and that it be included as
part of a permanent record.
Senator WILLIAMS. It will be.
[The complete statement of Mr. Eshman may be found at p. 117.]
Mr. ESHMAN. I am Aaron R. Eshman, and I am president and chief

executive officer of Stern, Frank, Meyer & Fox, Inc., a member of
the New York, American, and Pacific Stock Exchanges and the Chi-
cago Board Options Exchange. We are headquartered in Los Angeles,
Calif., with three branch offices in the Greater Los Angeles area and
one office in New York City.
I appear in support of S. 3126 and urge its adoption without any

changes which would weaken either its intent or its effect.
Our firm, founded on November 1, 1932, conducts a general broker-

age business, with approximately 80 percent of our business being
transacted with the public and 20 percent with institutional investors.
I propose in summarizing my testimony to point out the importance

of capital formation • that public participation is essential; that public
confidence is important to this participation; and that the auction
process with self-regulation, competition for, and participation in
executions at the best price with fair and equal treatment is important
to that confidence.
We have approximately 7,000 retail clients. 'While many clients

utilize our brokerage facilities—as a means of effecting transactions at
their initiation, a majority of our other clients rely on us for specific
investment guidance. Some of our present clients are the second and
third generation of investors utilizing our firm's facilities.
During that period following the onset of negotiated rate and until

the central market system is operative many firms could leave the
Nation's exchanges to execute their customer's orders within the con-
fines of their own offices—in the third market—or possibly have the
best—or worst—of all worlds, obtain nonmember access to the ex-
changes for execution without the expense and regulation of member-
ship.-Several New York Stock Exchange member firms have already
indicated that they may leave the New York Exchange.
During this interim period, all of our clients must be assured com-

plete access for their transactions to a system that provides complete
visibility, opportunity for competing for the best price, fair and equal
treatment in an atmosphere where self-regulatory rules and pi ocedures

INE/MMEI
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maintain the efficiency of the market, thereby safeguarding their inter-
ests.
Chairman Williams has expressed somewhat the same conviction

when he said "there are many advantages to the auction market and it
should be preserved. These advantages include priority for orders of
public investors over those of dealers and the ability of the public
orders to meet inside the existing dealer quotation spread."
The overall objective, gentlemen, of the securities industry in the

United States is to provide the most efficient and effective mechanism
for capital formation and to insure complete liquidity of our securities
market. This mechanism has been in being for almost 200 years and is
responsible in no small measure for the sensational growth and viabil-
ity of our free enterprise system. Many great companies would not be
where they are today, were it not for the ability of firms such as ours
and others throughout the Nation to provide through our clients the
ongoing financing necessary to insure their development and growth.
More importantly, corporate America is distressed to the point of

anxiety over the state of today's capital markets.
Public confidence in the secondary securities markets is an integral

part of the capital formation system. Organized markets with their
surveillance, regulation, and the role of the professional sublimated to
that of the public are critical in maintaining public confidence. That
is why this interim period must safeguard the investor's right to
liquidity.
In a recent speech, Lynn Townsend, chairman of the board of Chrys-

ler Corp., has stated, 'It is impossible for me to overemphasize the
seriousness of the current inability of most companies in this country
to raise equity capital. This Nation, in the lifetime of some of us here
today, could descend from the relatively self-sufficient industrial power
that has been our great strength to one large service industry for the
rest of the world, largely dependent on other countries for its basic
products."

Thirty million Americans own common stocks. While that number
is of interest, what is of even greater significance is that for the first
time since records have been maintained during 1972 and 1973, there
were 800,000 fewer stockholders.
Individual investors have been leaving the securities markets. Sta-

tistics provided me by the New York Stock Exchange indicate that
American Telephone & Telegraph had 100,000 fewer shareholders from
1968 to 1973, Pacific Gas 8L''Electric, headquartered in California

' 
has

lost over 30,000 shareholders between 1971 and 1973 and Exxon dur-
ing that same period suffered a loss of more than 50,000 individual
shareholders.

1,\T must find ways to bring these and new investors back to the
marketplace. We need a larger pool of potential capital contributors
to provide the funds for the future growth and development of our
Nation's industries. Historically what has been the largest factor in
this capital contribution pool has been the average public investor. I
point out in my written testimony that Reginald H. Jones in a speech
made in January 1974 related that in today's dollars about 3.3 trillion
will have to be raised between now and 1985 to meet the needs of the
growing industrial community.
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He asks rhetorically, "Where will it come from?" In summary the
whole capital formation process depends upon liquid markets.
Even the Treasury Department appears uncertain about the con-

sequences following the onset of negotiated rates. In his paper entitled
"Public Policy for _American Capital Markets," Prof. James H. Lone
concludes the section dealing with this problem by stating, "In sum-
mary the SEC's case and the additional arguments presented here do
not lead to accepting the New York Stock Exchange's conclusions
regarding the harmful consequences to the public of permitting off-
board trading of listed securities after April 30, 1975.
At the same time it must be recognized that uncertainties do exist

and should the adverse consequences appear, the SEC should promptly
impose effective remedies—perhaps through the prohibition which the
New York Stock Exchange seeks."
Congress, the SEC, and our industry should not be guilty of risking

the dismantling of a delicate mechanism that has taken 200 years to
build and is the envy of the entire free world.
No other world securities market inspires the confidence and reflects

the liquidity that ours do. While this particular bill will certainly not
cure the problem, at least it is a step in the direction of insuring that
during the bridge period the SEC will have sufficient authority to
take action to prevent fragmentation of our markets.
I wish to thank the subcommittee for this opportunity to express

my views on this subject.
Senator WILLIAMS. Thank you, Mr. Eshman.
Mr. Neuhaus ?
Mr. NxtmAus. Thank you, Mr. Chairman.
I would like to summarize my written remarks. ( See p. 119).
I am Joseph R. Neuhaus. I have been in the securities business for

28 years. I am chairman of the board and act as chief executive officer
of Underwood, Neuhaus & Co., Incorporated of Houston, Tex.
We are investment bankers, security dealers and stockbrokers.
The 'firm was founded in 1907, is headquartered in Houston and has

a branch in Dallas. We are members of the New York, American, Mid-
west and Chicago Board Options Exchanges. We have 212 employees.
The stock exchange revenues currently account for about 36 percent

of our gross income, and of that, about 70 percent would be retail, 30
percent institutional.
We support S. 3126 and urge its passage in substantially its present

form.
We do have a comment, however. Before taking action pursuant

to this bill, it appears to us the SEC would have to make affirmative
findings in both of two areas.
It also appears that the findings in these two areas may conflict

and then in such event, it may be desirable to weigh one against the
other.
It is possible that developments adversely affecting the public in-

terest and protection of investors may be of such severity as to out-
weigh adverse effect on third market dealers and that action by the
SEC might bo desirable in spite of this conflict..
Our reasoning in supporting this bill closely parallels that set forth

in the statements on introduced bills and joint resolutions by Senator
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Williams, and we are also very much in favor of Senator Williams'
voinments made in his opening statement yesterday.

Drastic changes are proposed for the securities industry, and the
securities exchange community. Ramifications cannot be reliability
predicted and may severely damage the availability of corporate

'equity capital, the investing public, the securities industry, or all of

them.
If this happens, it will be important that some Government agency

have the power to take prompt remedial action. We believe the SEC
is that Agency which can most quickly recognize and best evaluate

such situations, and that they should be given the power to take such

action.
Passage of this bill appears particularly important to us because we

believe it is probable that a need will come to be recognized that all

trading in listed securities should be done on an exchange in the

auction market.
This market in the past has been held together principally by fixed

minimum commissions and the requirement that members bring all
orders to the floor of the exchange. The public has realized a further

benefit because exchange rules protect the priority of best bid or offer.

'We think this benefit will become elusive as more transactions in
listed stocks take place on the over-the-counter market.
We concur with those who believe that without new incentives a

number of members will leave the exchanges with the passing of the
fixed minimum commission. Our firm will be among those giving
serious consideration to dropping one or more of our exchange mem-

berships.
As more members leave the exchange, trading in listed securities

will be fragmented and the possibilities of getting the best execution
will be decreased. We believe that the most competitive, most efficient,
and fairest market is that which can bring all buyers and sellers to a
single place where, for example, a broker with an order to buy may
show it simultaneously to all brokers or dealers who are sellers.
We believe this can only be done in an auction market and it in-

creases the speed and certainty with which one may find the best
available price with minimum chance of missing the market.
Each additional market location that must be checked decreases

the speed and certainty of trading at best price and increases the
chance of missing the market.
As markets are dispersed, price competition will be reduced and

disparity between markets will increase. This can be costly both to
the stockholder and his broker.
We, therefore, believe the net effects on the market will be adverse

if the third market grows at the expense of the exchange markets
which we believe will be the likely result of legislation as presently
proposed.
- This concludes my comments, Mr. Chairman.
I thank this committee for the opportunity to be here and express

the views of our firm.
Senator WILLIAMS, Thank you, Mr. Neuhaus.
Now Mr. Lawrence S. Black.
Mr. BLACK. Thank you.
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In order to be brief, I will skip over certain portions of my prepared
'testimony (see p. 120).
I am Lawrence Black, president and founder of Black & Company,

Inc., the only New York Stock Exchange member firm based in Oregon
and one of two such firms based in the Pacific Northwest.
I am pleased to have an opportunity to appear before the subcom-

mittee to testify regarding S. 3126. I hope that I can explain how
important the bill is to regional member firms such as mine and to
their respective customers.
For the most part we are involved in the equity markets. We have a

research department specializing in Northwest companies with empha-
sis on the forest products industry. We are a market maker in a number
of regional over-the-counter stocks and we offer a corporate finance
capability to our regional companies. About 70 percent of our business
is done with individual investors and 30 percent with financial
institutions.
Black & Co., was organized in 1959 as a small broker-dealer firm

doing business primarily within the State of Oregon. Starting with a
membership on the Pacific Coast Stock Exchange in 1962, the firm
later became a member of the 'Midwest Stock Exchange and finally
joined the New York Stock Exchange in 1967. Most of my training
and experience in the securities business had been with NYSE member
firms and from the outset I aspired to have my firm ultimately 'become
a member.
We wanted membership for many reasons. Among them was our

belief then and now that the NYSE auction market provides the fair-
est and most liquid marketplace available to our customers. Addition-
ally, we feel that the stature of the exchange has engendered a neces-
sary degree of confidence among our customers.
During recent years our firm has engaged in the largest volume of

corporate financings and underwritings of any Oregon headquartered
brokerage firm.
We have participated in financings on behalf of national companies

and have acted as manager on behalf of many local companies. Our
corporate financing activities have had a positive impact upon the
ability of companies based in the Pacific Northwest to raise capital
and in providing an essential investment medium for our public
customers.
The bill is needed ...to protect the pricing mechanism of the auction

market for public orders.
It is widely argued that off-board trading in listed securities by

third marketmakers constitutes an independently viable market for
such securities. However, despite its good points, the third market
has so far proved itself incapable of independently establishing fair
prices for the securities it trades. 'Trades in the third market are but a
mirror image of public trading conducted on the NYSE and reported
on the New York Stock Exchange tape. As a member of the exchange,
my firm does not ordinarily engage in off-board trading. But within
my experience I have noted that, when queried with respect to a par-
ticular stock, third marketmakers usually refer to the last sale price
on the NYSE.
Commonsense tells us that, the greater portion of trades which are

executed in the auction market, the more efficient and fair is likely to
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be the pricing mechanism. If the third market continues to draw away
from the auction markets, the Commission should use the powers con-
ferred by this bill to confine trading in listed stocks to the registered
exchanges.
S. 3126 is required to preserve liquidity for investors.
The exchange specialist system provides a liquidity factor which

might not otherwise exist for many relatively inactive stocks. As this
subcommittee acknowledged in its 1973 Securities Industry study, not
all of the stocks listed on any given exchange are a source of profitable
business for the specialist. Nevertheless each specialist accepts and is
required to accept the obligation to maintain a fair and orderly market
in those stocks with respect to which he maintains a book.
The specialist's ability to maintain a fair and orderly market in

relatively inactive stocks is, to a degree, contingent upon his allocation
of some number of those stocks which are'considered to be lucrative.
Some would argue that relatively thinly traded securities are not

entitled to be the subject of a fair and orderly market. I disagree..'
Liquidity provided by the specialist system affords a degree of ateg-
rity to the market which makes it possible for many of the customers
my firm serves to invest in equity securities.
I cannot emphasize enough to this subcommittee the importance to

our capital formation process of the expectation of liquidity. It is the
need for the liquidity provided by the specialist system which causes
corporate issuers to list. This bill provides an element of assurance
that liquidity will continue.
S. 3126 will enable the Commission to bridge the gap between imple-

mentation of the central market system and equal regulation among
marketmakers.
Although it is very stylish these days to talk of the central market

system of the future, no one has yet devised a method of apportioning
the responsibility of marketmakers within such a system. How is one
to decide, for example, who among the exchange specialist and several
third marketmakers failed in his obligation to maintain an orderly
market during a market break? Questions like this have still not been
answered.
For my part, I assume that third market makers are just as ready,

willing, and able to accept their share of the responsibility for making
fair and orderly markets as are exchange specialists. But the important
fact is that there is no established machinery in sight to fairly appor-
tion that responsibility.

It appears that the central market system and particularly the com-
posite reporting aspects of the system will be implemented before a
satisfactory method of equal regulation can be devised. This is prob-
ably wise. But, it also seems wise to empower the Commission, if the
public interest so requires, to confine trading in listed securities to the
exchanges until such time as an equitable method of apportioning
responsibilities among market makers in diverse regulatory environ-
ments is perfected.
The fail-safe feature of S. 3126 is essential to assure that pending

reforms in the securities markets will not result in unforeseen and
undesirable consequences.
As one who makes his living in the securities industry, I am keenly

aware of the reforms which are being proposed by the Commission
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and by the Congress. The depth and quality of the analysis which hasbeen conducted by both bodies during the past few years is impressive.
The proposed reforms are profound. Many will undoubtedly have a
wholesome effect. But the economic dislocations which result from
these reforms, though perhaps bearable, will also be profound.
For example, in my State, the 40-percent nonmember discount

recently implemented by the New York Stock Exchange is having an
impact on the securities business. Some broker-dealers see no reason
to tie up capital in exchange memberships when they can avail them-
selves of most of the benefits of membership without joining.
Development like this, and others which are imminent, pose signifi-

cant disincentives to my firm retaining its exchange memberships.
Other firms much larger than mine have indicated that they can foresee
that day when they may have to reconsider the wisdom of maintaining
exchange memberships. Should such a movement develop, the damage
to the exchange markets could be irreparable.
Again, I appreciate the opportunity to appear and state the views

of a regional member firm primarily engaged in servicing individual
investors. I shall be pleased to attempt to answer any questions you.
may have.

Senator WILLIAMS. Mr. Frank Farwell was supposed to be here but
was unable, at the last minute, to make it. I have his statement (see
p. 169) and there is one point I would like to have your comment on.
He says the need for the dealer function will continue to grow if

our markets are to provide the element of liquidity that investors
expect.
I believe that the marketmaking capacity of the exchange markets

and the third market must both be preserved and fostered as a matter
of public policy.
It is my belief and hope that the characteristics of the exchange

markets and the third market can and will be melded in the future in
such a way as to give the resources presently involved in both markets
an opportunity to perform, to grow, and to compete with one another.
Do you have any observations that you would like to make, any com-

ments on his view of the wholesome future? The melding of the
markets?
Mr. DURKEE. Well, I will say something. I don't know what he had

in mind, really, but our position
' 

for example, in our firm, perhaps a
small regional firm is somewhat different from the large New York
firm.
I am speaking of our firm. We were opposed to negotiated rates. We

like the established rates where everybody knew what they were doing,
to try to compete for business and executions and what-not. But we are
going to have negotiated rates so if we are going to have negotiated
rates we think there should be a central marketplace, otherwise we
don't see how we are going to compete.
By staying members of the exchange in the central marketplace we

don't know how we will compete. If it is going to be fragmented with
other dealers allowed to be allowed to trade off the exchange-listed
securities, it is conceivable and possible •that commission revenues
through the competition and so on would make it unprofitable to stay
as members of the exchange whereby we in our particular case could
trade possibly some listed securities in our own little third market
which we very much prefer not to do.

31-930-74-8
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Senator WILLIAMS. Yes. Anybody else ?
Mr. ESHMAN. I don't see anything terribly inconsistent with what

Mr. Farwell pointed out, although I don't know exactly what he had

In mind there.
I think the bottom line is that there has to be order flow of listed

securities to assure the auction process.
There is no reason why this cannot be accomplished. What we are

looking at is the bridge period from the time of the onset of negotiated

rates until the national or central market system is in being.

All we want to be sure of, is that there is a place where our clients

can get the best possible price, can participate in any execution of

listed securities.
If a block is going to be traded away, we want to know about it. Our

clients want to'know about it. And we want an opportunity to

participate.
We don't want to find out 20 minutes later that a block was traded

in somebody's back office.
I don't see any inconsistencies in what he said.
Senator WILLIAMS. I gather he is saying, and I have not read his

full statement, that this bill for the interim period would enable the

•SEC to meld the two markets and that it would work. They would
still be competitive, but still within the same requirements of deal-

ing on the exchanges.
Mr. NEI7HAUS. Mr. Chairman, I wonder when he says "meld" and

from some of the other terminology whether he does not visualize

being subject to the same requirements and if they are subject to the
same requirements then it doesn't make it that different from the
way I think that Chairman Needham was explaining it.
The problem that we would visualize having is this: that today

we can't trade off the exchange in listed securities as a practical

matter, and so we look at the New York Stock Exchange as the best

market and when we have an order we send it right down to the floor

to be executed.
When that broker goes there to buy that stock, he puts his bid in

the crowd and if it is the best bid then if there are any takers, he gets it.
There will be different numbers of third market traders active in

different stocks, but if we have to first make a decision whether we
are going to send it to the floor, we look at the cathode ray tube and
see what the other quotes are in the third market, we may then say
well, let's try this man in the third market and while we are trying
to contact him his line may be busy or he couldn't answer the phone
for a few minutes and meanwhile another market is moving and now
that one is better, so then we go back to the other O-T-C market or
try to get down eo the floor because that is the best market now.
You can spend a lot of time running around trying to pin that best

market down before you ever get it. As market makers the third
market is sort of a shock absorber in the market. They are not the
ones creating the supply and demand, but they are helping in a sense
to make the market more orderly.
I think that is good, but it is bad for brokers like us to have to have

too many places to go to find this best execution.
Senator WILLIAMS. Yes.
Mr. Black ?
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Mr. BLACK. Mr. Chairman, not to be outdone here, I might be in
a somewhat different position than these other firms inasmuch as I
founded my firm in 1959 without any exchange membership and I
,commenced to do business in' the third market and for a period of
about 5 years that was the source of my being able to trade in listed
securities.
I joined the New York Stock Exchange, as I testified, to become

more credible, perhaps, and the fact that I was the only firm within
my State, and I personally think it would be a step back for my firm
with much hesitancy would I resign from the exchange, but yet under
economic conditions that would force it I would have no alternative
and I would do so with great regret, but I have been through the
process of actively trading in the third market and I feel it would be
a mistake to return to that status.

Senator WILLIAMS. Earlier you speculated on what you feel the eco-
nomic impact would be, or will be, with the loss of fixed commission
rates and with the third market out there. Did you say that you felt
you would possibly leave the exchange in that event and what are
the elements that would lead you to that?
Mr. BLACK. I said that I would possibly consider it. I didn't specify

the conditions but I would state that it would be primarily economic,
it would be a matter of income and net profitability.
We would be returning to a dealer markup system and it is more

profitable.
In the years past we found that to be the case. What we would be

doing is going back whence we came.
Senator WILLIAMS. Does the disparity of the rules and regulations

have anything to do with your thinking that you might leave?
Mr. BLACK. Well, as Mr. Durkee mentioned, we are under the rules

and regulations that are quite strict and more severe certainly as a
nonmember we are living with those rules. But I believe that those
rules are in the best interests of our industry and our customers.
Senator BIDEN. I have one question and I would like each of you

to attempt to answer it.
First of all let me again see if I understand what is being said.
Mr. Black indicated that one of the reasons his firm moved to the

,exchange was the structure of the exchange and the prestige of being
a member of that exchange, coupled with the belief in the fairness of
the auction market and because most of the trades were conducted
there because the fairest price was arrived at on the New York Stock
Exchange.
Is that a fair statement of your motivation in moving to the

exchange?
Mr. BLACK. That is one of the motivations.
Senator BIDEN. How about telling me what the other ones were if

there is anything else?
Mr. BLACK. Well, when I joined the New York Stock Exchange I

felt we could expand the scope of our business to the extent of our
.clientele and expanding on a geographic basis without knowing it was
'a business judgment.

Senator BIDEN. You didn't feel that the third market had that to
'offer or olse you wouldn't have moved to the exchange; correct?
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Mr. BLACK. Well, the nature of our business is such that if we were

to have stayed as a broker-dealer executing orders in listed 
stocks

utilizing the third market, we would not have been able to expan
d to

any extent whatsoever.
Senator BIDEN. Then are the reasons for membership by your firm

on the exchange, the structure of the exchange, the prestige, and
 the

fairness of the auction market t Are they the primary reasons 
why

you are there?
Maybe we can start at that end and come on down.

Mr. DURKEE. The answer is yes. Also looking back 20 years
 ago

when we joined it gave us access to stocks at what we thought wo
uld

be the best price in the auction market, over the present third 
market

and enabled us to make commissions, fair commissions that every
body

else charged. Also the prestige of it and so on.
But those situations have changed now. Whether we would join t

he

exchange today or not, I am not quite sure. We get 40 percent of 
the

commission from another member for the same execution. If that we
re

the case, I don't know if we were to join or not.
On top of that, if these negotiated commission rates are going 

to

further take care of this and also if there is not going to be a tr
ue

central marketplace where we are all competing under the same 
rules

in the same areas that is the reason we don't know what is going 
to

happen, what people are going to do with commissions and also 
to

what extent firms are going to charge for other services to make u
p

for the loss of commission revenue if they are going to reduce t
he

commissions under the negotiated rates and whether we can compete in

those services or not.
Mr. ESHMAN. Senator

' 
I would launch into a monolog on love of

God and country and tell you why I am bullish on the outlook for th
is

industry.
But it revolves around the simple fact that the amount of capital

that has to be raised in this country when we get to the bottom line is

staggering.
We have heard figures of $3.3 trillion; $4 trillion, it is really aca-

demic. We know it is a lot of money. It will come from one of three

sources; from the taxpayers; it is going to come institutionally as it is

trying to be done in Europe; or it will come the way it has come for

the last 200 years, from our industry, the investment banking industry.

Our industry has drawn its strength and vitality from the public.

Now, our firm was the first, I believe one of the first of the LA-based

firms to join the New York Exchange about 1945 or 1946.
We joined the New York Exchange or the firm joined the exchange

at that time for several reasons; one, because it provided access to the

auction market; secondly, it provided prestige, it provided a degree

of credibility; but more importantly, it provided a degree of regu-
lation.
The public knew exactly what to expect. With all the criticism and

all the faults of the national markets, I think that the public has gotten
a good deal, the public does know that they are fairly treated. They
do know they are meeting one another on that framework.
Senator BIDEN. If I may interrupt, you essentially are saying the

same thing. You are concerned about the public, you are concerned
about the need to raise the capital in a fair, honest, open way; the way
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it's been done; you are concerned about the vitality of this country,
and that is one of the reasons why you moved to the exchange.
I don't think that is significantly different from what Mr. Black

was saying, don't you agree?
Do you see membership on the exchange as being that vital to the

strength of this Nation?
Mr. NEUHAUS. To my mind, there is no question that it has been that

way. We joined the exchange about 18 years ago. Previous to that we
had joined the Midwest Stock Exchange because that was cheaper to
do. We had a New York Stock Exchange member whom we could
give New York Stock Exchange business, and they would give us some
Midwest Stock Exchange business in return. We thought we could go
direct to the Midwest Exchange with an appreciable part of our
business.
However we found that we rarely ever went direct to the exchange

with an order on a stock dually listed there because we were afraid
of missing the market. We knew the primary market was in New
York and we wanted our customers to get the best price and, therefore,
after a while we found that we were sending all these orders to New
York, anyway, so we went and bought the NYSE seat.
Now, in considering whether firms like ours would be likely to give

-up a seat there is a fact that needs to be considered: that there are a
number of stock exchange firms that are not represented on the floor
and do not use their seat except to get a preferred commission rate.
We are members of four exchanges but we are represented only on

the floor of the New York Exchange. There are many member firms
who are not now represented on any exchange. I think it is probable,
and in our case it's been so indicated to us, that if they dropped their
exchange memberships they could negotiate the same rate that they
have now.
Senator BIDEN. Right.
Mr. NEuHAus. So if we wanted to recover our investment in the seats

we could sell those exchange seats. If we found that the rules off the
exchange made it more flexible for us than on the exchange, we would
evaluate the relative advantages and try to come to a decision.
I couldn't say today that we would leave the exchange. What I can

say is we will evaluate it.
What will happen is that we will start by doing business off the

board whenever it is advantageous to do so.
Senator BIDEN. Advantageous in terms of the profit picture for your

firm?
Mr. NEUHAUS: SO long as we didn't sacrifice the price to the

customer.
Senator BIDEN. Again, to sum it up, generally you and the rest of

the witnesses that have testified from your positions have pointed out
that the economic viability of this Nation depends in large part, if not
in whole, upon the maintenance of the exchange markets as they now
are, particularly the New York Stock Exchange.
You have all further said that it has been the self-imposed rules of

that exchange which are needed and essential to protect the public.
You are vitally concerned about protecting the public and that is

the only place where that can be done given the present structure of the
securities industries.
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You have all further said that the more trades that are condu
cted on

a particular market, in this case the New York Stock E
xchange, the

more likely that the auction function will come into play with a fair

price for the customer.
Yet you all turn around, in spite of the fact that you said an exodus

from that market to the third market could be, and in some in
stances

some of you have said would be, the demise of our system.

You are saying that a meager little thing like negotiated rates 
and

our profit motive would be such that you would have to consider help
-

ing put the country under.
That, to me, is incredible. If it really means that this Nation is going

to go under, if you fellows flee, and you would flee because you could

get a better rate off the exchange—then, felloWs, I either don't think

much of your basic argument or I don't think much of you.
Now I know that's strong language. But it makes a young fellow

like me skeptical about how strongly you believe that the system wilt

be in demise if in fact there is the exodus.
Maybe you could elaborate on that for me.
Mr. BLACK. Senator, I would like to respond to that. If possible.
One of the words that has not been used has been survival, and I 
Senator BIDEN. I think it has been. I think we talked about the sur-

vival of our free enterprise system as it now is structured, and the
ability—
Mr. BLACK. I would like to talk about survival of our firm.
Senator BIDEN. I understand that.
Mr. BLACK. That is what we have to consider as to whether we could

survive.
Essentially that is an economic function. I think that, sure, you can

be idealogical about our overall system, but we are in business and if
we choose to stay in this business, we have to survive.
I have been in this my entire business career, so I don't know really

what else to do except to go into politics.
Senator BIDEN. It's risky.
Mr. BLACK. But I do take issue with your statement, Senator, as to

our not being well-meaning as far as our industry is concerned.
Senator BIDEN. You may very well be well-meaning, but then I have

trouble understanding the death knell that you sound for the entire
securities industry, the little guy, and our ability to raisecapital—how
many trillion dollars?
Mr. ESHMAN. $3.3 trillion.
Senator BIDEN. $3.3 trillion, and the Nation's viability, et cetera.
Mr. BLACK. I think those statements were made on what needed to be

done, not that they could not be, but they had to be. And how do you
best go about accomplishing those.
Senator BIDEN. You all say the best way to go about doing that is

guarantee that the exchanges remain viable.
Mr. BLACK. A central auction market is what we are saying.
Senator BIDEN. We are talking about transition to that central mar-

ket system. We are talking about the interim period and I don't think
you gentlemen are suggesting that in that short interim period that
some economic hardship may be suffered by you that you would be
willing to put the system under.
Mr. BLACK. I think we have had enough economic hardship.
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Senator BIDEN. Right.
Mr. ESHMAN. May I respond to your statement, Senator?
Senator BIDEN. Sure.
Mr. ESHMAN. Just very briefly.
It gets my blood flowing, and I've been sitting a Tong time. I think

that we are all trying to accomplish the same end. We are trying to beserved in terms of providing jobs and opportunities. It isn't a question
of whether we are going to leave the exchange and whether the ex-change is the best place for us to do our business.
I think the most important thing is the public, the small investor,the 30 million people out there that are left who still own securities,even though, as I pointed out, American Telephone has lost 100,000individual shareholders.
I think the public has to have a degree of confidence and I don'tknow that your statement is exactly true that we would all leave theexchange because we could make a buck maybe better somewhere'else.
Senator BIDEN. I don't think you would leave the exchange.
Mr. ESHMAN. No,I think we are going to do what is best for our

clients and for our business. We all have capital at risk, and we are
delighted to have it at risk, because we think we can make money onour capital and provide a useful service.
I think Congress has a responsibility, I think the SEC has a respon-sibility, and Ithink the industry has a responsibility to see to it thatour capital markets remain viable because if the capital markets ofthe United States do not remain viable, we have a lot of other questionsto address ourselves to.
It really isn't a question of when the central marketplace will be in

place, what will happen until then. I don't know when it will be and
I don't know that anyone in this room does. I don't know what it will
cost or who will pay for it.

Senator BIDEN. The only way it remains viable is that if the ex-changes remain viable.
Mr. ESHMAN. If the auction process remains viable.
Senator BIDEN. And all we have now is the exchanges, right?
Mr. ESHMAN. At the present time, the national exchanges are the

best example of the auction process. If we had equal regulation, the
whole question would probably be academic at the moment.
Senator BIDEN. Thank you very much, gentlemen.
Mr. DURKEE. I- don't think the country is going under either.
Senator BIDEN. Neither do I that is why I worry about the dooms-

day predictions if in fact we go to negotiated rates. That is why I
raised it.

Senator WILLIAMS. You know, it's taken us a long time to deal with
that meager little question of negotiated rates. How many years has
this been in evolution, trying to get to the point where the Chairman
of the SEC has announced the demise of fixed rates? It's been a long
time.
So it might have been meager, Joe, but it's been a long, hard time.
Senator BIDEN. I compliment you on that long, hard point. That is

the whole point.
But you fellows are saying because we are going to negotiated ratesand because there is no protection to force everybody on the exchange inthe interim, you know, the bottom is going to fall out.



116

Mr. ESHMAN. We say it is possible, and the SEC says it is possible,
and the Treasury says it is possible. Everybody says it is possible and
all we are trying to do is buy a little insurance, which costs nothing.
We don't want to be half pregnant, we want to be all pregnant.
Senator BIDEN. I think we are pregnant. I am not sure who the fa-

ther is, though. Thank you.
[The statements of the preceding witnesses follow:]

STATEMENT OF ARTHUR B. DURKEE, EXECUTIVE VICE PRESIDENT, STERNE, AGEE &
LEACH, INC., BIRMINGHAM, ALA.

My name is Arthur B. Durkee. I am Executive Vice President of Sterne, Agee &
Leach, Inc. of Birmingham, Alabama, with branch offices in Montgomery and

Mobile, Alabama. We are members of New York Stock Exchange, Associate Mem-
bers of American Stock Exchange, and members of Philadelphia-Baltimore-
Washington Exchange. We are underwriters and distributors of municipal and
corporate securities and market makers in certain stocks with markets local
to our section. We al4 a small regional firm.
We strongly favor Senate Bill S. 3126 as presented by Senators Williams,

Brock and Cranston and urge its adoption without change or amendment.
The generally accepted conception of a central market system in listed stocks,

equally available to .all, large and small, seems to us to be wholly inconsistent
with the existence of a separate unlisted dealer market in listed stocks. A true
central market for listed stocks requires not only that all transactions be
publicly reported on a unified tape but 'also that all orders to buy or sell listed
stocks compete with each other as to price and as to supply and demand in the
auction market.
A third market dealer has the advantage of current reports on all transactions

in the auction market and then may buy or sell for his own account when it
is to his advantage to do so. Such dealer in listed stocks may buy or sell or
decline to do so. Although his executions may be generally good, there is no
assurance that the investor receives the most favorable price available in the
market at that time. Such dealer may protect himself, but there is no way to
assure the investor that he is receiving the most favorable price available.
On listed securities, we believe the public interest is best served by an auction

market where all orders in listed stocks are executed in competition.
Fragmentation in the market in listed securities by the existence of separate

dealer markets is wholly inconsistent with the conception of a central market
and deprives the public of the benefit of true competitive prices to the extent
that purchases and sales are consummated by the dealer and withheld aside
and apart from the competitive auction market.

If fixed commission rates are abolished as contemplated, and if the third
market should expand, it may become difficult for our firm to see how we are
justified in retaining membership in stock exchanges. Stock exchange member-
ship entails considerable expense not only by remittances to the exchange, but
more important Is the time of competent personnel within our organization,
supervising compliance rules and regulations prescribed by the exchanges fot
members. and with preparing reports at frequent intervals and in examinations.
Such necessary adjuncts of exchange memberships are time consuming and
expensive and require some of the best talent we have in our organization. If
we, as nonmembers. are free to trade in listed securities either as agent for
a commission or as a dealer for our own account, we would have more freedom
of action, much less expense and would not be subject to disciplinary surveil-
lance except as prescribed by NASD and SEC.
We have always actively supported NASD and its riles and regulations which

we welcome not only In the public interest but definitely in the interest of
renutable dealers and brokers.
Members of our organization have consistently served on committees not

only of NASD throughout its existence but also served on the original NRA
committee before enactment of the Maloney Act.

INT,) hayc consistently supported the rules and regulations of the stock ex-
chines with which we have been affiliated. Tn 195R. we ioned New York Stock
TIN-Pliqnfr., having for years prior to that time been members of Midwest Stock
Vcrehaprpn an1 eloalPrg an brokers in both listed and unlisted stocks. We be-
lieve the New York Stock Exchange rules have been in the public interest and it
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was to our interest to join this exchange giving us, for the benefit of our cus-
tomers, access to the largest auction market in America, and the benefit of rules
and regulations calculated to insure fair prices under equitable trading condi-
tions and fixed minimum commission rates. If trading in listed securities off an
exchange increases, and if all minimum commission rates are abolished, we feel
that not only we, but many other brokers, may consider resigning exchange
memberships and joining the third market crowd free, to get the benefit of the
knowledge of transactions from the consolidated tape and then buying or selling
as appear to be to our own best interest. This would further fragment the market
and make membership in stock exchanges, already in a profit squeeze, less desira-
ble and less profitable.
On behalf of myself and associates of my firm, I express our great appreciationa your giving us the opportunity to state our views for your consideration.

STATEMENT BY AARON R. ESHMAN, PRESIDENT, STERN, FRANK, MEYER_ & Fox, INC.

My name is Aaron R. Eshman. I am President and Chief Executive Officer of
Stern, Frank, Meyer & Fox, Incorporated, a member of the New York, American
and the Pacific Stock Exchanges, and of the Chicago Board Option Exchange. We
are headquartered in Los Angeles, California, with three branch offices in the
greater Los Angeles area and one office in New York City.
I appear in support of S. 3126 and urge its adoption without any changes which

would weaken either its intent of effect.
Our firm, which was founded on November 1, 1932, conducts a general broker-

age business, with approximately 80% of our business being transacted with the
public and 20% with institutional investors. We market research, based upon our
close association with a number of companies and their managements headquar-
tered in California, to institutional investors throughout the United States and
Europe. In addition to our general brokerage business, we are dealers in the
stocks of approximately forty companies located in Southern California which
trade in the Over-the-Counter Market and maintain primary markets in approxi-
mately fifty small banks headquartered in Southern California. We have approxi-
mately seven thousand retail clients. While many clients utilize our brokerage
facilities as a means of effecting transactions at their initiation, a majority of
our other clients rely on us for specific investment guidance. Some of our present
clients are the second and third generation of investors utilizing our firm's
facilities.

While I support S. 3126, I would like to go on record as stating that any altera-
tion of the language which would weaken the underlying intent should be re-
jected. S. 3126 is designed as a "fail safe" mechanism to provide a means of in-
suring liquidity in our capital markets during that period from the onset of fully
negotiated rates until the Central Market System is operative. In effect, the SEC
would be empowered with authority to prevent dismantling of our capital
markets.
During that period following the onset of negotiated rates and until the Central

Market System is operative, many firms could leave the nation's Exchanges to.
execute their customers' orders within the confines of their own offices—in the
Third Market—or possibly have the best (or worst) of all worlds, obtain non-
member access to the exchanges for execution without the expense and regula-
tion of membership. Several New York Stock Exchange member firms have already
indicated that they may leave the New York Exchange.

During this interim period, all of our clients must be assured complete ac-
cess for their transactions to a system that provides complete visibility, oppor-
tunity for competing for the best price, fair and equal treatment in an atmosphere
where self-regulatory rules and procedures maintain the efficiency of the market,
thereby safeguarding their interests. Such a system can only be found through
the auction process.
The auction process assures competition for best prices at the least cost. Public

confidence and trust in our capital markets can not be violated. James J. Need-
ham, Chairman of the New York Stock Exchange, in his testimony before the
Senate Subcommittee on Securities on S. 2519, correctly stated, "there is no
effective way that hundreds of dealers operating in the privacy of their own
offices around the country can be regulated—and their activities continuously
monitored and surveyed—as is possible in an open, public exchange market with
almost instantaneous public disclosure of all transactions."
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Chairman Williams has expressed somewhat the same conviction when he said,
"there are many advantages to the auction market and it should be preserved.
These advantages include priority for orders of public investors over those of
dealers and the ability of the public orders to meet inside the existing dealer
quotation spread."
The overall objective of the securities industry in the United States is to

provide the most efficient and effective mechanism for capital formation and to
insure complete liquidity of our securities markets. This mechanism has been
in being for almost two hundred years and is responsible in no small measure
for the sensational growth and viability of our free enterprise system. Many
great companies today would not be where they are, were it not for the ability
of firms such as ours to provide through our clients the on-going financing neces-
sary to insure their development and growth. More importantly, corporate
America is distressed to the point of anxiety over the state of today's capital
markets.

Public confidence in the secondary securities markets is an integral part of
the capital formation system. Organized markets with their surveillance, regu-
lation, and the role of the professional sublimated to that of the public are
critical in maintaining public confidence. That is why this interim period must

• safeguard the investor's right to liquidity.
Lynn Townsend, Chairman of the Board of Chrysler Corporation, has stated,

"It is impossible for me to overemphasize the seriousness of the current inability
of most companies in this country to raise equity capital. This nation, in the
lifetime of some of us here today, could descend from the relatively self-sufficient
industrial power that has been our great strength to one large service industry
for the rest of the world, largely dependent on other countries for its basic
products. I firmly believe that there will be serious adverse consequences if our
capital markets are not able to supply to corporate America the equity capital'
that it needs at prices that are acceptable. Not only will the management and
owners of these corporations be damaged, but their employees, their suppliers
and the public at large will be damaged as well."

Thirty million Americans own common stocks. While that number is of interest,
what is of even greater significance is that for the first time since records have
been maintained, during 1972 and into 1973, there were eight hundred thousand
fewer stockholders. Individual investors have been leaving the securities markets.
Statistics provided me by the New York Stock Exchange indicate that American
Telephone and Telegraph had 3.142 million individual stockholders in 1968, and
at the end of 1973 that number had dropped to 2.934 million, reducing their
shareholder population by over 100,000. A company in California, Pacific Gas &

• Electric, has lost over 30,000 stockholders between 1971 and 1973, and Exxon,
during that same period suffered a loss of more than 50,000 shareholders. We
mustY find ways to bring these and new investors back to the market place. We
need a larger pool of potential capital contributors to provide the funds for the
future growth and development of our nation's industries. Historically what has
been the largest factor in this capital contribution pool has been the average
public investor. Reginald H. Jones, Chairman of the General Electric Company,
in his speech of January 24. 1974, related that their economists, admitting their
own fallibility in the fast changing scene, estimates that the cumulative capital

• investment needs of the United States between now and 1985, in today's dollars,
will be on the order of $3.3 trillion. Jones states, "most of that will have to be
raised and invested by the business community. Where will it all come from?"
Incidentally, I am certain General Electric is not including the capital demands
of local and state governments. In summary, the whole capital formation process
depends upon liquid markets.
Even the Treasury Department appears uncertain about the consequences fol-

lowing the onset of negotiated rates. In his paper entitled Rublie Policy For
American Capital Markets, Professor James H. Loris concludes the section
dealing with this problem by stating, "In summary, the SEC's case and the ad-
ditional arguments presented here do not lead to accepting the New York Stock.
Exchange's conclusions regarding the harmful consequences to the public of
permitting off-board trading of listed securities after April 30. 1975. At the same

• time it must be recognized that uncertainties do exist and should the adveres con-
sequences appear. the SEC should promptly impose effective remedies—perhaps
through the prohibition which the New York Stock Exchange seek-s."

Congress, the SEC, and our industry should not be guilty of risking the dis-
mantling of a delicate mechanism that has taken two hundred years to build

• and is the envy of the entire free world. No other world securities nwrket inspires
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the confidence and reflects the liquidity that ours do. While this particular bill
-will certainly not cure the problem, at least it is a step in the direction of insuring
that during the bridge period the 'SEC will have sufficient authority to take
.action tp prevent fragmentation of our markets.

I wish to thank the Subcommittee for this opportunity to express my views on
this subject.

:STATEMENT OF JOSEPH R. NEUFIAUS, CHAIRMAN OF THE BOARD OF UNDERWOOD,
NEUHAUS & CO., INC., OF HOUSTON, TEX.

I am Chairman of the Board and act as chief executive officer of Underwood,
Neuhaus & Co., Incorporated. We are investment brokers, security dealers, and
stockbrokers. The firm was founded in 1907, is headquartered in Houston and
has a branch in Dallas. We are members of the New York, American, Midwest,
and Chicago Board Option Exchanges. We have 212 employees, of whom 65-70
are registered representatives who concentrate on client business. In addition,
we have 10 professionals operating in the areas of corporate finance, municipal
finance and real estate, 5 security traders, and 5 research analysts.
'Our Municipal Bond Department is financial adviser to many Texas municipali-

ties, and we are a leading managing municipal underwriter in the State of Texas.
We are also one of the largest dealers in Federal Agency Securities in the South
and 'Southwest.

Stock Exchange revenues have accounted for 36.4% of our gross income during
the 'first seven months of our current fiscal year, through February. Of this
amount, about 70% was what we call retail business, and 30% institutional. We
are also active in the over-the-counter 'business, both in commission business and
in market making. We are normally very active in corporate underwriting,
'although this business ha's been reduced in recent months.
Two officers of our firm are on the Board of Governors of the Securities

Industry Association, and officers also sit on the Boards of Governors of the
National Association of Securities Dealers and the National Security Trad-
ers Association.
We support S. 8126 and urge its passage in substantially its present form.
Before taking action pursuant to this bill it appears that the SEC would

have to make affirmative findings in both of two areas to be covered in a
hearing. It also appears that the findings in the two areas may conflict, and
that in such event it may be desirable to weigh one against the other. It is
possible that developments adversely affecting the public interest and the pro-
tection of investors may be of such severity as to outweigh adverse effects on
third market 'dealers, and that action by the SEC might be desirable in spite
of this conflict.
Our reasoning closely parallels that set forth in the "Statements on Intro-

duced Bills and Joint Resolutions," by Senator Williams. Bills presently before
both houses of Congress are designed to bring about drastic changes in the
securities industry and the securities exchange commodity. The proponents of
these bills believe that the changes will be constructive changes. The ramifi-
cations, however, cannot be reliably predicted and it is possible that in some
areas they may severely damage the availability of corporate equity capital,
the investing public, the securities industry, or all of them. If this happens it
will be extremely important that some government agency have the power to
take prompt remedial action. We believe the SEC is that agency which can
most quickly recognize and best evaluate such situations, and that they should
be given the power to take such action as they conclude is needed. In view of
the magnitude of the changes proposed, can anyone be so certain of achieving
the intended results as to waive the capability for timely remedies for unfore-
seen adversities?
Passage of this bill appears particularly important to us 'because we believe

it is probable that a need will come to be recognized that all trading in listed
securities shotad be traded on the exchanges. We believe the auction market
has proven to be the best and fairest market for stocks with large numbers
of stockholders and a large floating supply. This market in the past has been
held together principally by fixed minimum commissions and the require-
ment that members bring all orders to the floor of the exchange. The public
has realized a further benefit because exchange rules protected the priority of
best bid or offer. This benefit may well become elusive as more transactions
In listed stocks take place on the over-the-counter market. We concur with



120

those who believe that a number of members will leave the exchanges with
the passing of the fixed minimum commission. Our firm will be among those
giving serious consideration to dropping one or more of our exchange mem-
berships unless new incentives develop. As more members leave the exchange,
trading in listed securities will become increasingly fragmented and the pos-
sibilities of getting the best available execution will decrease. This may also
happen if there is no rule (such as NYSE Rule 394) governing members trad-
ing off-board in listed securities.
We strongly believe that the most competitive, most efficient and fairest market

is that which can bring all buyers and sellers to •a single place, where, for
example, a broker with an order to buy may show ft simultaneously to all brokers
or dealers who are sellers. This increases the speed and certainty with which one
may find the best available price, with minimum chance of missing the market.
Each additional location that must be checked decreases the speed and certainty
of trading at best price, and increases the chance of missing the market. Price
competition will be reduced and disparity between markets will increase. This
can be costly both to the stockholder and his broker. We, therefore, believe the net
effects on the market will be adverse if the third market grows at the expense
of the exchange markets Which we believe will be the likely result of presently
proposed legislation.
That concludes my comments and I thank this committee for the opportunity

to be here and express our views.

STATEMENT OF LAWRENCE S. BLACK, PRESIDENT, BLACK & CO., INC.

My name is Lawrence S. Black and I am President and founder of Black &
Company, Inc., the only New York Stock Exchange member firm based in Oregon'
and one of two such firms based in the Pacific Northwest.
I am pleased to have an opportunity to appear before the Subcommittee to

testify regarding S. 3126. I hope that I can explain how important the bill is to
regional member firms such as mine and to their respective customers.
Because there has been so much talk during recent years about the American

system of mobilizing risk capital and about small investors. I would like to take
a moment to describe the kinds of business done by my firm and the kinds of
customers we serve.
For the most part we are involved in the equity markets. We have a research

department specializing in Northwest companies with emphasis on the forest
products industry. We are a market maker in a number of regional over-the-
counter stocks and we offer a corporate finance capability to our regional com-
panies. About 70 percent of our business is done with individual investors and
30 percent with financial institutions.
Black & Company was organized in 1959 as a small broker-dealer firm doing

business primarily within the state of Oregon. Starting with a membership on
the Pacfic Coast Stock Exchange in 1962, the firm later became a member of
the Midwest Stock Exchange and finally joined the New York Stock Exchange in
1967. Most of ray training and experience in the securities business had been
with NYSE member organizations, and from the outset I aspired to have my
firm ultimately become a member. We wanted membership for many reasons.
Among them was our belief then and now that the NYSE auction market
provides the fairest and most liquid marketplace available to our customers.
Additionally, we feel that the stature of the Exchange has engendered a neces-
sary degree of confidence among our customers.
During recent years our firm has engaged in the largest volume of corporate

financings and underwritings of any Oregon headquartered brokerage firm.
We have participated in financings on behalf of national companies and have
acted as manager on behalf of many local companies. Our corporate financing
activities have had a positive impact upon the ability of companies based in
the Pacific Northwest to raise capital and in providing an essential investment
medium for our public customers. We are part of the American capital forma-
tion system. Our ability to act in this capacity depends upon the continued in-
tegrity of the trading markets.
While in my opinion trading in listed stocks should be confined to the registered

national securities exchanges. I view S. 3126 as a minimum requirement for-
maintaining the soundness of our auction markets. In my opinion the amend-
ment proposed by Senator Tower should not be adopted as it would impose un-
necessary restraints upon the Commission's ability to meet the regulatory needs
outlined in the bill in its present form.
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I would like to confine the balance of my remarks to a statement of thosereasons which suggest most strongly to me the enactment of this importantlegislation.
The bill is needed to protect the pricing mechanism of the auction market forpublic orders.
The auction market has been and is the fairest and most efficient method inexistence for pricing equity securities. Observation of third market and institu-tional block trading patterns confirms the validity of the auction market pricingmechanism as it has existed for so long on the exchanges.
It is widely argued that off-board trading in listed securities by third marketmakers constitutes an independently viable market for such securities. However,despite its good points, the third market has so far proved itself incapable ofindependently establishing fair prices for the securities it trades. Trades in thethird market are but a mirror image of public trading conducted on the NYSEand reported on the New York Stock Exchange tape. As a member of theExchange, my firm does not ordinarily engage in off-board trading. But, withinmy experience I have noted that, when queried with respect to a particular stock,third market makers usually refer to the last sale price on the NYSE.
Similarly, block transactions, though usually conducted at a premium or dis-count from the last sale price, invariably use the public segment of the market•as a point of reference in fixing price.
The dependence of institutional and third market trading on the prices estab-lished by the public market makes it clear that both the relatively unsophisti-cated and the seasoned professionals look to the NYSE's auction process as themost reliable index of the price at which a stock should trade.
Despite this fact, however, the coexistence of third market trading in listedsecurties serves only to detract from the validity of the auction market pricingmechanisms. Common sense tells us that, the greater portion of trades which areexecuted in the auction market, the more efficient and fair is likely to be thepricing mechanism. If the third market continues to draw away from the auctionmarkets, the Commission should use the powers conferred by this bill to confinetrading in listed stocks to the registered exchanges.
These are very practical considerations and I think that the conclusions theysuggest are obvious. Professional and public investors alike depend upon theauction market to fix a point of reference for determining the price applicableto securities transactions. The validity and fairness of the auction marketincrease in direct proportion to the percentage of listed business executed on theexchanges. Conversely, the coexistence of the third market, whatever its virtuesmay otherwise be, serves to detract from the efficiency and fairness of the auctionmarket.
S.3126 is required to preserve liquidity for investors.
The Exchange specialist system provides a liquidity factor which might nototherwise exist for many relatively inactive stocks. As this Subcommitteeacknowledged in its 1973 Securities Industry Study, not all of the stocks listed onany given exchange are a source of profitable business for the specialist. Ne'verthe-less, each specialist accepts and is required to accept the obligation to maintaina fair and orderly market in those stocks with respect to which he maintains-a book. The specialist's ability to maintain a fair and orderly market in relativelyinactive stocks is, to a degree, contingent upon his allocation of some numberof those stocks which are considered to be lucrative.
However, as Mr. Needham, Chairman of the NYSE, has so forcefully pointedout, different conditions prevail in the third market. The tendency among thirdmarket makers quite naturally is to make markets in only those securities whichare the moSt lucrative. This "skimming" of the lucrative business from the spe-cialist detracts from his economic incentive and ability to make fair and orderlymarkets in all of the securities assigned to him.
Some would argue that relatvely thinly traded securities are not entitled tobe the subject of a "fair and orderly market." I disagree. Liquidity provided bythe specialist system affords a degree of integrity to the market which makesit possible for many of the customers my firm serves to invest in equity securities.I cannot emphasize enough to this Subcommitee the importance to our capitalformation process of the expectation of liquidity. It Is the need for the liquidityprovided by the specialist system which causes corporate issuers to list. Thisbill provides an element of assurance that liquidity will continue.S. 3126 will enable the Commission to bridge the gap between implementation'of the central market system and equal regulation among market makers.
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The stock exchange specialist is required to maintain a fair and orderly mar-
ket in the securities assigned to him. He must commit his capital to buy at times
of over supply and sell in times of scarcity. The third market maker is not sub-
ject to such obligations. To be sure the NASD is making significant improve-
ments in defining the obligations of over-the-counter market makers. These
improvenaents will help provide better markets for unlisted securities. But no
one would seriously compare the legal obligation of the stock exchange specialist
at the present time with that of the third market maker.

Although it is very stylish these days to talk of the central market system of
the future, no one has yet devised a method of apportioning the responsibility
of market makers within such a system. How is one to decide, for example, who-
among the exchange specialist and several third market makers failed in his
obligation to maintain an orderly market during a market break? Questions like
this have still not been answered.
For my part, I assume that third market makers are just as ready, willing,

and able to accept their share of the responsibility for making fair and orderly
markets as are exchange specialists. But the important fact is that there is no-
established machinery in sight to fairly apportion that responsibility. It appears
that the central market system and particularly the composite reporting aspects
of that system will be implemented before a satisfactory method of equal regu-
lation can be devised. This is probably wise. But, it also seems wise to empower
the Commission, if the public interest so requires, to confine trading in listed
securities to the exchanges until such time as an equitable method of apportion-
ing responsibilities among market makers in diverse regulatory environments
is perfected.
The "fail safe" feature of S. 3126 is essential to assure that pending reforms in

the securities markets will not result in unforeseen and undesirable consequences.
As I indicated in my opening remarks, I believe that trading in listed securi-

ties should be confined to the exchanges. But, regardless of one's position on
that question, prudence dictates that some precautions be taken to assure con-
tinuity as the securities industry undergoes a period of major change.
As one who makes his living in the securities industry, I am keenly aware of -

the reforms which are being proposed by the Commission and by the Congress.
The depth and quality of the analysis which ha,s been conducted by both bodies'
during the past few years is impressive. The preposed reforms are profound.
Many will undoubtedly have a wholesome effect. But, the economic dislocations
which result from these reforms, though perhaps bearable, will also be profound.
For example, in my state, the 40 percent nonmember discount recently imple-

mented by the New York Stock Exchange is having an impact on the securities
business. Some broker-dealers see no reason to tie up capital in exchange mem-
berships when they can avail themselves of most of the benefits of membership
without joining.
Developments like this, and others which are imminent, pose significant dis-

incentives to my firm retaining its exchange memberships. Other firms much
larger than mine have indicated that they can foresee that day when they may
have to reconsider the wisdom of maintaining exchange memberships. Should
such a movement develop, the damage to the exchange markets could be
irreparable.

If this Subcommittee believes as I do that the public auction market provided
by the New York Stock Exchange and the other national securities exchanges
Is the fairest, most liquid and most efficient market in which individual investors
can buy and sell equity securities, it is imperative that S. 3126 be enacted by
the Congress. Hopefully the powers which S. 3126 would confer upon the Com-
mission will never have to be used. Hopefully the public auction markets will
not be imperiled. However, the exchange markets are too central to the American
capital formation system and are too great a national asset to be subjected to
severe economic dislocation without the creation of a "fail safe" device of the
kind provided by this legislation.

Again, I appreciate the opportunity to appear and state the views of a regional _
member firm primarily engaged in servicing individual investors.

Senator WTTLTAms. Thank you very much.
Mr. Wilcox, Mr. Klann, and Mr. Clark?
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STATEMENT OF STEPHEN R. 'WILCOX, CONNING & CO., INC., ACCOM-
PANIED BY DAVID H. KLANN, LOEWI & CO., INC., AND -FOR
RESTER A. CLARK, H. C. WAINWRIGHT & CO.

Mr. KLANN. You are being patient and spending a lot of time on
this and I and the others appreciate this.
My name is David H. Klann, I am a senior vice president and

director of Loewi & Co., Inc., a regional investment banking and
broker-dealer firm headquartered in Milwaukee, Wis.
I would like my full statement inserted and I will summarize.
Senator WILLIAMS. Fine, and if the rest of you will approach it

the same way, fine (see p. 131) .
Mr. KLANN. I am appearing in support of this bill, S. 3126. This

is a means of assuring our small individual customers that if a mortal
danger comes to this industry, that the "insurance policy" that Mr.
Eshman talks about will be available.
We are a regional firm in Milwaukee; we have done a lot of invest-

ment banking over the years for a lot of corporations that have grown
large, listed, and unlisted.
They have added many jobs in the Midwest. A thumbnail capsule

of our firm if you will: our revenues were $13 million last year, vir-
tually all from individuals and small institutions. We are members
of the New York, American, Midwest, PBW, CBOE, and Chicago
Mercantile Exchanges. We have 35 retail offices out in the Midwest,
and about 150 representatives; about 480 employees in total. We have
about 160 owners—we're not publicly held, although it seems that
way—we have about 160 employee shareholders.
We have a lot of public customers out there.
We're not afraid of change. I think that is true of most regional

firms, certainly the leading ones. We are adopting new lifestyes and
new attitudes and new ways of doing business. But these simultaneous,
multiple changes are concerning us because the convergence of all of
them at one time may in fact pose some short-term dislocations which
would affect us and our customers.
I would like to highlight now some of my major points. On page 3,

I point out that a regional firm such as ours, in dealing with these
many individuals out in the Midwest, has to be able to compete fairly
and fully in pricing of our services.
Now, the free flow of the buy and sell orders will set the price of

the security. Then our firm can put an additional price on the value
of our services, over and above that price. We are concerned about the
possibility of comingling the price of the security and the price of our
service, because it will put our customers at a very servere disadvantage
in identifying what is the value, in fact, they are receiving—what
are they paying for services vis-a-vis what they are getting.
So that potential compingling confrontation with other firms does

exist, particularly against large firms if they are able to leave the
auction marketplace with their orders.
A second point I have on page 3, is the basic attribute of the third

market, and Senator Biden, this addresses itself to the question you
asked (i.e. "define an auction market"). I do believe an auction market
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in addition to other characteristics, is also a specific physical location.
All interested buyers and sellers converge on this physical, well-
defined location.
We can't view the auction market in abstraction. There are many

undefinable characteristics. The number of people . . . the noise level
. . . the activity . . . I'm sure if you have not been on the New York
Exchange, or the even more interesting phenomenon if the Mercantile
Exchange in Chicago, they are busy, active places.
But here is where all these orders converge, and, in fact, that mar-

ketplace atmosphere can't exist if some of these orders are spread out
upstairs to the individual dealer markets.
Dispersion fragments that auction market. It detracts from the

nature of the marketplace. Exposure and execution of all orders, large
and small in the environment and pressures of this open marketplace
will assure our customers, individuals and small institutions, that they
are neither at an advantage or disadvantage in their ability to buy or
sell a stock.
That is really what they are after. They just want equal opportunity.

The small investor, frankly, has little confidence in any activities taken
on his behalf in something less than openness. Something less than
freedom of participation.
They don't understand listed stock prices negotiated up there in deal-

ers' offices. The regional firms, we think, have a unique advantage be-
cause they take advantage of this open marketplace—this open auc-
tion market—to give the small investor and the small institution the
optimum opportunity for equal treatment in buying and selling,
through the auction market.
A third point I have is on page 5; the potential danger which ex-

ists in &mating the auction market with the dealer or the negotiated
market. They are not the same. They never can be the same. You can
have a lot of dealers in a negotiated market and it's still not an auction
market.
The dealer market offers selected clients, a potential opportunity to

avoid or subvert the current market price. An auction market arena
on the other hand puts all forces of supply and demand against each
other, openly and equally.
The price, then, at any moment becomes the focal point of a very full

competitive auction place. The individual and the small institution
trusts this marketplace. That is critical. At stake is the ability of the
individual or public customer to participate equally.
The auction market, the open auction market dispels the bulk of that.

I have referred to these public customers of ours. Let me make some
specific observations.
We are not competing with the Merills and the Baches in most cases.

We have 35 branches in 31 communities. I detail this on page 6.
In 21 communities our customers are served only by regional firms;

almost half, 43 percent of our representatives are serving customers
which are not served by national firms.
That is a very close personal relationship. It's not simply the other

end of a Watts phone line. The communications are not limited to the
telephone call. Very frequently our representatives have to have lunch
with their clients. They see them at church, PTA meetings, they have
to live with their decisions.
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•

Our brokers and associates are part of the same community life.
Our corporate clients have the same relationship. We see these people
and we have to live with the decisions we make with them.
The interests and needs of these customers that we're talking about

have to be met. If any broker dealer or our firm should find itself in
less than a competitive auction market, then our ability, our opera-
tional capabilities, our capital, our determination to offer the best serv-
ice to our clients, is going to be dissipated.

Therefore, I am strongly recommending that you adopt this bill
in it's original form without amendments; it will protect these cus-
tomers that we're also concerned about.
Thank you for this time.
Senator WILLIAMS. Thank you very much.
Mr. Wilcox?
Mr. WiLcox. Mr. Clark will go.
Senator WILLIAMS. Mr. Clark? •
Mr. CLARK. I am Forrester A. Clark, a senior partner of II. C.

Wainwright & Co., an investment banking firm which was originated
in Boston over 100 years ago.
We are members of the New York, American, Midwest, and Boston

Stock Exchanges and an associate member of the PBW Stock
Exchange.
In connection with our securities brokerage business our firm has

established a reputation for providing a high quality of investment
research for our customers, and we have maintained a large staff of
professional investment analysts to support that service.
I, along with many securities firms in Boston and throughout the

country, strongly support S. 3126 as necessary to preserve the effective
auction market system which exists in the national securities exchanges
of this country.
As my written statement is repetitious of remarks made by other

witnesses, I would like to make a few oral observations.
Over the years I have enjoyed and participated in competitive

athletics; and in playing football, if you don't play under the same
rules and one team is allowed to run 10 yards in from the sidelines
and not be tackled, it is pretty difficult to win a ball game. My point
is that in this business everybody should play under the same rules.
I read the report, Senator, which you made yesterday, and I agree

with you. You have taken most of my speech where you stated you
felt the rules were not the same.
I would like to give you an example which resulted in competition

for my firm, and I'-think you will agree with me that it is not playing
under the same rules.
When William McC. Martin was asked to make recommendations

to improve the operations of the New York Stock Exchange, he visited
the chairman of the board of the firm of Dean Witter & Co. in Cali-
fornia. During his visit, Dean Witter received an order to sell 50,000
shares of a stock, which at that time was quoted on the NYSE at 80-81.
In endeavoring to execute this order, 5,000 shares were sold between
80 and 801/2, when suddenly the order was taken away from Dean
Witter.
Mr. Martin, remembering what I had told him several weeks prior

concerning a similar situation, ask to be informed as to what 'lad

31-930--74--9
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happened to .the balance .of this order. He was later told that the
balance of the order of 45,000 shares was executed in the third market
at a price of 77. Mr. Martin took the trouble to check with the New
York, Midwest, and Pacific Coast Exchanges where this particular
stock is listed. He discovered that 16,000 shares of stock on the books
of the specialists in these three exchanges were bypassed at prices
between 77 and 80.
For the next 5 days, this stock was still quoted 80-81, and as the

price of 77 was not recorded, this third market firm had 5 days to
distribute all or part of the 45,000 shares which they had purchased
under the umbrella of the NYSE quote of 80-81.
In contrast to the method used by the third market where it makes

a commitment as a dealer to purchase a block of stock, my firm has
adopted the policy of acting as an agent by selling the stock on a com-
mission basis on an exchange. The reason for our taking this position
is that we give our resettrch material to institutional and individual
customers all over this country and Europe. If the .information is
such that our client decides to sell a certain security, it would make
very little sense for us to buy that security from him. Likewise, if our
information is such that our client decides that he should purchase a
security, it would be equally foolish to sell it to him short.
I have done a great deal of business in Europe where I have many

friends. I went there about a year ago and talked with a number of
them about our economy here. They were unable to comprehend how
we could go from what they consider the finest auction market in the
world—an agency market—to a dealer market where there are large
spreads. . 
They were also of the opinion that a great many ambitious young

men in Europe over the years have came to the United States feeling
that it is the one place where they could obtain the capital to start a
small business of their own. The record shows that many of these young
men have settled in various States throughout the Nation and have be-
come successful and prosperous due to the flow of capital provided
by regional firms. This, in my opinion, is the strength of our country.
Investment firms in Europe during the last few years have been

studying and copying our methods of raising capital. Previous to this,
the only capital available in Europe was for corporations with earn-
ings of at least $5 million annually, and no money was available for
new ventures.
In this country less than half a century ago companies such as Xerox,

General Electric, IBM and Ford were just starting and have become
enormously successful because of the flow of capital which they have
been able to secure through our investment banking system.
In other words, the success of our capitalistic system is due to the

efficient labor, sound management and adequate flow of capital
available.
Over the past 5 years, I have been working with 55 regional firms

located in almost every State of the Union. It is my opinion that these
firms are essential in raising capital for industries in the States in
which they are located, and I am concerned that many of them will be
forced to merge or dissolve unless equal rules for everyone in our in-
dustry are enforced.
Our securities market, which is still the finest one in the world, has

survived for over 200 years. Over that period of time, rules have been
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periodically changed to bring it up to date. The last major chancres
were made in the 1930's, and I believe all agree that we should take
another look at this time. I do, however, feel that we should be careful
not to destroy a system which has worked well for a long time.
Our, present market system consists of the New York Stock Ex-

change, the American Stock Exchange, four regional exchanges, the
NASD and the third and fourth markets. It is not easy to formulate
rules which will treat all segments of the market fairly and equally.
The rules of the NYSE and the ASE are far more severe than those

of the remainder of our industry. Obviously, the interests of the invest-
ing public must be protected, and I hope and believe that a new cen-
tral market system with equal regulations for all can and will be
established in such a way that the securities market will prosper and
serve the public well.
• Senator WILLIAMS. You are very persuasive, Mr. Clark. I know you
are friends with Senator Brooke. I am surprised he is not a cosponsor
of this.
Mr. CLARK. He is a good friend of mine. I have talked to him about

it and I wish he were. I know he wanted to be.
Senator WILLIAMS. Thank you very much.
Mr. WILCOX. I would like to paraphrase my remarks in the interest

of time.
I am Stephen R. Wilcox. I am a general partner in the firm of Con-

ning & Co., and we are located in Hartford, Oonn.
We have no branch offices, but through our guaranteed corporate

subsidiary, Fox-Pitt, Kelton, Inc., a Connecticut corporation, we have
a branch office located in London, England.
We are members of the National Association of Security Dealers,

the New York Stock Exchange, the Boston Stock Exchange, and asso-
ciate members of the American Stock Exchange and the PBW Stock
Exchange.
During 1973, 58 percent of our income was derived from orders

executed on the New York Stock Exchange; 27 percent from over-the-
counter transactions; 11 percent from fees for various advisory serv-
ices and 3 percent from regional exchanges.

17Ve do not underwrite securities, nor do we take positions or make
markets in securities. We will not accept margin accounts and none of
our employees recei‘.ie compensation based on commission income.

Last year 70 percent of our revenues were derived from institutional
clients and 30 percent from individual clients.
We provide investment management services primarily to individ-

uals and our institutional business has been developed through our re-
search services on the U.S. insurance industry. We are a firm of 70
people, and we believe we have the largest insurance research organi-
zation within the securities industry.
I am here to speak in support of bill S. 3126.
It is obvious that the securities industry is in the process of a sub-

stantial restructuring. A great deal of capital has been lost and we feel
that market liquidity has been reduced.
Part of the problem lies in the fact that the industry had its share

of poor management.
I have read in several documents that the principal incentive to ex-

change membership had been the fixed commission rate structure.
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That rate structure created the third market because institutions
wanted to deal in listed securities at lower cost, and could in the third
market.
To us, the high 'fixed commission rate structure was not the principal

advantage to membership when dealing with institutions, though it
was when dealing with individuals. The principal advantage was ac-
cess to the floor for trading in listed securities in the auction market
and the prestige associated with membership.
As a small regional firm, it was important for our clients located

throughout the United States, Canada, and Europe to know we were
members of the New York Stock Exchange and subject to their rules
and regulations.
The elimination of a fixed commission rate structure in May of 1975

could very well result in a reversal of the conditions I just mentioned.
Unrealistic commission rates on auction market transactions could

create an incentive to move to the third market to secure adequate levels
of income.
There is a significant concentration of investor interest in rela-

tively few securities, most of which are listed on the New York Stock
Exchange.
It would seem logical to me that the major firms accounting for a,

significant portion of the transactions in these securities will be re-
quired to examine theif capital utilization having in mind the making
of markets in these securities.
Should they elect to use their capital in listed security market mak-

ing, their 'absence from the auction markets probably would not mate-
rially affect the liquidity of the markets in a few hundred of the Na-
tion's largest and most actively traded securities.
It would in our view, however, severely affect the liquidity of the

remaining securities traded in the auction market and adversely af-
fect the position of the individual investor.

It would also require the reallocation of capital away from other
uses to what may be a higher risk use. It would negatively impact the
knowledge and visibility associated with the auction market, esppcially
for institutions and traders while managing the execution.
We would add parenthetically that the best defense to this problem

should also include continued upgrading in the quality of the special-
ists, the number of specialists, and the minimum capital requirements
for specialists.
The advantages of the auction market include disclosure, equal client

treatm.nt, and greater market breadth and liquidity. The dealer mar-
ket often means appropriate competition for the below average
specialist.

Therefore, we feel that until there exists a central market system, it
is desirahle that both the auction and dealer markets be retained and
not he given the opportunity to adversely affect each other.
The SEC must have the authority to act if developments prove dis-

ruPtive to the markets and the public interest.
We look at our business as a commitment to providing the best pos-

sibh management services to individuals and the best pos-
sible insurance research specialization to individuals and institutions.
For institutions, we could deal in either the dealer or auction mar-
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kets, but probably less effectively as either a member or nonmember
in a weakened auction market.
For individuals, the auction market is clearly the best market for

transactions. It is essential that the institutionalization of the market
not be allowed to dominate the securities business and therefore fur-
ther reduce the relative position of the individual investor.
Ralph Waldo Emerson said, "If a man has good corn or wood or

boards or pigs to sell, or could make better chairs or knives, crucibles
or church organs that anybody ele, he will find a broad, hard-beaten
road to his house, though it be in the woods."
For country brokers, surviving in the woods, not only entails hav-

ing something better, and doing your best to keep it better, but also
requires the availability of market information, disclosure and visi-
bility which the auction market provides. A fail-safe device as recom-
mended by Senator Williams in bill S. 3126 is essential.
Thank you for allowing me to testify.
Senator BIDEN. Thank you.,
Ralph Waldo Emerson also said "the society is like a wave, the wave

moves on, the particles remain the same." I think that is an appro-
priate summary for the remarks you fellows have made. Unfortunate-
ly you came at the tail end of this.
I appreciate your giving the testimony. I am not going to belabor

you all as I did the previous panel.
With respect to the previous panel, and for the people who are in

front of us now, I would like to say that the purpose of my questioning
before was to try to point out that we are not at the edge of the preci-
pice. We are not about to go over. We are not about to go under. The
Nation is not about to fall, and the industry is not about to fall, and
that was the reason for the line of questioning.
I may have come across a little harsh, but it is because I am new. I'll

get better, I will probably get worse in getting better, but I will get
better.
With respect to absence of the chairman, he said he was leaving,

I am in trouble. I assume he meant because he was late for a 6 :00 ap-
pointment, not because he left as chairman of this subcommittee.
I really don't, have any question at all. If you would like to make ad-

ditional comments or statements, please do.
If not, we will move to the next panel.
Thank you. -
[Complete statements of the preceding witnesses follow:]

STATEMENT OF STEPHEN R. WILCOX, GENERAL PARTNER OF CONNING & CO.

My name is Stephen R. Wilcox, I am a General Partner in the firm of Conning
& Company, and we are located in Hartford, Connecticut. We have no branch
offices but through our guaranteed corporate subsidiary, Fox-Pitt, Kelton, In-
corporated, a Connecticut corporation, we have a branch office located in London,
England.
We are members of the National Association of Security Dealers, The New

York Stock Exchange, The Boston Stock Exchange and Associate members of
The American Stock.Exchange and The PBW Stock Exchange. During 1973, fifty-
eight (58) percent of our income was derived from orders executed on The New
York Stock Exchange, twenty-seven (27) percent from Over-the-Counter trans-
actions, eleven (11) percent from fees for various advisory services and three (3)
percent from regional exchanges. We do not underwrite securities nor do we take
positions or make markets in securities. We will not accept margin accounts and
none of our employees receive compensation based on their commission income.
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Last year seventy (70) percent of our revenues were derived from 
institutional

• clients and thirty (30) percent from individual clients. We pro
vide investment

Management services primarily to individuals and our institutional bus
iness has

--been developed through our research services on the United States
 Insurance

Industry. We are a firm of seventy people and we believe we have t
he largest

-.Insurance research organization within the securities industry.

I am here to speak in support of S. 3126. We do this in that we beli
eve it

is essential that both the auction and the dealer markets are maintaine
d in the

interests of the public and the securities industry.

It is obvious that the securities industry is in the process of a sub
stantial

restructuring. In recent years a significant number of firms have fail
ed and/or

gone out of business. A great deal of capital has been lost and we feel 
that mar-

ket liquidity has been reduced. Certainly part of the problem lies i
n the fact

that the industry had its share of poor management. However, we a
lso feel that

the attitude taken by some that a commission rate reflects only th
e cost of an

execution of an order, jeopardizes the health of the market and t
he 'brokerage

services to which the public should be entitled. I have read in sever
al documents

that the principle incentive to Exchange membership had been th
e fixed commis-

sion rate structure. That rate structure created the Third Market
 because in-

stitutions wanted to deal in listed securities at lower cost and could
 in the Third

Market. To us the high fixed commission rate structure was not the
 principle

advantage to membership when dealing with institutions, thoug
h it was when

dealing with individuals. The principle advantage was access to 
the floor for

trading in listed securities in the auction market and the presti
ge associated

with membership. As a small, regional firm, it was important fo
r our clients

located throughout the United States, Canada and Europe to
 know we were

members of The New York Stock Exchange and subject to their 
rules and regu-

lations. The elimination of a fixed commission rate structur
e in May of 1975

could very well result in a reversal of the conditions I just 
mentioned. Un-

realistic commission rates on auction market transactions c
ould create an

incentive to move to the Third Market to secure adequate le
vels of income.

Additionally, it does not require disclosure of the profit or lo
ss and it does not

require equal treatment for customers, which surely will be in
 the interest of

larger customers and not in 'the interest of the individual in
vestor.

There is a Significant concentration of investor interest in r
elatively few secu-

rities most of which are listed on The New York Stock Exchan
ge. It would seem

logical to me that the major firms accounting for a signific
ant portion of the

transactions in these securities will be required to examine their ca
pital utiliza-

tion having in mind the making of markets in these securities. Should
 they elect

to use their capital in listed security market making, their ab
sence from the

auction markets probably would not materially affect the liquidity of t
he mar-

kets in a few hundred of the nation's largest and most actively traded sec
urities.

It would in our view, however, severely affect the liquidity of the 
remaining

securities traded in the auction market and adversely affect the posit
ion of the

individual investor. It would also require the reallocation of capital a
way from

other uses to what may be a higher risk use. It would negatively i
mpact the

knowledge and visibility associated with the auction market, especia
lly for In-

stitutions and traders while managing the execution.

We would add parenthetically that the best defense to this problem s
hould also

include continued upgrading in the quality of the specialists, th
e number of

specialists and the minimum capital requirements for specialists.

The advantages of the auction market include disclosure, equal
 client treat-

ment and greater market breadth and liquidity. The dealer market
 often means

appropriate competition for the below average specialist.

Therefore, we feel that until there exists a central market 
system, it is de-

sirable that both the auction and dealer markets be retained an
d not be given the

opportunity to adversely effect each other. The SEC must hav
e the authority

to act if developments prove disruptive to the markets and t
he public interest.

We look at our business as a commitment to providing the 
best possible in-

vestment management services to individuals and the best pos
sible insurance

research specialization to individuals and institutions. For ins
titutions we could

deal in either the dealer or auction markets but probably 
less effectively as

either a member or non-member in a weakened auction marke
t. For individuals

the auction market is clearly the best market for transactio
ns. It is essential

that the institutionalization of the market not be allowed to
 dominate the se-

curities business and therefore further reduce the relative positio
n of the individ-
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ual investor. This could ultimately threaten the economic growth of our country.
It is essential that we maintain a broad market with public participation.
Ralph Waldo Emerson said, "If a man has good corn or wood or boards or

pigs to sell, or could make better chairs or knives, crucibles or church organs
than anybody else, he will find a broad, hard-beaten road to his house, though
it be in the woods." For country brokers surviving in the woods not only entails
having something better, and doing your best to keep it better but also requires
the availability of market information, disclosure and visibility which the auc-
tion market prvoides. A fail-safe device as recommended by Senator Williams in
Bill S. 3126 is essential.
Thank you for allowing me to testify.

STATEMENT OF DAVID H. KLANN, SENIOR VICE PRESIDENT AND DIRECTOR
LOEWI & CO., INC.

My name is David H. Klann. I am a Senior Vice President and Director of
Loewi & Co. Incorporated, a regional investment banking and broker/dealer firm
headquartered in Milwaukee, Wisconsin.
I am pleased to appear before this Subcommittee to support this Bill, S. 3126,

as an important means of assuring broker/dealers of the ability of the Securities
and Exchange Commission to act promptly to preclude a possible mortal danger
to this and other regional firms in the event of certain conditions. Effectiveness
of this measure will be realized by adoption in its original form, without weak-
ening changes.
Loewi & Co. is recognized as a leading "regional" firm in the United States.

The firm was founded in 1928 by J. Victor Loewi, who is still a very active Chair-
man of the Board and through the years has done the initial and/or additional
public financing for a great many Midwest corporations, both large and small.
Revenues total about $13,000,000 in 1973, derived substantially from investment
securities transactions with individual and small institutional clients. In addi-
tion to retail brokerage, major areas of activity include Corporate Finance, Cor-
porate and Municipal Bond Underwriting and Trading, over-the-counter market
making, and, to a modest extent, business derived from large institutions. We
are members of the New York, American, Midwest, and PBW Stock Exchanges,
the Chicago Board Options Exchange and the Chicago Mercantile Exchange.
Loewi has'thirty-five offices in the four midwest states of Wisconsin, Illinois,
Iowa, and Minnesota, plus an office in New York City which limits .its activities
to Municipal Bond Underwriting, trading and sales, coordination of NYSE and
ASE floor activities, and OTC market making activities. We have approximately
150 full time reigstered representatives, employ about 480 people in total, and
have approximately 160 shareholders. We sent year-end statements to about
50,000 customers reflecting 1973 business.

S. 3126 is important to the interests of public customers. S. 3126 would require
the Securities and Exchange Commission to take specific action to maintain
viable auction markets during a period of substantial change in many aspects
of the securities business.
We are not afraid of change! Loewi & Co. and other leading regional broker/

dealers have and will continue to change and adopt new business techniques
and corporate life-styles, reflecting our clients' changing needs and interests.
But multiple, simultaneous and significant changes such as we are anticipating
carry a very real possibility of short-term dislocations in the sensitive flow of
market orders. The individual investor's interests would not be served by such
dislocation—however temporary.
As a regional firm modifies and adapts to the changing needs of its public cus-

tomers, in an increasingly strong atmosphere of federal, state, judicial and in-
dustry regulatory requirements, it must have the ability to compete fully and
fairly in pricing its services. The free flow of buy and sell interest must set the
price of the security . . . the firm can put an additional price on the value of
its service to the client. To co-mingle the price of the stock with the broker's
own charge for services will put the regional firm at a severe disadvantage as
to its ability to cross orders internally at a price determined by negotiation
rather than auction. It seems inequitable for the public investor to pay the
price for a security relative to an open, highly regulated market place, while 10%
or more of the orders—which would otherwise have a significant beneficial effect
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in that market place—are executed under semi-protected conditions of the third

market. I believe the SEC must have the ability to recognize the potential ex-

istence of such a problem and react to it, without further delaying pressures

from well-meaning but parochial elements of the securities industry.

A basic attribute of an auction market is the physical convergence of all in-

terested buyers and sellers in a relatively limited, defined area. An auction mar-

ket must not be viewed in the abstract. Many real but undefinable characteristics

are part of its makeup . . . the number of people involved, level of physical ac-

tivity . . . all provide an essential atmosphere or environment to this optimum

market place. These elements cannot be present in a dispersed dealer market.

Exposure and execution of all orders, large and small, in the environment and

pressures of this open market place will assure individuals and small institu-

tions that they are neither at an advantage nor disadvantage in their ability

to buy or sell a stock. And that is all they really want—an equal chance to

participate.
In the Introduction to his recent report to Treasury Secretary George P. Shultz,

Professor James Lone stated, "The characteristics of the American capital mar-

kets which have produced these results are numerous, but among the more im-

portant are the fact that investors feel they can buy at the lowest axailable and

sell at the highest axailable and the fact that the generation and flow of rele-

vant information is relatively rapid, accurate and complete."' (emphasis added).

Under conditions of competitive commission rates and absent a requirement that

all transactions be executed in an auction market, the flow of orders could likely

be substantially disbursed into many dealers' own trading rooms. The sthall in-

vestor has little confidence in any activity taken on his behalf in an atmosphere of

less than complete openness and freedom. The regional .firm, in many ways, is

uniquely able to serve the needs of the public investor; this completely open and

full auction market gives the small public individual and institutional investor

the optimum opportunity for equal treatment in buying and selling securities

through his regional broker/dealer firm.
A potential danger exists in equating the auction market with a dealer or ne-

gotiated market even when the latter become subject to full reporting require-

ments. A dealer market offers selected clients the potential opportunity to avoid

or subvert the current market price. An auction arena puts all the forces of

supply against all the forces of demand . . . openly, equally. The price at any

moment becomes the focal point in a fully competitive auction market. The in-

dividual and small institutional public customer trusts this market place. If the

debilitating effect of a dispersed dealer/negotiated market should threaten,

this legislation would bring about rectifying action to redevelop the liquidity

once present in the auction process. At stake is the ability of the individual public

customer to participate equally. A multitiered market tends to breed doubt, un-

certainty, and lack of credibility—none of which is needed in this psychologi-
cally sensitive market place.
I have referred to the potential impact on Loewi customers if all or some of

these adverse effects and concerns come to reality. Our thirty-five retail branches
In Wisconsin, Illinois, Iowa and Minnesota are located in thirty-one communities.

Of these, twenty-one communities are served only by Loewi and other regional

firms: •

State

Number without
Number of national firm

communities representation

Wisconsin 15 11
Illinois 10 6
Iowa 5 3
Minnesota 1 1

Total 31 21

Of our 150 registered representatives, sixty-four or 43% are located in areas
not served by national firms. Their relationships with customers and services are
not comparable to a WATTS-line phone call . . . our communications are not

1 "Public Policy for American Capital Markets," prepared by James H. Lone for sub-
mission to the Secretary and Deputy Secretary of the Treasury, February 7, 1974.
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limited to those at the time of a transaction—individual or corporate—but after-
wards as well. Regularly, frequently. Our brokers and associates are part of the
same community life as their customers, and we must live daily with recom-
mendations, advice, quality of service and eye-to-eye integrity. Many corporations
would not have local brokers to serve their needs and those of their employees
. . . public and private financing could not have been accomplished in the past
without this close-at-hand relationship. The interests and needs of our public
customers will be compromised should Loewi & Co. find itself in a competitive
situation less open than an auction market; our financial strength, operation
capabilities, and determination to offer the best service available to our clients/
neighbors would be significantly dissipated.
We strongly believe that S. 3126 in its original form will provide the means

whereby the needs and interests of the small public investor could be protected
in the event that market conditions are likely to become adverse to such public
interests.
I wish to thank the members of this committee for permitting MP the oppor-

tunity to express my views on this measure.

STATEMENT OF FORRESTER A. CLARK, H. C. WAINWRIGHT & CO., BOSTON

I am Forrester A. Clark, a senior partner of H. C. Wainwright & Co., an invest-
ment banking firm that originated in Boston over 100 years ago. We are members
of the New York, American, Midwest and Boston Stock Exchanges and an asso-
ciate member of the PBW Stock Exchange. In connection with our securities
brokerage business our firm has established a reputation for providing a high
quality of investment research for our customers, and we have maintained a
large staff of professional investment analysts to support that service.
I strongly support S. 3126 as necessary to preserve the effective auction market

system which exists in the national securities exchanges of this country.
There are two major reservations which I should mention as major factors in

urging that this bill not be weakened in any way.
First, I, in company with many securities firms in Boston and throughout

the country, still believe that minimum commission rates are in the best inter-
ests of investors and securities markets because we believe that competitive rates
generally will result in W.-lower commissions for institutional customers and
higher rates for small individual investors, (ii) less investment research avail-
able to the average investor who does not choose to pay separately for it, and
(iii) the demise of many regional securities firms which have served important
functions in underwriting and distributing new issues and in bringing the orders
of many small investors into the securities markets. However, since we now as-
sume that we will be operating under competitive rates about May 1, 1975, we
emphasize that elimination of minimum rates will eliminate a major inceptive
to membership on stock exchanges.
The auction market system embodied in stock exchanges, with whatever short-

comings it may have, is the best and most effective market system known in
the world today, serving both small investors and institutional investors. The

• elimination of minimum rates will create a basic business decision for many
members of stock exchanges, whether it may be more profitable for them to exe-
cute many of their transactions away from the exchange in the dealer market
at a substantial markup. I believe that this is a likely result, unless legislation
is adopted requiring transactions in listed securities to be excuted on an ex-
change, and I think that it would be unfortunate for small investors and institu-
tional investors.

Secondly, believing strongly in the importance of assuring the continuance
of effective auction markets with depth and liquidity after the advent of competi-
tive rates, I would strongly prefer a direct statutory requirement that all trans-
actions in listed securities be executed on an exchange. If an alternative to the
foregoing is necessary. I urge adoption of S. 3126 to assure that, if the con-
ditions specified in that bill are met, the SEC by rule shall prohibit brokers and
dealers from executing transactions in listed securities away from an exchange.
A few of the primary reasons why I feel customers are best served by requir-

ing that all transactions be executed on an exchange are these:
(1) Transactions there are executed on the basis of the best available com-

petitive price at a given moment in the auction market, rather than at a negoti-
ated price with a single dealer.
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(2) There are continuous markets in listed stocks, with dealer participation
by specialists only when the supply or demand is insufficient to handle custom-
ers' orders.

, (3) There is full disclosure of all transactions and all customers have an op-
portunity to participate at the best price available.
(4) Funneling of all transactions into exchanges provides depth and liquidity

by concentrating the volume there, rather than spreading transactions. This
should be particularly important to institutions in bringing together in the auc-
tion market an accommulation of small orders to provide the depth and liquidity
necessary to preserve values of investments in their portfolios.

Finally, I would like to reject claims which are frequently made that a require-
ment for execution of all transactions in listed securities on exchanges are anti-
competitive, because the proposed requirement would permit and encourage com-
petition within the central market system by any dealer desiring to compete. The
proposal would not force socalled third market firms out of business. They
would be free to participate as any other non-member of an exchange under com-
petitive rates on the exchange, and the major third market firms already are
members of one or more regional exchanges.
For all of the reasons summarized above, I feel strongly that S. 1326 should

not be weakened in any way and that the language should be retained that, if
the prescribed conditions are triggered, the SEC shall impose the prescribed pro-
hibition, recognizing the authority in the bill for the SEC to prescribe any neces-
sary exceptions.
From meetings with other firms in Boston to discuss these problems, I believe

that the foregoing views represent a strong consensus of the firms in Boston.
I appreciate the opportunity to submit these views to the Committee.

Senator BIDEN. Mr. Weeden, Mr. Keefe and Mr. Freeland are
the next panel.

STATEMENT OF DONALD E. WEEDEN, WEEDEN & CO., ACCOMPANIED
BY H. THEODORE FREELAND, AMERICAN SECURITIES CORP.,
AND HARRY V. KEEFE, KEEFE, BRUYETTE & WOODS, INC.

Mr. WEEDEN. Yes, sir.
Senator BIDEN. I don't want you to leave out anything in your

prepared testimony, but if you feel you could summarize it more
appropriately, do so and the entire statement will be put in the
record.
If not, I am delighted to and will stay here as long as you all have.
Mr. Weeden.
Mr. WEEDEN. I think I go first.
Senator BIDEN. I believe you are listed first, so why don't you go

first?
Mr. WEEDEN. I feel I have already testified.
I should start by saying I thought there was some unfairness in

the makeup of these hearings with so little time allowed the third
market people to defend their position. But having heard the other
testimony, I realize that having been allocated 5 percent of the hear-
ings which is about the amount of business we do in listed securities,
it was probably fairly organized.
Mr. Chairman, in the absence of the chairman, Senator Bicien, I

would like to say that I worked very hard on my testimony and com-
plete with all the needles that I thought were appropriate. Some
people said that they were harpoons.
I would like to dispense with the formal testimony if you would

accept it into the record.
Senator BIDEN. Fine, but please don't do it because of the ur,

-because we are here to give you an equal opportunity to testify.
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Mr. WEEDEN. I appreciate and certainly if anybody has any ques-
tions on that testimony, I would be delighted to answer them. In-
cluded in that testimony is a copy of an ad that Weeden & Co. placed
in the Wall Street Journal in February of this year which indicates
the type of business we do (see p. 163) .
It is a rather detailed explanation of that business and I would

welcome questions on the nature of that at any time. There are a
number of questions that have been raised and I think it might be
appropriate due to the lateness of the hour, to really meet some of
those questions about the third market and Weeden & Co.

First of all, I would like to say that I appreciated having the
annual report of Weeden & Co. for 1973 brought into the hearings,
by using it as an example of how profitable it is in this business. Hav-
ing lost about $3 million in that year, I thought that annual report
in fact explained just the opposite. I just wanted it to be made
clear to this subcommittee that the dealer business over the last year
has been a very difficult business and one that I would not call terribly
profitable.
I would next like to explain how A.T. & T. does their buying and

selling in the third market, inasmuch as that particular point was
brought up.
They have, I would say, hundreds of thousands of shareholders,

many of whom are employees. One reason for that is that many of them
have confidence in that company and also in the past they have had a
number of stock purchase plans which allowed their employees to buy
.at a discount American Telephone stock.
I would say for some 20 or 25 years, Weeden & Co. has provided a

service to the employees of the telephone company in that we have
been prepared to buy and sell small lots of telephone. First of all di-
rectly with the employees, and at the present time through the offices
of the company.
We do that for the American Telephone Co.; the New York Tele-

phone Co.; I believe we do it for the Pacific Telephone Co.; and so on.
The nature of that program is that they have coming into their cen-

tral office, I think it's at 195 Broadway, indications to sell principally,
and in some cases to buy, small amounts of Telephone stock which we
are prepared to do upon the call from the Telephone company itself at
an amount equal to the odd lot differential based upon the last public
price at the time the call comes in.
In effect, what we do is provide a service for the telephone em-

ployees who use that facility without any commission or other
charges—except for a $5 transaction charge for odd lots. The profita-
bility to Weeden is in the spread between the odd lot bid and the offer
similar to that which the odd lot dealer makes on the floor of the
exchange.
I can't tell you how much business is done that way; I do know that

in 1973, we did some 2,500,000 shares in round lots and approxi-
mately 350,000 shares of American Telephone stock in odd lot amounts.
I think the average was about 30 shares.
I also believe that the Telephone Co. has a dividend reinvestment

and stock purchase plan where they go into the market periodically
to buy stock. I believe the way they do that is to search out the best
net offering to them whether it's the exchange offering plus commis-
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sion or the third market, putting us into competition with one another,
and they buy from the best market at that time.
I would now like to explain how S. 3126 kills the fourth market. In

effect, the fourth market would be unable to come onto the floor of the
New York Stock Exchange. It would be unable to get membership
there; and, therefore, to the extent that S. 3126 goes through to its
logical conclusion that kind of business is eliminated. That is, off-
board business being done by these nonmember broker-dealers is elimi-
nated. It would then be impossible for them to continue their existence.
I think it's also appropriate at this time to mention the 2,000 or 3,000

nonmember broker-dealers who are making use of the third market
in merchandising quality securities to their customers. I think you will
find in our report of transactions during the fourth quarter of 1973'
that a substantial amount of our business was done in odd lots and
small round lots. Much of that is done with nonmember broker-dealers
who are dealing directly with and servicing the small public investor.
To the extent that they can get a competitive bid or offer-for their ac-
count, they can turn around and charge what we call the full commis-
sion or the standard fixed commission appropriate for listed stocks at
the present time.
Now, to the extent that the third market makers are required to

join exchanges, they could not do business in this way. It would elimi-
nate the opportunity for these small broker-dealers to do that business
in a manner that allows them to receive and retain the full commission.
We have heard testimony here and particularly in past hearings be-

fore the SEC where many, many member firms have complained that
they cannot make money on agency transactions in small amounts at
the present fixed commissions even though they retain the full
commission.
I can't conceive of how the small broker-dealers can possibly make

any money if they can only receive 40 percent of the commission in
going through members firms. You have to keep in mind that that, 4-0
percent rebate or discount that they get is only a couple of years old
and I would suggest that the reason that that discount was put forward
by the. New York Stock Exchange was the fact that there was com-
petition from the third market by providing a market and that we
essentially had taken that business away from them in order to'fa-
cilitate and encourage nonmember broker-dealers to merchandise qual-
ity listed stocks to their customers and make a reasonable profit.

Next, I would like to make clear whom the SIA represents. T think
the name Securities Industry Association is somewhat misleading. I
am not familiar with the more recent figures. but I believe that there
probably are 3,000 to 4,000 registered broker-dealers in the TTnited
States.
SIA has a membership of 743. Keep in mind most of those registered

broker-dealers in our industry are registered with an exchange or the
SEC or the NASD, and they are not members of any exchange.
Senator BIDEN. Are you a member of the STA ?
Mr. WEEDEN. Yes, we are. We hre in these statistics. They have 743

members; 52 percent, just over 50 percent, a significant figure, are
New York Stock Exchange members. If you eliminate the banks from
that figure of 743, then 59 percent of the membership of the SIA are
members of the New York Stock Exchange.
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So I suggest that that membership which is about 20 percent of the
, total membership in the entire industry probably doesn't represent the
opinions and attitudes of the entire industry. In fact, some people have
facetiously suggested that they ought to change their name to the As-
sociation of Stock Exchange Firms.

Senator BIDEN. If I may. Is there any reason why you stay a
member?
Mr. WEEDEN. That is a good question and that is something that has

been raised in our executive meeting. We feel that our relationship
with the municipal bond industry suggests that we ought to remain
as part of the SIA at the present time but quite clearly, the SIA doesn't
reflect our attitude in terms of how listed securities ought to be traded.

• Senator BIDEN. Do you show up at meetings?
Mr. WEEDEN. I don't. My brother Alan does. He is the nice one of

the family. He gets along with all of them.
Now, I wanted to mention that the Thill case, which has been men-

tioned previously, when some testimony from that case was put into
the reCord, was tried in the spring of 1973.
The quotes in my statement which I submit into the record are

from
*hat& BIDEN. They will be reprinted in the record in full.
Mr. WEEDEN. Thank you.
They are from the sworn testimony and I believe would still be

relevant. Now I have no objection to a man changing his mind, but I
bitterly resent others to claim to speak for those New York Stock Ex-
change member firms who are supposedly about to quit the exchange.
I frankly don't believe it, and I think that you will find other testi-
mony in the Thill case that will support the three quotations that ap-
peared in my testimony here.
Now, I think we have alluded already to the fact that the third

market, at least speaking for myself, Weeden and Co., does service
small investors. Most of our transactions, 80 percent in fact, are in
amounts less than 500 shares. We service them as I mentioned through
corporate facilities such as the American Telephone Co., the trust
,departments of various banks, our relationship with nonmember
broker-dealers around the country and also our relationship with vari-
ous regional exchanges.
Another point that I thought might be useful to mention is that

Weeden never sells on the New York Stock Exchange. That is our
policy. All the testimony that- we have heard here and before as to
dumping inventory on the exchange is garbage. Nor do we sell short,
nor have we over the last 20 years either, on the exchanges or through
our direct relationships with institutions in any manner that would
not be permitted on the New York Stock Exchange.
We have been advodates of full disclosure for a long time. That

has been stated in testimony by many third market people and my
testimony and statements to the public over the last 5 years. I also
remember back in 1964 when we talked with Mr. Pollack and Gene
Rotbera at the SEC about how and if a short selling rule for third
market dealers is necessary in the public interest.
I believe that the SEC is very close to that and will provide the

necessary regulation when they feel it's appropriate. In fact, the SEC
has, this month, proposed a new short selling rule to apply to all
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markets reporting on the composite tape—the NYSE, the regional
exchanges, and the third market.
Fifth—or 10th, I am not sure which I'm on, I don't think there

is any mystery about how we operate.
The way Weedon & Co. and our third market activity conducts

itself from day to day has been a matter of public information for
several years. We have always had an open house to any and all who,
are interested and I extend an invitation to the chairman of the board
of governors of the New York Stock Exchange to come and visit
us and to see for himself how we operate.
I think with those few statements that maybe clarify the record;,

I would be very happy to answer any questions that the subcommittee
wishes to direct to me.
[Mr. Weeden subsequently requested the following information be

made part of the record:]
WEEDEN & CO., INC.,

New York, N.Y., April 4, 1974.
Hon. HARRISON B. WILLIAMS,
U.S. Senate,
Washington, D.C.
DEAR SENATOR WILLIAMS: In Mr. Needham's testimony before your Subcom-

mittee.last.Thursday he4nade reference to a disruptive third market participant
at an industry meeting on equal regulation. I admit to being that third mar--
keteer, but pass on the disruptive.
The enclosed minutes of that meeting (which Mr. Needham did not attend)

should make the record clear on what actually took place.
Respectfully,

DONALD E. WEEDEN,
Chairman, Roard of Directors.

MINUTES OF MEETING OF TASK FORCE ON EQUAL REGULATION

JANUARY 15, 1974

PARTICIPANTS

American Stock Exchange: Robert Birnbaum, William Silver.
Boston Stock Exchange: Robert Halligan, Frank Nolan.
Midwest Stock Exchange: Larry Augustyn, Kenneth Robenblum.
NASD: Lloyd Derrickson, Donald Weeden, Frank Wilson, Fred Kesel:
New York Stock Exchange: Donald Calvin, Donald Stone, Robert Stott.
PBW Stock Exchange: Arnold Staloff, Barry Tague.
The meeting was held at the office of the New York Stock Exchange. It began

at 2 :30 p.m. and adjourned at 5 :30 p.m. The first order of business was the selec-
tion of a Task Force Chairman, Co-Chairman, and Executive Secretary.' Robert
Birnbaum was voted Chairman; Kenneth Rosenblum, Co-Chairman; and 'Fred'
Siesel, Executive Secretary.
The meeting was held at the office of the New York Stock Exchange. It began,

ing. (The NYSE prepared a draft agenda for the Task Force meeting based on
an earlier paper discussing their rules titled "Equal Regulation and a Consoli-
dated Tape System for Listed Securities".) The issue was whether the Task
Force was to consider what regulation, beyond that endorsed by the Commission
and its Industry Advisory Committee, was appropriate in all markets prior to a
Consolidated Tape or, given a Consolidated Tape, prior to a Central Market
System. No agreement was reached on the purpose of the Task Force.
The discussion next turned to the possibility of developing a joint statement

separating the Task Force discussions from the start-up of the Consolidated"
Tape. Attempts were made to develop a statement to the effect that any Task
Force discussions on. equal regulation do not involve any presumption nor im-
plication that the Consolidated Tape be delayed. There was substantial agreement
on such a statement but the NYSE representatives did not agree.

•

•
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The participants agreed that prior to another meeting they would develop a
joint agenda and complete a compilation of rules on various markets started
by the American Stock Exchange. No new meeting was scheduled.

Respectfully submitted,
FRED SIESEL,

Executive Secretary.

Senator BIDEN. I would like to do something a little out of order.
Since the other two gentlemen will not be able to leave after you

give your statement, I may have questions, and since you have been
the major antagonist or protagonist, depending on the point of view,
and since it is fresh in my mind, I would like to ask a few questions
and come back without going into depth.
To make sure I understand, yesterday Chairman Garrett told us

that individual investors do not deal in the third market; yet you
seem to indicate that they do deal in the third market.
Mr. WEEDEN. Well, if you think of us as a specialist, which is the

way we think of ourselves, or market-maker, the public doesn't deal
with a specialist either, does he? The public does not deal directly
with the specialist, although specialist firms might have a few indi-
vidual accounts of their own.

Therefore, in that sense, we don't deal directly with them. But
many, many public investors benefit from the existence of our markets
through the facilities of nonmember broker dealers through the
facilities of bank trust departments, custodian accounts.
Senator BIDEN. Can that fictitious Aunt Millie, or whoever, can she

come in and open an account with your firm?
Mr. WEEDEN. No. Nor can she open an account with a specialist.
Senator BIDEN. I see.
The reason I raise the question is because the rationale for not hav-

ing controls on third market firms that are on the exchange is that
they don't deal directly with individual investors. That was the ration-
ale at least Chairman Garrett gave us.
I though maybe you had contradicted that.
Mr. WEEDEN. I wouldn't contradict Chairman Garrett in these

hearings.
Senator BIDEN. OK.
I did take the time to read your prepared statement, as you prob-

ably observed by the questions I asked some of the other witnesses.
The essence of your statement, as I understand it, and correct me if
I am doing injustic6, is that the real purpose of S. 3126 is to under-
mine S. 2519, and that as a justification for S. 3126, the New York
Stock Exchange and proponents of that position have operated on
three false premises:
The first is that competitive rates will kill the auction market. You

say that is not true. The opposite will happen.
Mr. WEEDEN. I am not saying the opposite will happen. I am saying

indications are.
Senator BIDEN. OK.
Secondly, that you say the second false premise is that the fair and

orderly markets can exist only if stock exchanges remain a near mo-
nopoly, to use your quote.
And thirdly, you say that the SEC is equipped to decide on how

much competition is good for the securities industry.
You think that is also a false premise.
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They are not equipped to do that, you say.
You go on to point out that the likely possibility is that competitive

rates will have the opposite effect predicted. You say that fair and
orderly markets can better exist in the competitive situation that you
define with the healthy third market independent and viable of the
exchanges.

Thirdly, you say that the SEC is not equipped to decide how much
competition is good for the securities industry, and where that line
should be drawn, and then you go on to say, "Besides, the Commission
already has the authority," to take remedial action, if necessary, under
sections incorporated presently in S. 2519.
Is that a fair analysis of your overall approach?
Mr. WEEDEN. That's right. They already have the ability to do what

is necessary to 'protect the public interest and to provide for fair and
orderly markets.
Senator BIDEN. OK.
I just want to be sure I understood that.
I would like to go to the next two gentlemen and come back to all

three of you, if I may.
Sir?
Mr. FREELAND. I am Theodore Freeland, vice chairman of Ameri-

can Securities Corp. New York City.
We have seven offices in this country, and one in London, England—

seven branch offices in this country. We have maintained an active par-
ticipation on the third market since 1952. Our list of clients includes
nearly all types of financial institutions, large and small, and both
private and public pension funds.
It is interesting, to note that a very high percentage of our trans-

actions takes place with clients acting in a fiduciary capacity. I would
like to point out that many of them represent the little guy. I would
like to get that in, because it seems to sell, and we do business with—

Senator BIDEN. We are all for the little guy and apple pie.
Mr. ,FREELAND. Yes, sir; we are. State pension funds and corporate

pension funds do represent the little guy. We feel we have not hurt
the little guy, perhaps we have even saved him a fair amount of money
in the past years.

Senator BIDEN. The little guy is real p:ood friends with the reason-
able man. We have trouble finding them both. I don't know where they
are.
Mr. FREELAND. Yes, sir.
I should add also that we are members of the Pacific Coast Stock

Exchange, and associate members of the American, and, Senator, we
are members of the SIA. We have many friends in the SIA.
Again they do not represent our viewpoint on the trading of listed

stock in their presentation today. Naturally we feel competition in the
industry is very much in the public interest.
We would like to point out that more than 10 years ago in the well-

known special study the SEC came to the same conclusion. They tried
to improve communication between the markets by forcing—if I may
use that word—forcing an amendment to the restrictive rule 394 of
the New York Stock Exchange.

It is well known this has proved ineffective. The third market firms
have always had a very active business with the regional exchanges,
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and at this time conduct a significant percentage of the business righton the trading floors of most of them.
The "Multiple Trading Case of 1941" e,stalz?lished the fact that theNew York Stock Exchange does not have and should not have a mo-nopoly in the trading of stocks on its floor.
This decision established the right of New York Stock Exchangemembers to deal on regional exchanges in New York Stock Exchangelisted securities.
Certainly nothing has happened recently to change the situationunder which the regional exchanges and the third market workingwell together offer healthy competition.
As a matter of fact, the public interest would best be served by in-creasing marketmaking capabilities rather than passing legislationwhich could tend to further restrict it.
Much mention was made of the word "auction" as if there weresomething magic about that. I think marketmaking capability in aninstitutional type of market is very important and the commitment ofcapital to it is very important.
We feel that the SEC and the Justice Department have been wellaware of our operation, and other friends of ours in the third marketfor some time. If we are doing something improper, they have ade-quate authority to hold hearings at any time they come to thatconclusion.
We feel that this bill would be perhaps a sword hanging over thehead of the third market. Who is to say when these hearings are held?As the Senator pointed out, is it when 5 percent of the members leave,6 percent, or 10 percent?
This is a good question.
We feel that the legislation would be just as prejudicial as legisla-tion confining all trading to the third market. We are not recommend-ing that either.
I apologize for the brevity of my one-page statement.
Senator BIDEN. Oh, thank you. Don't apologize for that.
Sir?
Mr. KEEFE. I am Harry Keefe, president, founder, and principalstockholder in an investment banking firm specializing in bank stocks.I would say the unique thing about my background is that I wentthe reverse of some of the other witnesses today in that I began withthe New York Stock Exchange firm in 1946, became a partner of thatfirm in 1952, and remained a partner until 1962.
So I have worked as a partner in a major and old New York StockExchange firm.
am at the present time a member of the Pacific Coast Stock Ex-change. My partner is a member of the PBW Stock Exchange. So Ihave been affiliated with stock exchanges for my entire business life.

Now I say, I emphasize, I am not now a member of the New YorkExchange. This is deliberate. You will understand as I get into my
testimony.
I would like to start out by saying just sort of extemporaneously

that I have resented some of the remarks made today about the third
market and uneven regulation. I had thought I was subjected to the
SEC and NASD, and particularly the remarks made by whatever the
gentleman's name is from the stock exchange who spoke about the in-

31-9,30-74-10
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dividual investor being "skewered" to use his words, because of the
third market.
If the individual investor has been "skewered", it is only because

the New York Stock Exchange has rules such as 394 that prohibit its
members from getting access to my market or Ted Freeland's or Don
Weeden's.
If they get rid of that rule, the investor would have access to both

markets. As to marketmaking responsibilities, when you have a com-
petitive situation, your competitors assure that you show up each day,
that you make a market each day. If I drop a stock, you can be sure
Weeden's traders will let the institutional professional market know
it pretty fast.
If I don't make a market, one of these guys or Morris Schapiro

certainly will.
In talking of unequal regulation, one of the things I would like to

ask this committee is how many have ever seen the financial statement
of a New York Stock Exchange specialist, the gentlemen who enjoy
monopolistic positions?
My firm is not publicly owned, but for a long while we published

financial statements that conformed to all SEC disclosure require-
ments for a publicly owned firm. I challenge you to find a specialist
firm that can make that statement. (I think that is important because
marketmaking capabilities depend on your capital.) As far as short
selling, this is something that is frequently brought up in hearings, the
ability of the third marketmaker to short sell.

Well, I would like to pose this question, when you have multiple
markets, what is the determining price?
I will give you an example, a specific example. We make a market

in Northwest Bancorporation, and on 1 day the stock had sold 100
shares at 37 on the New York exchange, it was quoted 363/4 to 371/4
100 shares by 100 shares.
I had a call from an investor who asked the market. I made it 361/4

'to 3/4.
He said, "I can buy 10,000 shares from Morris Schapiro at 361/2."

I knew that and had made my market around his (Schapiros) offer-
ing.. He said, "If you compete with Schapiro, you can have the
business."
I said "okay," so I sold him 10,000 at 361/2 short. The last sale was

37. But what was the real market? 100 shares on the floor, or 10,000
the shares offered by Schapiro?
I went to him and said, 'I will give you 361/2 less an eighth for 10,-

000." He said, "No, thank you. My price is 361/2," so I bought it at
361/2 and I washed the trade.
Now, did I sell short against the market? Where was the market?

When you have a number of professional marketmakers rather than
one monopolistic specialist, this whole short selling thing becomes a
farce and smoke screen.
If Mr. Weeden tries to play games, Mr. Schapiro and I will take

care of him.
I would like to read here from my prepared testimony. To my

knowledge and observation, I have never heard, read, nor known of
a person sophisticated, in financial markets who has cirticized the
third market.
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On the contrary, many economists, professors pension plan man-agers, and others have spoken in our behalf. Indeed, so have many
government officials including representatives of the Treasury De-
partment, SEC, and Justice Department.
The only objections that I personally know of that have been raisedagainst the third market have been put forward by certain repre-

sentatives of the New York Stock Exchange.
You will notice that I said "certain," since I know that the ex-

change membership is by no means unanimous as you noted, Senator,
in quoting Mr. Solomon's report.
The most vocal opponent of the third market has not been a mem-

ber of the exchange
' 
but rather an employee of the exchange who was

present here today. An employee that has never sold a share of stock,
never traded a share of stock, never written a research report, never
figured a bond scale, never figured a competitive bid, nor for that
matter, ever worked on a P. & S. statement.
This is the gentleman who characterized the third market, and- I

quote, "as a high profit, low risk business."
Doesn't it seem strange that if it is so easy and risk-free to make

money in the third market, that so few firms have chosen to play?
Anybody can get in, just bring money.
I would like to repeat what Mr. Weeden said about 1973. Our firm

has roughly $8 million in capital. In the first week in December in
this easy-to-make money, risk-free business, in one week, our capital
went down $1 million because we were not walking away from
markets.
If you don't think that is a major decline, it wasn't your money.

It was mine.
As a matter of fact, a number of senior partners in some very large

and important New York Stock Exchange firms have told me per-
sonally that they look forward to the day when 394 is abolished and
they can trade freely with my firm.

Senator BIDEN. Who?
Mr. KEEFE. I don't think I can appropriately say, Senator.
Senator BIDEN. Well, now, that is your choice, not to say. You are

not required to. I asked everybody pointed questions and 
Mr. KEEFE. I don't think it was told me appropriately.
Senator BIDEN. I just want you to know that when statements like

that are made, I take them based on whether they are backed up.
Thank you.
Mr. KEEFE. All right. They, too, recognize the competitive market

is a better market. Well, I think you have a statement from Billy
SolomoR in essence.
The New York Stock Exchange is saying: "Join our club or get

out of trading." Whereas in fact the stocks that I trade; bank stocks,
I traded for many, many years before they were listed on the New
York Stock Exchange.
Is mandatory membership of any business organization the Amer-

ican way? According to the textbooks this nation does not believe
in cartels. I am not surprised, however, at the Exchange demands for
there are many features of the New York Stock, Exchange that are
not democratic.
For example, the Board of Directors of a corporation can list its

stock without shareholder approval: But once having listed the Ex-



144

change forces the company to sign an agreement that makes it vir-
tually impossible to de-list. The Chairman of the large New Jersey
bank and I don't know which one but it is a matter of public record
in the press, has stated he would de-list but the stock exchange agree-
ment effectively prevents that.
I personally know a number of other holding companies that would

de-list if they felt they could do it. Perhaps the least democratic
feature of the Exchange is the assignment of the specialist. The corpo-
ration is told by the Exchange who the specialist will be and as long
as the specialist meets the Exchange's requirements—I underline that,
the Exchange requirements as established by the Exchange unilat-
erally.
Many corporate officers expressed to me dissatisfaction with their

specialist. A corporation can fire the chairman of its board, change
the law firm, go from one accounting firm to another, one advertising
agency to another and even change investment bankers for that
matter.
But the company is stuck with the Exchange's choice of the special-

ist. Is the arbitrary assignment of that market making privilege the
"American way?"If the auction market has worked so well and I
would like to emphasize this, this auction market with a monopolistic
specialist system, if it has worked so well, would all of us be here
today?
If it had worked well, the gentlemen at this table would not be

sitting here now. How did the third market come to be? In 1946 when
I entered the securities business 95 percent of the exchange trading
was done by individuals and only 5 percent by institutions.
At that time very few Americans were covered by corporate pension

plans or sickness and health plans. I would like to use a simple exam-
ple of my father who left high school at 17 to go to work in the Tele-
phone Co.
The Telephone Co. was one of the earliest companies in America

to have a pension plan but it was clear that the plan would not cover
him on retirement. So each week he brought home to my mother some,
money and gave it to her and she put it in the savings bank in Boston
and this said "retirement."
He had another passbook and this said "sickness." Another one

that said "Harry's college." After she saved a certain amount of
money they went out and bought some American Telephone stock.
Let's change from my father to me now.
My corporation puts 15 percent of my salary aside which is tax

free this year to me in a company profit sharing and retirement plan.
Senator BIDEN. We might talk about that, too, sometime. .
Mr. KEEFE. My company guarantees me in the event of illness—and

every other employee—the same take-home pay for 2 years. We have a
sickness and health plan with the Aetna Life Insurance Co., that I
believe is th.e most generous that money can buy, that the company pays
for completely.
When I went to Amherst College and graduated in 1943 the Uni-

versity of Massachusetts had only 1,000 students and if you lived in
Massachusetts you's did not have much opportunity to go to that
university.



145

•

4

Amherst at the time had 800 students. Today Amherst has 1,200
students and there are 25,000 students at the University of Massachu-
setts. My daughter is marrying a boy from ,California in June and he
is going to go to medical school at the University of California. The
reason he is going to go there is because the tuition is $200 and Har-
vard Medical is $6,500. What I am saying here is that one of the other
gentlemen has mentioned there are 800,000 fewer stockholders in
America.
I don't think this has a damn bit to do with the auction system and

the stock exchange market. I think it has to do with the basic economic
structure of our country. I don't need to save for my retirement, I
don't—unlike my father.
I don't need to save for sickness and I don't need to save for educa-

tion. We have developed a social philosophy that does this.
So much of the incentive for the individual to participate in the

stock market has been removed, which is why I started a firm to deal
exclusively with institutions because I felt that is where the action
was going to be.
I submit that the individual investor no longer has incentives he

has had 20 years ago to participate in the market. He no longer has
the incentive to save for retirement. His company is doing that for him.

Institutions if they dominate the market, and they certainly do in
the major stocks cause supply and demand imbalances—that necessitate
a dealer function. That has been overlooked in these discussions. That
is what my firm does, we operate as a principal to offset the imbalance
of large supply and demand situations. To be a dealer takes capital, and
in any institutionally dominated market, lots of it.
If this committee has not already done so I think you would find

it very interesting to get the financial statements of some specialist
firms. As I stated my firm has $8 million in capital, I believe Don
Weeden's has $37 million. Some of the specialists against whom I
compete have capital significantly less than $1 million.
As a matter of fact I am not aware of any specialist firm whose

capital matches Weeden's and as a matter of fact I think it is a fact
that no specialist firm has half as much capital as Weeden & Co.
I submit that the big majority of my trades do not revolve around

whether an institution can save a commission but rather it is because
I gave them an execution in the size that they want. I can't function
in any system that proposes that I have to be a member of the exchange
if my bid :and ask is not displayed as an independent entity in the
market.
How can you have an auction market, I submit, when the buy and

sell orders do not match and that is what we get when we have this
large institutional business? Institutions can cause tremendous supply
and demand imbalances. Block positioners take up some of this but
the block positioner can move in and out of the market and is not held
to the market by competitive restraints such as the third market
systems.
I submit that unless the gentlemen of the Congress and the Senate

change our basic tax laws and unless this Nation undergoes a basicchange in social philosophy and does away with social security,
pensions, medicare, Blue Cross, and State universities, we will have
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collectivized savings with huge pools of money moving around in
large dollar amounts.
I do not deny that we must protect the small investor, but I also

submit that we have an obligation to the schoolteacher whose sole
savings are in a retirement fund. That fund, too, should have an ef-
ficient market in which to operate and if the auction market were
efficient the third market would never have arisen.
A week ago I was a member of a panel queried by a member of the

audience on the question of third market firms "backingaway." There
was a gentleman there representing the National Life Montpelier and
one representing the Girard Trust in Philadelphia, both substantial
financial institutions of different character.
They testified publicly to what you must remember was a stock ex-

change audience that never in their professional experience had a
third market firm backed away from making a market.
The crux of what I would like to finalize with is can a dealer market

function side-by-side with an auction market? Certainly it can. Look
at the corporate bond market as it exists today and has existed. The
corporate bond market is part dealer and part auction and as a matter
of fact the gentlemen from the SIA which was largely dominated by
bond firms seemed to me not to be consistent if they are so concerned
about having an auction stock market and make no comment about the
fact that we have a dealer auction bond market.
The bond market I think is the exact example of what we need to see

coming in the securities business. You have a 10 bond rule for members
of the New York Stock Exchange where they have less than 10 bonds
the order must go to the floor of the exchange. The order is exhibited
on the floor, it is booked, the public investor gets a print and he can
read about it in the newspaper the next day.
If the institutional investor does not trust the dealer market he can

instruct the broker to get an execution on the floor and he gets one. The 
institutional or large investor feels he is capable of dealing in bonds on
his own. He can negotiate with the stock exchange member or nonmem-
ber for whatever price is determined.
The bond market functions very well, thank you very much, and I

have heard no criticism that it is immoral, misleading or to use the
previous gentleman's words, that anybody is getting "skewered." I
submit if we impose or the New York exchange imposes something on
the order of a 1,000-share rule and I think an analysis of the trading in
the stock exchange would show a majority of the trades with less than
1,000 shares

' 
that if up to 1,000 shares mandatorily would have to be

executed on the exchange and then commissions would be printed, all
worrying about Aunt Tilly getting an execution you would see dissi-
pate. The same men worrying about a dealer market in stocks are exe-
cuting bonds for Aunt Tilly in the over-the-counter market.
Thank you very much.
Senator BIDEN. Thank you.
Mr. WEEDEN. May I submit for your information something which

might answer your question to Harry Keefe and his reluctance to pro-
vide the names of the people who would be dealing with him if they
were allowed to, the names of the New York Stock Exchange member
firms with whom we deal daily on a negotiated basis from their order
room to our trading room.
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In order to execute those transactions without having to go through
the intimidation and complexities of 394, they are done on regional
stock exchanges. I would be happy to submit the names of 88 some
firms who have done that with us, to indicate the number of people who
are perfectly willing to put us in competition with the floor of the ex-
change and whose experience had been that many, many times they
have found better, significantly better sizes than they can find on the
New York Stock Exchange floor.
Senator BIDEN. We appreciate that very .much. I would like to have

you do that if you would.
Mr. KEEFE. I was thinking of it in a different context.
Senator BIDEN. I thought you were from your answer.
Mr. KEEFE. Mine were luncheon conversations. We have had the

same types of trade.
Senator BIDEN. I would like to start off with Mr. Weeden and ask

specific questions if I may. In your statement you say indeed many
stock exchange members have said competitive rates will drive the
third market out of existence. Can you give me the names of some of
the people who have said that?
Mr. WEEDEN. Emil Pattberg said that in testimony in 1968. I believe

that statement is part of my testimony. Mr. Needham representing the
New York Stock Exchange said that in testimony. That is also part of
my statement. There are many New York Stock Exchange members
who believe that we have managed to exist because of the fixed com-
mission structure—performing basically a discount—
Senator BIDEN. I understand the principle. What I want to know is—

it would be helpful to have the specific names and if you could submit
those of any others, that you would be fine.
Mr. WEEDEN. We will do it the best we can.
Senator BIDEN. In your testimony, you make a statement which I

think is very specific and I would like this backed up.
"Already the word has gone out to slow up the computer research and

program development program and to resist all change and com-
promise on the consolidated tape."
The combined quotation service and the national clearing system.

Who put the word out?
Mr. WEEDEN. From our talks with people who are part of the SIAC

and probably the best thing would be to talk to SIAC and we have
understood that they are making no efforts at this time to program the
consolidated tape.

Senator BIDEN. Because someone has put the word out.
Mr. WEEDEN. Yes.
Senator BIDEN. Who are the people who put the word out?
Is that Mr. Needham, Mr. Keefe, is it—
Mr. KEEFE. It Was not I.
Mr. WEEDEN. I would say 
Senator BIDEN. It is a pretty strong statement, you see.
Mr. WEEDEN. I think that the statement is supportable then by the

fact that in the deliberations in terms of a national clearing system,
which my brother Jack is part of, and I would be delighted to get a
statement from him of the difficulties that they are having in terms
of the New York Stock Exchange cooperating in developing a national
clearing system. I think in terms of the consolidated tape, where I have
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part of those deliberations, that one can effectively and appropriately
say the word has gone out not to cooperate and now, I would make the
presumption and I would be happy to state that here that that comes
from the management of the New York Stock Exchange.
I would be perfectly delighted if there was an opportunity to hear

a rebuttal to that.
Senator BIDEN. I just think it is important that that be on the record.

It is a fairly bald charge and I think if it can be substantiated, if that
is true, then this committee would do well to react to that.
I think we would need some more evidence of that. Maybe we should

raise that question.
Mr. WEEDEN. If you take a look at the Consolidated Tape Associa-

tion and their desire to have a veto power over any further progress,
that is a fairly substantial indication.
Senator BIDEN. Now, Mr. Weeden, you expressed considerable dis-

satisfaction with the SEC's recent announcement concerning the com-
posite tape in page 11 of your prepared statement. Where do matters
stand on this project now and how do you expect things to proceed
from this point?
Mr. WEEDEN. As matters stand now, there will be a meeting of the

various participants in the Consolidated Tape Association to reagree
on a relationship under that association that has been negotiated
among themselves over a period of time and has been tinkered with
by the Secuirties and Exchange Commission in negotiation with the
New York Stock Exchange.
Hopefully we have a reasonable agreement that will allow us to

go forward. But what I am concerned about, Senator, is that there is
still so much opportunity in that Consolidated Tape Association for
the New York Stock Exchange to hold it up.
I am concerned, Senator, that the anticipated 40-week period for

its implementation will be longer, with the New York Stock Exchange
still introducing problems—whether they are computer technology
problems, whether they are self-regulatory problems, whatever those
problems are—to hold up the inception of that consolidated tape.
Senator BIDEN. Now, in a letter dated March 11, 1974, Mr. Beshar,

who I understand is your attorney, stated, and I quote,
Mr. Bleakeley twice called me about the Third Market amendment and in both

calls I emphasized to him that my opposition was based on the time and energy
which would be devoted to the SEC hearings contemplated by the rider, which
in turn would divert people from making progress on the consolidated tape,
combined quotation service and negotiated rates.

Does that reflect the basis of your opposition?
Mr. WEEDEN. That reflects my opposition and I think that that is

indicated at some length in my testimony.
Senator BIDEN. Precisely what is the danger you see in S. 3126? Is it

the time and energy which would be devoted to the SEC hearings as
your lawyer has informed us or is it the fear that your firm would
not be able to continue in business if you were forced to take your trades
to a stock exchange?
Mr. WEEDEN. We think that S. 2519 is a very good bill. It moves the

industry—or let's say creates some further incentive for the industry to
cooperate with the SEC to move forward with a central market system
which will be a broader, more efficient, less costly, more competitive,

•
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national system than we presently have. We think that S. 3126 offers
the opportunity to the Exchange, which I am sure they will take,
whether they have S. 3126 or not, to create delay in the evolutionary
progress toward a central market system.
Senator BIDEN. Let me ask all three of you this: Do you feel that if

you were forced to take your trades to the stock exchange that you
would be forced out of business?
Mr. KEEFE. I wouldn't be forced out of business, but my effectiveness

to make markets would go because I wouldn't show as an independent
market maker competing with the floor market is what I am talking
about.
Mr. FREELAND. We feel right now that rule 394, if it were used and it

• is common knowledge on Wall Street that it is very seldom used, that
our markets would be available to members of the exchange. They
would not have to leave the exchange to get into the third market.
We heard much of that today, much wringing of hands and crying

about the fact that they would have to get into the third market.
I think these firms would be welcome, but why do it when 394 allows

them to call us and get the best price if it is available. Therefore, I feel
that our markets are already available to the New York Stock Ex-
change members.
Senator BIDEN. Would you be forced out of business if you were

forced to have to transact your business on the New York Stock
Exchange?
Mr. FREELAND. No, sir; we would find a way to stay in business and

conduct an institutional business under a different setup.
Why we should be forced to do that, however, escapes me 100 percent.
But the answer is we intend to remain in business, but we would like

to remain in business on a fair basis and not be told we have to join a
club.

Senator BIDEN. I understand that. Fine
Mr. Weeden ?
Mr. WEEDEN. Senator, I guess that if we were required to join the

country club that really doesn't like us very much, that we could prob-
ably still get something to eat there but I don't think the atmosphere
would be a fair and equitable atmosphere.
Senator BIDEN. For your brother it would be. They like him.
Mr. WEEDEN. No, as much as I admire his capacity to get along with

people, I don't even think he would be really welcome there.
Senator BIDEN. I think you have all answered my question. I have a

number of others and I am not trying to put you in a box if you would
stay in business, there is no reason why you shouldn't go. I realize they
are separable questions.
Mr. WEEDEN. Let's make one more point, Senator. The atmosphere

on the floor of the exchange and the type of rules that they have at the
present time have prevented members of the exchange, who are basi-
cally the type of firm that we are in capital, market making expertise
and willingness to commit it to market making, from doing that busi-
ness. They have all, in one way or another, to a greater or lesser degree,
have had to accommodate the man who has that monopoly franchise
and controls the public book.
I don't think that Weeden & Co., or our traders are any kind of

demigods who if forced into that atmosphere would be able to do any-
31-930-74 11
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thiii°. else but accommodate, like all the other members of the New
York Stock Exchange.
Senator BIDEN. Along the things Mr. Needham has pointed out in

the last several years, is the fact that your firm, Mr. Weeden, does
about 30 percent of your business on stock exchanges. Is that correct?
Mr. WEEDEN. Yes, sir.
Senator BIDEN. Now, how can you justify regulations which would

allow you to use the exchange markets when it is to your advantage
and not to use them when it is not to your advantage?
Mr. WEEDEN. I think you probably don't understand the nature of

marketmaking. We are like the specialist. We just are passive market-
makers. We respond to people who ask us for bids and offers.
Now, to the extent that we are forced to join the New York Stock

Exchange then when we make a bid to one of our customers, we are
forced to go down and show that bid to our competitor—and keep in
mind that is what the specialist is, our competitor. That is who we
compete with. Not the public broker. We are competing with the spe-
cialist. If we are required to go in and show our bids to our competitor,
then ultimately, because we are at such a disadvantage, we are either
going to go out of the business or we are going to have to accommo-
date to the person.
Senator BIDEN. Do I understand correctly that the 30 percent of

your business that you do do on the exchange is by choice? You opt to
go to the exchange?
Mr. WEEDEN. No, no.
Mr. FREELAND. No, no to the regional exchanges.
Mr. KEEFE. No.
Mr. WEEDEN. We have Butcher & Singer or Loewi & Co., who is a

member, probably the Pacific Coast Exchange and other exchanges
who will come to us with a public order and put us into competition
with those other marketplaces that he has available to him. He makes
a decision whether we are the best or whether we are equal to whatever
anybody else is doing.
Now, if we are equal or better and it is in the interest of his customer

to deal with us, he makes that judgment on their behalf to deal with
us. We don't go to Loewi. He comes to us.

Senator BIDEN. The point that I guess I think Mr. Needham was
trying to make, the one that I am trying to bring out, is that regardless
of how you got there, 30 percent of your business is on the exchange.
Mr. WEEDEN. On exchanges; not the exchange.
Senator BIDEN. That was a Freudian slip.
Mr. WEEDEN. Right. It keeps coming up here, though.
Senator BIDEN. I realize that. If someone read the testimony they

would assume that you are the third market.
Mr. WEEDEN. You understand the concept that they are using here

to justify our having to go to the exchange is that we pass our orders
past the New York Stock Exchange book, right? Now, to the extent
that that concept is accepted by your subcommittee, then why should
not that concept apply to that order that goes to the Pacific Coast
Exchange and avoids that same book in exactly the same way that you
are accusing us is not in the public interest? Keep in mind the passag4
of 3126 is the first step toward eliminating all of the other regional
stock exchanges.

4.
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I would be very happy to explain that to you if you have time an
hour later, S. 3126 is an effort to move the central market system back
to the New York Stock Exchange, not to create a national market
system which will allow competition among all the existing exchanges
plus the marketmakers who are not members of exchanges.
Senator BIDEN. Mr. Needham has argued that the third market is

fragmented. That phrase is used, fragmenting the market for listed
securities.
Mr. WEEDEN. The same argument applies to the Midwest Exchange,

Pacific Coast, Boston, and ewill just mention these for the benefit of
the subcommittee, PIW, the Detroit Stock Exchange, and the Cin-
cinnati Stock Exchange.
Senator BIDEN. Is fragmentation—whatever that is determined

by the pricing mechanism for securities?
Mr. WEEDEN. Fragmentation is caused by the regulations of the New

York Stock Exchange that create barriers between these marketplaces.
You want to get rid of fragmentation, you do two things:
You move forward with the composite tape; and you get rid of those

rules that prevent Tim Clark or anybody else who is a member of the
New York Stock Exchange to deal with us when he believes it is in the
best interests of his customer to do that.
Senator BIDEN. But you are now, and I believe, Mr. Needham has

suggested, that your primary competition in addition to the gentle-
man sitting with you, comes from such people as Salomon Bros. and
Goldman, Sachs, is that correct?
Mr. WEEDEN. And the specialists on the floor of the New York.
Senator BIDEN. Right.
These firms are subject, at least according to all previous witnesses,

to more rigorous regulations than you are.
Now if those firms are willing to subject themselves to exchange

regulations to provide their customers with the benefits of the auction
market, why are you not?
Mr. WEEDEN. Senator, you don't realize that Salomon Bros. and

Goldman, Sachs avoid the auction market on the floor of the New York
Stock Exchange all the time, and so do many, many other New York
Stock Exchange firms.
Mr. KEEFE. I think, Senator, it would have been appropriate to have

some of these block trading firms that are in effect operating as dealers
like we do and I think this talk of an auction market, I can submit to
you that Salomon Bros. and Oppenheimer and Bear, Sterns and Smith
and Stern and Goldman, Sachs, are in effect making dealer markets
upstairs right now,and they are positioning these stocks and the mar-
ket you see on the floor is not a public auction market, but rather re-
flects a dealer upstairs opinion.

Senator BIDEN. Thank you.
We have received testimony that, because many third market firms

already belong to regional exchanges, S. 3126 would not impose any
real hardship. These firms already take a large part of their business
to an exchange, and the bill would simply require them to take all
their business there.
Do you fellows belong to regional exchanges? I believe you all

answered that you do.
[Affirmative response.]
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How much of your business do you do on these exchanges, in-
cluding those on which you are not a member? A rough estimate,
please, how much of your business do you do on the exchanges of
which you are a member and not a member?
Mr. KEEFE. I don't really know, Senator. The bulk of the business

we do on regional exchanges is with New York Stock Exchange
firms who are frustrated by rule 394, and will call us and say, "I have
10,000 shares of Western Bank Corp. to sell, how are you fixed?" And
we say, well, we are looking for the stock, and they say, "We will meet
you on the PBW or Pacific." They execute at the same commission
because they cannot execute in New York.
When we are dealing on a regional, typically with a member firm,

the only reason they come to us is that the auction market in New York
will not function.

• Mr. FREELAND. I would like to answer that this way:
We make our bids and offers available to the Pacific Coast Stock

Exchange. It is not a case of doing order business on the exchange,
per se. We make bids and offerings available all day long.
Our percentage of executions on those bids and offerings is rela-

tively small. But we did 8 million shares last year on the Pacific Stock
Exchange, and nearly all of it was New York Stock Exchange
members.
That could not be done off the floor under their rules, but it can be

done on the Pacific Coast Stock Exchange.
I would hasten to add that we would have been willing to do five

times that much, had the other side been available there on the floor
of that exchange.
Senator BIDEN. Mr. Weeden ?
Mr. FREELAND. The SEC is on record as approving the off-board

trading rules of the Pacific Coast Stock Exchange, the working
arrangement is a good one there. It has increased rather than gone
backwards.
Mr. WEEDEN. We have three types of exchange business that we do.

When an order comes into a regional exchange, we, as an alternate
specialist or market maker, respond to that order, and if, in the opin-
ion of the broker, who is a member of that exchange, we have a bid
or offer competitive to whatever else they see in the market, they
execute. They make the decision to sell to us or buy from us. That is
one type.
The second type of business is where a New York Exchange member

firm calls our trading room, usually with a larger amount of stock,
maybe 1,000 shares or 5,000 shares, or whatever; negotiates directly
a transaction that they believe is in the best interests of their customer,

having explored all the markets that are available to them, and deter-
mines it is in their best interest of their customer to deal on our bid or
offering. We take that transaction to the floor of an exchange that we

are both members of, satisfying whatever is in the book on that ex-
change, or any other bids or offerings that are available there, and
we execute.
The third type of business we do that I think you alluded to, is

where we initiate a transaction on an exchange that we are not mem-

bers of. According to our figures for the last 3 months of 1973, we did
approximately 1,483,000 shares on the New York Stock Exchange
where we paid commission, where we initiated the transaction.
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For your information, all of those shares were purchases—and not
sales on the New York Stock Exchange. That constituted 2.7 percent
of our business.
Now, I should also mention that under the rules the New York Stock

Exchange has set up for providing the 40-percent discount we are not
entitled to that 40-percent discount because we are acting for our
own account. Therefore, we can't get the benefit of the discount. In
case 'any of our shareholders read the testimony that Mr. Needham
gave and felt that we were "skewering" our own shareholders because
we were not taking advantage of the 40 percent—I am not sure that
what "skewered" means, but—

Senator BIDEN. It doesn't sou_nd good.
Mr. KEEFE. Tell you later, Don.
Senator BIDEN. One last question—actually two more.
Mr. Weeden, why shouldn't you be required to expose your orders

to public scrutiny, that is to provide an opportunity for the public to
have priority in the execution of orders?
Mr. WEEDEN. 5. 2519 is a bill the purpose of which is to establish a

national market system. It has as its base the auction market concept.
When that bill is implemented, with the help of the SEC, it will pro-
vide a Mechanism that will allow us to provide satisfactory priority to
public orders. Now, that is going to be part of the process of develop-
ing a central market system.

Senator BIDEN. In the meantime, why shouldn't you?
Mr. WEEDEN. Let me put it back to you; why shouldn't the Pacific

Coast member be required before they execute on the Pacific Coast
Exchange, go to the book on the New York Exchange and conversely,
why then doesn't the order coming into the New York Stock Exchange
before the specialist buys or sells be required to go to the Pacific
Coast Exchange to see whether there is an order on those books? Or go
to the third market people to see if they are handling an order?
Does that answer it?
Senator BIDEN. No. No, it doesn't. You have asked me why—you

pointed out why don't all the others. Why Answer why to any of those?
Mr. WEEDEN. Because the mechanisms available at the present time

don't allow for it. The purpose of 2519 is to provide a mechanism
for doing that in a manner that is going to be satisfactory to the pub-
lic brokers and to the market makers who are going to be competing
with one another all over the country.

Senator BIDEN. Now, the basis at rock bottom of all you say is that
although you could live on the exchange if you were forced to, if the
triggering mechanism or whatever that is of 3126 were put into effect.
You indicate that you don't know why you should have to do that.

But you could all survive.
What rules of the exchange would have to be changed before your

firms could conduct their business in a competitive manner on the
exchange?
Mr. WEEDEN. I have no idea what rules. But it certainly is not lim-

ited to 113 and 394. The whole pattern of rulemaking, the whole
mechanical structure, the whole mechanism of the exchange would
be burdensome to us. You have got to go down there and see how busi-
ness is done, Senator.
Mr. FREELAND. Well, I would like to say that before that happened,

of course, the Justice Department would have plenty to say about our
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being forced onto any stock exchange, so I think the question is
academic.
But I did answer it by saying we intend to remain in business under

whatever legislation does pass. If we are forced to join the exchange
by the SEC, then I assume there are other legal remedies available
to us to appeal that.
But if we are forced to go on another exchange, we would, I guess,

find a way to conduct our business. Under the existing rules, as Don
Weeden points out, obviously our market making as now done would
not be possible. How that would work, it is hard to say, because a com-
plete new set of rules would have to be adopted if, in fact, we were in-
vited in as market makers.
I don't think they mean it when they say they would take us in as

market makers.
Mr. KEEFE. I think Mr. Freeland has pointed it out. If they took us

in as market makers, and they said I could be on the floor and deal in
all the bank stocks I now trade and have access to the book, and get
all those nice floor brokerages which I don't get on Merrill, Lynch's
booked orders, that might be something else. But I have not heard
that suggested.

Senator BIDEN. That would be the only thing in your opinion, if
that were suggested, that that would be the only thing that would
make it competitive?
Mr. KEEFE. There is a difference now, that my market is a visible

market to the world. If you have an opportunity tomorrow, you can go
to a NASDAQ machine and punch in the markets for the New York
bank stocks we trade, and you can see the markets that other firms are
making, and we all stand there as market makers.
I would be delighted to see in that same machine along with the

New York Exchange, Salomon's market and Goldman's market, be-
cause it is my experience trading over-the-counter stocks, the more
market makers there are, the bettr the market. That is what we are
arguing for.
I submit that is in the public interest. That can be documented very

easily in the over-the-counter market. I would like to see not one guy
on the floor, but I would love to see a lot of these member firms
market-making firms, having to put their name in the NASDAQ
machine in Chase every day along with ours, like they do at Bank of
America, which is not listed.
[Prepared statements of Mr. Weeden and Mr. Freeland; and a letter

received from Mr. Gustave L. Levy of Goldman Sachs & Co. relative
to Mr. Weeden's statement follow:]

STATEMENT OF DONALD E. WEEDEN, CHAIRMAN OF THE BOARD, WEEDEN & CO.

Mr. Chairman, it surely comes as no surprise to the members of this distin-
guished Securities Subcommittee of the Senate Banking Committee that my
firm, Weeden & Co., the largest Third Market maker, is flatly opposed to S. 3126—
in any form.
For half a century my father and my uncle—and more recently my two

brothers and I—have fought the Stock Exchange—yes, and even fought when
necessary the Securities and Exchange Commission as well—for the simple right
to compete with the Stock Exchange in the business of buying and selling high
grade stocks and bonds, direct, at wholesale. It is just that simple.
Having gotten our business up to where we bought and sold $16 billion of

securities in 1973, we are not about to acquiesce in legislation which would give

a
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the SEC the power to put us out of business if at some future date the Com-
mission decides it is in the public interest to make life more comfortable for the
New York Stock Exchange.
The Stock Exchange's star-spangled rhetoric moves me not at all. Its profes-

sional staff has a job to do—and that is to delay the advent of a national market
system, except on its own terms. This Subcommittee also has a job to do—and
that is to advance the cause of a central market which encourages competing
market makers. That is what this fight over S. 3126 is all about.
S. 3126 is the Stock Exchange's proposal to undermine possible passage of

S. 2519—and if that fails, to delay the implementation of the national market
system proposed in that bill. The Stock Exchange dreads competition like the
plague. It sees competition as a threat to its very existence.
In fact, of course, the Stock Exchange is over-reacting in panic. The competi-

tion called for by S. 2519 is no dread disease which will disable the Stock Ex-
change. S. 2519 is just a carefully planned, Congressionally enforced weight-
watcher's regimen for an obese patient. Fixed commissions, like mother's milk,
is a very rich diet. However, unsettling the prospect, the Stock Exchange must
in time get weaned. S. 3126 will simply delay the process.
Moreover, S. 3126 runs directly counter to the spirit of S. 2519. S. 3126 is built

on three assumptions for which there is no record support. First, it assumes
competitive rates will kill the public auction market.
Second, it assumes that fair and orderly markets can exist only if the Stock

Exchange remains a near monopoly.
Third, it assumes the SEC is equipped to decide how much competition is good

for the securities industry.
All three assumptions are demonstrably false.
First, all of the testimony from the industry to date is that competitive rates

will strengthen the Stock Exchange and put increased pressure on the Third
Market, not vice versa. Indeed, many Stock Exchange members have said com-
petitive rates will drive the Third Market out of business.

Second, the test of fair and orderly markets has little to do with how much
trading OMITS on the Stock Exchange per se—neither now nor in the future.
Third, the SEC, however well intentioned, has yet to master dealing with the

Stock Exchange on important economic issues, let alone playing management
consultant for the entire securities industry. Somehow the Stock Exchange always
wins on the big money issues.
Short as these hearings are—just two afternoons—limited as these hearings

are—mostly government experts and trade associations—still, I would have
thought a reasonable concern for legislative due process would have suggested
that somewhere, Somehow, someone in the business would step forward and give
us firSt hand the reasons why this bill is necessary.
It seems to me that at the minimum we should have begun these hearings with

some forthright testimony by those major Stock Exchange firms which are sup-
posedly staying up nights, losing sleep over whether to quit the Stock Exchange
to join the Third Market because of the anticipated harmful effects of competi-
tive rates, come April 1975.

Less than a year ago a broad cross-section of us in the securities business were
subpoenaed to appear in a Justice Department vs. Stock Exchange lawsuit in
Minneapolis. A key issue in that case was the alleged impact of competitive non-
member discounts on exchange membership. In that suit, the so-called Thill Case,
the same predictions about the irreparable loss of members and the destruction
of the auction process were made by the Stock Exchange.
The stipulated testimony of the main Stock Exchange member witnesses in the

Thill Case squarely contradicts what the Stock Exchange now claims in support of
S. 3126.
For example, Donald T. Regan, Chairman of the Board and Chief Executive

Officer of Merrill Lynch, testified that he did "not believe that Merrill Lynch
would withdraw from the NYSE if fixed minimum commissions were abolished."
Mr. Regan went on to explain that "Fixed commissions are one of the causes of
trades leaving the NYSE and going to the Third Market . . . [C]ontinuing fixed
rates will make it more difficult for member firms to compete with Third Market
makers."
Nov0 that was What Mr. Regan said on February 28, 1973. Perhaps he has

changed his position 1800 in the meantime. I very much doubt it. But either way,
those who sponsor S. 3126 should have invited Mr. Regan to come down and ex-
plain Merrill Lynch's position directly, rather than letting others offer their hear-
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say assumptions of Merrill Lynch's intentions. Trade association personnel are

sometimes hard-pressed to reconcile the range and diversity of their members'

thinking on controversial matters. From all our many conversations with member

firms, neither my brothers nor I believe any of the big firms are seriously plan-

ning to quit the Stock Exchange in order to join the Third Market. Certainly

all the testimony—sworn testimony—in the Thill Case was just the other way.

Take the stipulated testimony of Andrew Sage, then President of Lehman

Brothers. Mr. Sage, on behalf of Lehman and himself, testified that he and Leh-

man "advocate full negotiation of rates for all customers regardless of size. They

believe that fully negotiated commissions for all brokerage transactions would

further strengthen competition in the securities industry . . . [and] that Lelvman

Brothers would not quit the NYSE due to the phasing out of fixed minimum com-

missions; nor would it decrease the quality or quantity of its research and ad-

visory serviees." (Emphasis added.)
Last week Mr. Needham addressed some 800 executives of major American

corporations at a dinner meeting of The Economic Club of New York. He com-

pared the plight of the Stock Exchange to our nation's energy crisis—the speech

was given before the Arabs lifted their oil embargo—and called for support of
S. 3126 or else—"the securities auction market system as we know it today
could be quickly dismembered." To avoid this frightening debacle he urged cor-
porate America to call upon Congress to enact S. 3126 as a "bridge" during the
period when member firms are getting adjusted to competitive rates and consid-
ering whether to leave the Stock Exchange to join the Third Market.

Sitting up on the dias during that speech Gustave L. Levy, senior partner of
Goldman, Sachs, long-time Governor and former Chairman of the Stock Ex-
change. Watching Mr. Levy watching Mr. Needham give his speech, I was re-
minded of Mr. Levy's stipulated testimony in that Minneapolis trial when we
were all under oath. In the Thill Case Mr. Levy explained:
"In August, 1968, in ray capacity as Chairman of the N.Y.S.E. Board of Gov-

ernors, I testified in favor of fixed minimum commission rates before the Securi-
ties and Exchange Commission in its Investigatory Proceedings No. 4-144. At
that time I expressed the view that if N.Y.S.E. commission rates were to become
fully negotiable, my firm would seriously consider leaving the Exchange and
many other firms woull actually leave in response to the abolition of fixed com-
missions on the N.Y.S.E. I contended at that time that, as these firms left the
N.Y.S.E. and executed their trades off-board, (i) the depth and liquidity of the
auction market would be impaired, (ii) the N.Y.S.S.'s specialist system would
be crippled, and (iii) the effectiveness of the N.Y.S.E. self regulation would be
undermined, all to the detriment of the public interest.
"Upon further reflection since that time, and as a result of our experience with

negotiated commissions on large trades, I have changed my views regarding the
wisdom and desirability of moving to negotiated commission rates. I came to the
view that it would not necessarily follow that the competitive determination of
commission rates on transactions of all sizes would have the adverse effects I had
alluded to in my 1968 testimony. I have rejected the view, and do not now believe,
that the advent of fully negotiated commission rates would be likely to cause my
firm to leave the N.Y.S.E." (Emphasis added.)
I would think any Senator sponsoring S. 3126 and any Senator contemplating

voting on S. 3126 would want to take the time to examine and weigh carefully
that court testimony. Indeed some prudent men would wait until that case on a
full record has been decided, rather than acting hastily on two days of hearing.
Bear In mind that Messrs, Regan, Sage and Levy have all spent their respec-

tive working lives in the securities industry, with long periods as heads of major
Stock Exchange firms. Their sworn testimony and the court's decision could
throw much light on the clear and present danger claim made today by Stock
Exchange personnel.

Actually, if ones takes the time to dig, there is a wealth of material over at
the SEC that flatly contradicts the present claims made in support of S. 3126.
Frankly, I am bothered that, as the expert, objective agency, the SEC has neither
volunteered nor been requested to prepare for the Subcommittee an appendix of
testimony pro and con the Stock Exchange claims.
The material is there, waiting to be assembled. Take, for example, the testi-

mony of Emil Pattberg, head of First Boston. one of the largest investment bank-
ing firms, formerly a member of the Third Market and now a staunch member of
the Stock Exchange. Testifying before the SEC in 1968 at the Rate Structure
Hearings, Mr. Pattberg said that if commissions were reduced and give-ups
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banned—"the volume [of] transactions in NYSE listed stocks traded in the
third market and the regional exchanges will become a memory . . . My guess
is that the stock exchange volume would increase materially and that most stock
exchange firms again would be in a position of having very high income . . .
[because] a meaningful cut in commissions would hurt the third market."
September 25, 1968, p. 3388, 3392.
Four years later Mr. Needham said the same thing. In testimony on July

19, 1973 before the Moss Committee, he volunteered the following—and I quote
from page 997 of the official transcript:
"I would like to point out to you something else. With the elimination of mini-

Imam fired commissions as the bill proposes, I think the real incentive of going to
the third market disappears. So I would not be troubled too much about it, were
I you, for it is an obstacle, because it will be a very low obstacle and one which
more people who are devoted to a cause of creating a central market would find
it easy to leap over, if not merely step over." (Emphasis added.)
Now perhaps the official reporter got it all wrong. Maybe what Mr. Needham

meant to say was that it would be easy to leap on the Third Market, if not merely
step on the Third Market.
From where I sit, S. 3126 is no easy rider to be acted upon hastily. Most em-

phatically S. 3126 is not a "mere fall safe mechanism," an "interim solution" or
a necessary "bridge."
None of those placating slogans is accurate. S. 3126 is the Stock Exchange's

main strategy to effect endless delay—delay in implementing competitive rates—
delay in starting up the consolidated tape—delay in working out the mechanics
for a combined quotation service—delay in negotiating a national clearing
system.

S. 3126 is nothing less than an artful end run around S. 2519. Without competi•
tive rates, without the consolidated tape, the combined quotation service and a
national clearing system, there can be no national market system of competing
markets.
I cannot fathom why those who have labored so long to bring S. 2519 into be-

ing, should now be willing to sacrifice all that legislative momentum over an
amendment as patently offensive to competition as S. 3126.
To those who would sincerely counsel me that S. 3126 is a bit of political ex-

pediency that will never see the light of day, I say read the complicated lan-
guage. There are not two people in this room who can read this bill and come
up with the same analysis of what is meant. Imagine what will happen when
others, not part of this legislative process, try to reconstruct what transpired.
The mere prospect, however remote, of the Stock Exchange getting the SEC

to eliminate the Third Market at some future date has already had a chilling
effect on some of the complex negotiations going on within the industry and
with the SEC.
Let me be more specific. On March 5, 1974 the Wall Street Journal noted that

"the Securities and Exchange Commission is expected to agree to a New York
Stock Exchange suggestion that the SEC hold public hearings on whether floor
brokerage rates should remain fixed or be opened to negotiation between brok-
ers . . ." The article went on to quote the Stock Exchange as hopeful that "the
inquiry could be completed by April of next year."
I take it the members of this distinguished Subcommittee are aware of the

significance of the date "April of next year."
Surely you must realize that the Stock Exchange wants to inextricably inter-

twine competitive rates and the elimination of off-board trading. The strategy is
perfectly clear. Get the Commission involved in as many hearings as possible,
drag them out and then ask for a delay in competitive rates come "April of next
year."
Already the word has gone out to slow up the computer research and program

development and to resist all change and compromise on the consolidated tape, the
combined quotation service and the national clearing system.
The SEC is limited in manpower and funds. There are a few senior profes-

sionals at the Commission who have lived through the five year struggle to bring
about the central market. The hell of all this last minute confusion is that the
bright staffers get tired of the game of delay and ask to be reassigned to some-
thing more likely to move ahead, or they resign from the Commission and go into
private practice.
The Stock Exchange is a seasoned campaigner at retreating slowly into the

future. Delay is the major tactic of the beleaguered monopolist. We saw the Stock
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Exchange whipsaw the Commission on Rule 394 back in 1965; on NASDAQ in
1970; and on institutional membership in 1973.
More recently, on March 8, 1974 we saw the chilling letter from the Commission

to the participants in the Composite Tape Association. The Commission simply
surrendered on all the big issues—veto power by the Stock Exchange, the locking
in of SIAC as the processor, adopting New York's eligibility standards, and
worse, giving New York the power to stop trading throughout the system. The
only honor salvaged by the Commission was to get the Stock Exchange to keep
the system open until 5 :30 p.m. to accommodate the Pacific Exchange!

Historically, the Commission has not regulated the Stock Exchange. It has at
best negotiated timidly with the Stock Exchange and at worst acquiesced ab-
jectly. Those of us who have been supporters of S. 2519 thought the whole point
of that bill was to give the Commission the unquestioned authority to get on
with creating a national market system by removing the many barriers between
markets, and to otherwise broaden the Commission's authority to meet new
conditions as they emerge. So viewed, S. 3126, like the Martin Report, is a "Great
Leap Backwards."
No one reading Section 11 of S. 2519 can doubt that the Commission would

have the authority to do what is necessary to insure the maintenance of fair
and orderly markets. The language is as broad as the English language permits.
Let me read the key provisions as they are found on pages 22 and 23 of

Committee Print No. 2 of S. 2519:
"(5) No dealer shall make use of the mails or of any means or instrumentality

of interstate commerce to hold himself out (by entering quotations in an inter-
dealer communications system or otherwise) as being willing to buy and sell
any security for his own account on a continuous basis or to effect for his own
account any transaction in or to induce the purchase or sale for his own account
of any security in contravention of such rules and regulations as the Commis-
sion may prescribe as necessary or appropriate in the public interest, for the
protection of investors, or to insure the maintenance of a fair and orderly market
in such security. The Commission, by rule, may require or permit the disclosure
of any limited price order placed with such a dealer to such specialists, such other
dealers, such brokers, and such other persons in such manner and under such
conditions as it deems necessary or appropriate in the public interest or for the
protection of investors to maintain fair and orderly markets or to remove
impediments to and perfect the mechanism of a national market system."
I think it is a fair question to ask the draftsman of that provision to step

forward at this hearing and tell the Subcommittee what area of regulation was
meant to be excluded—what was left out that requires S. 3126?
The answer, I suggest, is quite clear. S. 2519 empowers the Commission to

control all securities transactions by all broker/dealers through such rules and
regulations as are necessary or appropriate in the public interest, for the protec-
tion of investors, or to insure the maintenance of fair and orderly markets.
What S. 2519 does not authorize the Commission to do is to, administer the

coup de grace to the Third Market on an assumed set of facts in order to ensure
the domination of the national market system by the Stock Exchange.
To repeat, S. 3126 is built on false premises. First, it assumes that members

will leave the Stock Exchange because of competitive rates in order to enter the
Third Market. The evidence so far is all the other way. Competitive rates will
make life more difficult for the Third Market. Members may quit the Stock
Exchange, but probably because it is so inefficient and expensive.

Second, S. 3126 makes the false assumption that the test of fair and orderly
markets is whether the Stock Exchange gets the bulk of the business, which is
ridiculous. My firm alone already does 25% of the business in some listed
stocks. Does that mean the markets in those stocks are not fair and orderly?
Ridiculous!
Those are the tightest markets. Does this bill mean that the Third Market

cannot increase its share of the business without risking a hearing which would
put us out of business? Senators, make no mistake. Those of you who have voted
for S. 2519 have voted for a national market system of competing markets,
The old monopoly days of everything being bused to New York for execution
when and how New York saw fit at costs abitrarily fixed by New York are over.
The Regional Exchanges and the Third Market intend to give New York a run
for the money—with or without S. 2519. We would like to see S. 2519 enacted
into law, but we can and will manage without that bill if necessary.
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Third, S. 3126 makes the false assumption that it is the proper function
of the SEC to determine how much competition is healthy for the securities
industry. Those who are familiar with the history of regulated industries know
that that is just about the worst mistake Congress can make. Were it otherwise,
Congress would not have had to play such an active role in getting the SEC
on the track of supporting competition. Let us never forget that for years the
Commission thought fixed rates were just fine until give-ups and rebates got so
bad they became an industry scandal. It was the Antitrust Division which first
blew •the whistle.
When it comes to new ideas the Commission neither conceived nor particularly

aided the Regional Exchanges, the Third Market, NASDAQ, Autex or Instinet.
All were the result of competitive initiatives from the private sector. That is
how it should be. The Commisson has had and will continue to have its solid
regulatory achievements. S. 2519 should give it more confidence in facing up
to the Stock Exchange.
Innovation and efficiency, however, are not traditionally within a regulator's1 area of expertise. The SEC ought not be attracted by the prospect of 'becoming

a regulatory czar with the power and responsibility to allocate markets based
on imperfect data. If some day it becomes necessary to decide that to maintain
fair and orderly markets the Third Market ought to trade only on odd days and

A the Stock Exchange on even days, let the Congress decide that issue! Congress
can move very quickly—witness the haste with which S. 3126 has been moved.
Seriously, the truth is one can get a bill through Congress faster these days
than one can get an administrative hearing at the SEC, plus necessary appellate
review.
Add it all up and it becomes clear that wisdom lies in pushing ahead with

S. 2519, unencumbered with S. 3126. S. 3126 was a mistake—a mistake that was
improperly conceived, which should be allowed to abort spontaneously in this
Subcommittee.
Thank you.
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When theAchips
were down.

The fourth quarter of 1973 was one of the most unsettled in stock market hi
story. First the Dow

Jones Industrial Average went up 50 points...then it plurnmeted 214 points. 
.then rose again

67 points. During this difficult period, Weeden Co., as market maker, bought and sold more

than 50 million shares of those 262 stocks that are traded both by 1Neede
n and on the New

York Stock Exchange. Here are the details:

Volume Leaders

Stock

WEEDEN
Volume

NYSE
Volume

weeden Volume
Compared lo NYSE

Volume %

Texaco. Inc 1,419,000 6.869600 20.7

Exxon 1.184.600 4941.400 240

Kresge. OS. 1,128.300 4697500 240

Generot Motors 1,074,000 9.053.600 I I 9

Federal National Mortgage 977,900 5.440.100 150

Mobil Oil 974,400 3292.000 296

Alcon Aluminum Ltd. 908.400 3.540.300 257

Ford Motor 902,300 5291,200 17 0

International Paper 844,500 3.563.700 237

First National Coy Coro 835,400 5626.700 15 I

Seors Roebuck Co. 826,700 2.498,500 33 I

Continental Oil 779,200 4.410.000 177

Gulf Oil 723,200 0295.600 08

Market Share Leaders

Slock
WEEDEN
Volume

14951
Volume

Weeden Volume
Compared to NYSE

Volume %

Sears. Roebuck Co 826 700 2.498500 33.1

Mobil Oil 974.400 1292000 29.6

Oklahoma Gos 8 Electric 138.500 505.600 27.4

J C. Penney 395.300 1469.900 26.9

Central 8 South West 532.800 1980.400 26.9

Southern California Edisor 584.800 2.195.000 26.6

Inland Steel 160 000 601.900 26.6

Florida Power 8 Light 372 700 1.420.100 26.2

Unionamerica 136.300 524.200 26.0

Alum Aluminum Ltd 908.400 1540,300 25.7

Consumers Power 213.400 835.600 25.5

International Nickel 461600 1.829.400 25.2

Caterpillar Tractor 610.900 2 431.700 25.1

Breakdown of our Volume by Customer
Shores

Perpunf
of Total

Banks 19.421.449 353

Mutuol Funds
Other Institutions

1041.063
9.469.448

5.5
173

Brokers — Exchonge Members 16.635.648 303

Brokers —Non Exchange Members 4.962.677 90

TOTAL Morket-moker uolurne 53.530.285 973

NYSE. Transactions for OUr own occount 1.483.400 27

TOTAL VOLUME 55.013.6E15 1000

Breakdown by Transaction Size
ShC•es

Number of
Transactions

Odd Lots (1 991 1.412,385 26 37.880 343

Round Lots ( 100. 499) 7,396.600 13.8 50.291 455

( 500. 999) 4.934,400 9.2 9.284 8.4

(1.000.4,999) 17,723.400 33./ 10.338 93

(5.0009.999) 11,024.800 20.6 1.994 1 8

Blocks 00.000 8 Over/ 11.038,700 20.7 794 87

51530.285 1000 110.581
—
100 0

If you're interested in best execution, whether the market is turbulent or calm —come to Weeden.

Our markets are available to all brokers, banks cnd other financial institutions.

Weeden &Co.- 
ispecialists n competition

York • Sumo • Cl,cugo • nouslon • Los Angeles • Pr • Son F,onosco • London

A fist of securities In which we mointoin markets is ovolloble upon request Contact' D Weeden. 25 Brood Sire, New York
N.Y. moo4 or (212) 344.2300.
'Weeden Vatume .MI53 of morketonoker odiuity on regional exchanges plus Thud Markel volume In our volume ob., on

heA, included our porch.es os principol in addition to our soles as protocol and agent as ne oIl who. rels°°'°9 nil 1/°°0oc.
lions an 0 common tape,

A
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SUBCOMMITTEE ON SECURITIES,
Committee on Banking, Housing and Urban Affairs,
U.S. Senate,
Washington, D.C.
I am H. Theodore Freeland, Vice Chairman of American Securities Corpora-tion, New York City, New York. Our firm, established in 1946, is a member ofthe Pacific Stock Exchange, Detroit Stock Exchange and an Associate Memberof the American Stock Exchange, with offices in New York, Boston, Chicago, De-troit, Grand Rapids, Hartford, Philadelphia and London, England.
We have maintained an active participation on the Third-Market since 1952.Our list of clients includes nearly all types of financial institutions, large andsmall, and both private and public Pension Funds. It is interesting to note thata very high percentage of our transactions takes place with clients acting in a3 fiduciary capacity.
We feel that competition in the securities industry is very much in the publicinterest. Over 10 years ago in its well-known Special Study the Securities andExchange Commission came to the same conclusion and tried to improve com-munication between the markets by forcing an Amendment to the restrictive Rule394 of the New York Stock Exchange. It is well known that this proved ineffective.The Third-Market firms have always had a very active business with theRegional Exchanges, and at this time conduct a significant percentage of thebusiness right on the trading floors of most of them. The "Multiple Trading Caseof 1941" established the fact that the New York Stock Exchange does not haveand should not have a monopoly in the trading of stocks on its floor. This deci-sion established the right of New York Stock Exchange members to deal onRegional Exchanges in New York Stock Exchange listed securities. Certainlynothing has happened recently to change the situation under which the RegionalExchanges and the Third-Market working well together offer healthy competition.As a matter of fact, the public interest would best be served by increasing market-making capabilities rather than passing legislation which could tend to furtherrestrict it. We feel that the Securities and Exchange Commission has been wellaware of the activities of the Third-Market, and both Securities and ExchangeCommission and Department of Justice have at their disposal adequate author-ity to protect the public interest when and if it appears that any group of firms

or any Stock Exchange is engaging in improper practices. Therefore, we respect-
fully urge that the legislation not include provisions which would seem to dis-criminate against one market to the benefit of another. Legislation which might
cause securities to be traded only on the New York Stock Exchange would be as
prejudicial as legislation confining all trading to the Third-Market.

H. THEODORE FREELAND,
Vice-Chairman of the Board.

GOLDMAN, SACHS & CO.,
New York, N.Y., April 11, 1974.

Hon. HARRISON A. WILLIAMS, Jr.,
U.S. Senate, Russell Senate Office Building, Washington, D.C.
MY DEAR SENATOR WILLIAMS: I have had an opportunity to read the statementof Donald F. Weeden. Chairman of the Board of Weeden & Co., before the Sub-

committee on Securities of the Senate Committee on Banking, Housing and
Urban Affairs on S. 3126, which he delivered on March 28, 1974. As you knowMr. Weeden made reference to myself and to stipulated testimony I gave in the
Thill case where I said that I had changed my former views and was now of the
opinion that the advent of fully negotiated commission rates would not be likely
to cause Goldman, Sachs to leave the New York Stock Exchange. Mr. Weeden
has taken my statement and presented it to you in support of his position that
member firms will not leave the Exchange with the advent of negotiated rates.
I feel it is very important to inform you that Mr. Weeden's reference to my

statement absent a proper analysis of what I know I meant by that statement
is in my mind, most misleading. I am now and was at the time of the Thal ease,
and in accordance with the Martin Committee Report, greatly concerned about
the preservation of the auction markets with the advent of negotiated rates so
long as transactions in listed securities are permitted to occur off the exchanges.
As a member of the Board of Directors of the New York Stock Exchange. I
expressed this concern at our meeting in San Francisco when it was agreed that

AMERICAN SECURITIES CORPORATION,
New York, N.Y.
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the Exchange would adopt negotiated rates. I recently reiter
ated my position at

the 7th Annual Institutional Investors Conference and a
lso in a recent letter to

Senator Hart, a copy of which letter I am enclosing her
e, along with the speech

I gave at the Institutional Investors Conference.

Mr. Weeden's firm, having memberships on the Cincinnat
i Stock Exchange, the

Detroit Stock Exchange and the Philadelphia-Washin
gton-Baltimore Stock Ex-

change, certainly makes use of the auction markets. 
I find it difficult to accept

his disabuse of the major exchanges and his fail
ure to acknowledge their im-

portance in our capital market structure. As I said earlie
r, I felt this response to

Mr. Weeden was necessary for clarification of my 
own position. I am happy to

have had this opportunity to do so.
Very truly yours, GUSTAVE L. LEVY.

Senator BIDEN. Gentleman, thanks.
Mr. Paul Kolton, Chairman of the American Stock E

xchange.

STATEMENT OF PAUL KOLTON, CHAIRMAN, AMERICAN S
TOCK EX-

CHANGE, ACCOMPANIED BY NORMAN S. POSER, SENIO
R VICE

PRESIDENT

Mr. KOLTON. Thank you very much.
In view of the lateness of the hour and the patience of th

e subcom-

mittee
' 
what I would like to do is enter our full statement into the

record and hold ourselves available for any questions tha
t you might

have and because I was able to hear the previous testimo
ny of Mr.

Weeclen, I would like to say also that the American Stock Ex
change

is an owner of SIAC and I am a director of it and I wou
ld like to

request that the record be kept open as regards Mr. Weed
en's com-

ment on page 10 of his statement since, to my knowledge,
 that is so

grossly without foundation that I think the subcommittee wou
ld be. in-

terested in having the specific information as to the sig
nificant

work 
Senator BIDEN. If you can get whatever you have in mind wit

hin

the weekend, we will get it in the record.
Mr. KOLTON. We can get that very quickly.
Senator BIDEN. Your entire statement will be reprinted in the recor

d.

I Statement of Mr. Kolton and a subsequent letter received
 for the

record follow:]

STATEMENT OF PAUL KOLTON, CHAIRMAN OF THE AM
ERICAN STOCK EXCHANGE,

INC.

My name is Paul Kolton. I am Chairman of the Board o
f the American Stock

Exchange, Inc. With me today is Norman S. Poser, Senio
r Vice President for

Policy Planning and Government Relations.

We welcome this opportunity to make a statement in suppo
rt of S. 3126, a

bill which we regard as essential to help assure the preservat
ion, for the public,

of the nation's exchange markets. Further, we want to expre
ss our appreciation

for the great foresight shown by the Subcommittee, in recogniz
ing the clear

dangers to the nation's exchange markets that are implicit in the 
change taking

place as the securities industry moves towards competitive commissio
n rates, and

in taking the necessary steps to help avoid these dangers.

The move to fully competitive rates, scheduled for May 1975, is the culmi
nation

of a series of moves in this direction which began nearly six years ago—i
n May

1968, when the SEC opened its commission rate hearings. During the past s
everal

years a volume discount and negotiated rates have been instituted on the
 upper

end of the commission scale, and next Monday, April 1, an experiment on th
e

lower end of the scale will be inaugurated, introducing unfixed rates, for th
e

first time, at the level of transactions typically involving public retail customers.

The thrust of this bill is to preserve the unique qualities of the existing
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exchange auction markets which, alone in the world, have attracted wide publicparticipation. As the Subcommittee, the SEC and others have recognized, theseunique qualities are worth preserving. Their extraordinary liquidity and depth;their reliability in good times and bad; and the priority afforded to the public, inwhich the role of the professional is subordinated—all of these characteristicshave created public confidence and participation in the exchange markets. Notonly are the exchange markets widely recognized as the fairest, most efficientand most liquid in the world, but they have made the system of raising andallocating capital work—and in the process, that has made the economy work.Up to the present time, these inherently desirable qualities of the exchangemarkets have been preserved by means of the fixed commission rate which, what-ever its pros and cons, has bound brokerage firms to the exchanges and resultedin a flow of orders that gave the markets their responsiveness, their disclosureand their broad public participation.
Equally important, it is generally agreed—by the SEC, Professor James Lone,

A this Subcommittee and its counterpart in the House—that the markets of thefuture—the proposed central market system—should have those importantcharacteristics in which the public is protected by an effective regulatory anddisclosure pattern, and in which the professional defers to the public.
A We are, in a sense, prisoners of the calendar. A central market system is goingto take a number of years to construct and implement, and S. 3126 recognizes thedangers of what might happen during the bridge period, between the advent offully competitive commission rates and the establishment of the central marketsystem.

Without the economic cement which fixed rates have heretofore provided,mandating as they did, that brokers bring their orders to the exchange markets,there is strong reason to be concerned that exchange member firms will find it intheir own self-interest to give up their memberships and proceed in their officesto deal as principals with their customers, or to act as agents by crossing ordersof buying and selling customers in their offices. This is not likely to happen sud-denly or dramatically; rather, there is apt to be a gradual erosion of membership,followed by a drying up of the flow of orders to the exchanges, a cup at a time,coupled with a lessening of the exchange markets' characteristic liquidity.As spreads and price variations widen, more transactions can be expected tomove off board. With the dispersion of orders away from the exchange markets,and more dealer markets made in brokerage offices, the public investors' oppor-tunity to obtain fair value in purchases and sales will necessarily be impaired.And, further, the public generally would not have any opportunity to participatein trades executed in brokerage firms' offices. This may be a heavy price for thepublic investor to pay for a commission rate schedule that is competitively ar-rived at—for the loss of even a small fraction of a point in the execution pricewill more than offset any likely savings in commissions to a customer.A review of statements made by member firms and institutions at conferenceswhich have been held in recent weeks around the country indicates what firmsmay do in their own self-interest, once fully competitive rates arrive. There is agrowing consensus that dealer markets in listed securities will become of signi-ficantly greater, if not of primary, importance after April 1975. A number ofbrokerage firms have indicated that they are giving very careful consideration• to operating in this new dealer environment. Some of these firms are fully awareof the unique benefits whieh the public derives from the auction market system—centralization, liquidity, disclosure, effectiveness of regulation—but they areequally aware that if the present exchange markets are weakened they will beforced to follow the trend into dealer markets. One informed observor has pre-dicted that before the end of this decade more than 50% of agency transactionsnow handled on the exchanges will have shifted over to dealer markets.Institutional investors too are concerned over possible weakening of the auctionmarkets for listed securities. More than 80% of the institutions attending arecent conference were reported to be fearful that fully negotiated rates willsignal a move to fragmented and illiquid dealer markets. In addition, foreigninstitutions have expressed concern over the possible impairment of the auctionmarkets.
Thus, the dangers which S. 3126 seeks to avoid are by no means illusory.While no one can say with certainty that these results will occur, there is cer-tainly evidence today that they are being considered. It is this consideration, inour view, that gives special urgency to the bill before the Subcommittee.
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There are two specific points relating to S. 3126 which I would like to men-

tion:
First, paragraph (3) of the bill provides that any rule promulgated by the

SEC pursuant to it shall not become effective until the rules of national securities
exchanges fixing commission rates have been eliminated. The SEC recently indi-

cated that it would not now require the exchanges to remove fixed intra-member

rates—that is, rates one member pays another for executing orders on the floor—

during the 13-month limited experiment with negotiated rates which will begin

next week. These rates, incidentally, represent only a small fraction of present

public rates. The Commission has also indicated it plans to conduct a public in-

quiry on intra-member rate questions.
Since the question of intra-member rates is still to be decided, and to make

the meaning of S. 3126 entirely clear, we would recommend that Section (3) be
modified so that it states that no SEC rule shall become effective until "the

rules of national securities exchanges fixing public rates of commission have been

eliminated."
The second specific point which we would like to raise is our concern that, in

the event it becomes necessary for the Commission to take action under the bill,

the procedures which would need to be followed would be so time-consuming as

to defeat the purpose of the bill. The findings which the Commission would be

required to make would require the holding of hearings which could last a pro-

tracted period of time. Further, there would presumably be an opportunity for

oral arguments before the Commission by interested parties, as well as judicial

review. By the time these procedures have been completed, it is possible that the

deterioration of the markets, which the bill is designed to prevent, will have

occurred.
We recognize, of course, the importance of providing due process to those who

might be affected by SEC action, and we do not suggest that the bill be changed

to eliminate these procedural safeguards. However, we think it would be helpful

if the Subcommittee's report accompanying the measure were to include a recog-

nition of this problem, as well as an indication that it is the intent of Congress

that the SEC act expeditiously in order to avoid the dangers to the markets

which S. 3126 is intended to prevent.
Thank you.

AMERICAN STOCK EXCHANGE INC.,
New York, N.Y., April 8, 1974.

Hon. HARRISON A. WILLIAMS,
Chairman, Subcommittee on Securities, Committee on Banking, Housing and

Urban Affairs, U.S. Senate, Washington, D.C.

DEAR SENATOR WILLIAMS: During my appearance at the March 28 hearing on

S. 3126. I said I would provide members of the Subcommittee with the facts
regarding the work being done by the Securities Industry Automation Corpora-
tion (SIAC) to develop the consolidated tape system (CTS). This was prompted
by a statement made by Mr. Donald E. Weeden at the hearing that "the word
has gone out to slow up the computer research and program development and
to resist all change and compromise on the consolidated tape. . ." (see p. 157). It
is, therefore, requested that this letter be made part of the record of hearing
on S. 3126.

It was during the first quarter of 1973 when SIAC, jointly owned by the Amex
and the NYSE, formed a project team and the initial project plan was developed.
SIAC then geared-up its organization to execute the consolidated tape project
on the assumption that implementation of the plan would be forthcoming shortly.
From April to July 1973, the SIAC effort accelerated to 11 people actually writ-
ing computer programs at a monthly cost of approximately $80,000.
In the summer of 1973, it became apparent that further work would have to

be undertaken to finalize the plan. In the absence of any finite product speci-
fications and the danger of having to redesign CTS to conform to the final ver-
sion of the plan, the Amex, NYSE and SIAC agreed to reduce the level of effort
on this program until such time as the outstanding issues had been resolved.
Consequently, the monthly billed expenses for the project have averaged approx-
imately $25.000 since August 1973. These costs are expected to rise shortly to
a total of •$78.000 a month.

Significant progress has been made to date on the SIAC project to prepare
the necessary computer and other technical programs to implement a final con-
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solidated tape plan. The project is on schedule with completion targeted for
December 1, 1974, at a projected total cost of $1,073,000 of which $513,000 had
already been expended by the end of February 1974.
In conclusion, I want to assure the Subcommittee that Mr. Weeden's state-

ment notwithstanding, SIAC is proceeding diligently in developing CTS and its
work will accelerate in the coming months.

Sincerely,
PAUL KOLTON,

Chairman.

Mr. KOLTON. As to Mr. Weeden's comments, over $500,000 has
already been spent on development of the composite tape by the
American and New York Stock Exchanges.
What he may be referring to is that after major expenditures had

been made and development work completed, late last year, and when
the startup date on the composite tape was in question, certain ex-
penses were cut back so that the programs were maintained, but the
level of expenditure was reduced until we had a firmer fix on the
starting date.
But his statement, as I say, is so without foundation, I think the

record should be corrected.
Beyond that, I would like to say very briefly that the American

Exchange speaks from a particular point of view and that is the fact
that it is the market that primarily serves the individual public in-
vestor.
We feel very strongly that the subcommittee has identified certain

clear dangers to the exchange markets that might arise. We are not
at all sure that they will, but they might arise in view of the changes
that are taking place in the industry and we think, in those 'terms,
that S. 3126 is a constructive and a necessary step.
I think beyond that, we really are in a sense prisoners of the calen-

dar. A central market system is coming; it will take, however, a number
of years to construct and to implement and I think that what S. 3126
recognizes is the danger of what might happen during the period be-
tween the end of fixed commissions and until a central market system
is in place, S. 3126 seeks to deal with this problem period in as effective
a way as possible.
I mighty say, too, that there has been a great deal of discussion about

the possible erosion of membership. I believe from recent conversa-
tions by member firms and by institutions around the country that
that is certainly something that they are thinking about.
I think that if that erosion takes place, it won't happen suddenly

or dramatically but it will be a gradual process, a slow drying up of
these markets, and a lessening of the characteristic liquidity that the
markets have demonstrated.
So, given all of those factors, we would like to commend the sub-

committee and hope that S. 3126 which points to dangers which we
don't think are illusory by any means, and which has been designed
to meet those dangers is approved.
Beyond that, Senator, there are two very brief comments I would

like to make that are of a more technical nature as regards S. 3126.
One is that the timetable for ending fixed commissions 13 months

from now does not come to grips with the fact that intramember rates
which are to remain fixed for the immediate present still represents an
open issue.

31-930-74 12
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We would like to recommend, very briefly, that since the SEC has
indicated it will hold hearings on the intramember rate question that
section (3) be modified so that it states that no SEC rule shall become
effective until the rules of national securities exchanges fixing public
rates of commission have been eliminated. That would provide op-
portunity for the SEC's hearings on intramember rates.
The second point that we want to mention 
Senator BIDEN. You are referring to section 3 of S. 3126.
Mr. KOLTON. Yes.
The final point is to express a concern that if it becomes necessary for

the Commission to take action under this bill, the procedures which
would need to be followed are likely to be very time consuming. They
are apt to be so time consuming perhaps as to defeat the purpose of
the bill.
The Commission will be required to make findings. It will be re-

quired to hold hearings. And further, there would presumably be op-
portunity for oral argument and for judicial review.
By the time these procedures have been completed, it is possible that

the deterioration, which people have identified as a, possibility and
which the bill is designed to prevent, will have occurred.
We recognize the importance of providing these due process steps

and we don't suggest the bill be changed to eliminate any of these
safeguards. But we do think it would be helpful if the subcommittee's
report accompanying the measure were to include a recognition of this
problem as well as an indication that it is the intent of the Congress
that the SEC act expeditiously in order to avoid the dangers which
S. 3126 has identified.
Thank you, sir.
Senator BIDEN. Gentlemen, thank you very much, particularly for

the waiting until almost 8 o'clock to testify.
We should acquiesce in your suggestion just by the mere fact you

waited this long. But I am afraid that is not likely to happen.
We appreciate your waiting, as I said, and your statement will be

printed in the record. We will look forward to receiving in the next
week or two to receiving your statement regarding the accusations
made in the prior testimony.
Mr. KoLToN. Thank you very much.
Senator BIDDEN. Thank you very much.
The committee will be in recess at the call of the Chair.
[Whereupon, at 8 p.m., the hearing was adjourned.]



APPENDIX

ADDITIONAL STATEMENTS AND DATA

ARIZONA STATE UNIVERSITY,
Tempe, Ariz., April 2, 1974.Hon. HARRISON A. WILLIAMS, Jr.,

Clbaiirman, Subcommittee on Securities, Senate Banking Committee, New SenateOftice Building, Washington, D.C.
DEAR MR. CHAIRMAN: I am writing to offer some observations and suggestionson S. 3126, which would require the Securities and Exchange Commission, underspecified conditions, to prohibit trading of listed securities otherwise than on aregistered securities exchange. Having had the honor to serve as Chief Counselto your Subcommittee in connection with its recent study of the securites indus-try, I am concerned that the well-considered and forward-looking recommenda-tions which the Subcommittee unanimously approved as a result of that studymay become casualties of the near-panic which seems to afflict the members ofthe New York Stock Exchange as they approach closer to the day on which thefixing of commissions on exchange transactions will end.
Having had the opportunity to read the statements and listen to some of thetestimony submitted in connection with your Subcommittee's consideration ofS. 3126, I can only observe that they seem to suffer from the same failure todefine terms that always seems to attend the discussion of this inflammatoryissue. If I may, therefore, I should like to set forth what I believe to be the realinterests at stake, the significant dangers to those interests, and what the Sub-committee might usefully do to preserve them.
The argument underlying the approach of S. 3126 is that the introduction ofcompetitive rates on exchanges will reduce or eliminate the incentive to bringtransactions to those exchanges, and that an increasing proportion of transactionsin listed securities will flow into the over-the-counter markets, with resultingdetriment to members of the investing public. It is important, therefore, to setforth precisely what benefits public investors derive from having transactionsexecuted on exchanges, and, second, precisely how those interests are likely to

be adversely affected by the introduction of competitive rates.
As your study recognized, there are two important advantages that individual

investors enjoy when they trade on an exchange, rather than an over-the-counter,
market.
The first, and most significant, advantage is that the broker who acts for the

customer in executing a transaction is not usually engaged at the same time in
dealing in that security as principal for its own account. This separation of
"broker" and "dealer" functions eliminates a conflict of interest which has been
at the root of many abuses in the over-the-counter markets. It helps to assure
that a customer's order will be executed at the best price available, whether
represented by a dealer's quote or by the order of another public customer, and
eliminates the incentive for a broker to recommend securities to customers which
the broker wishes to unload from its own inventory.
The second advantage of an exchange market is that a customer can leave a

limit order on the specialist's book on an exchange and be assured that his order
will be given priority if the security is traded at that price on that exchange.
This capability may serve as a significant incentive in bringing individual public
orders into the market, thus improving liquidity, and was recognized by the Sub-
committee in its Report as an advantage that should be preserved in the move-
ment toward development of a central market system.
In what way will the introduction of competitive rates on exchange transac-

tions affect these advantages which investors currently enjoy in the exchange
markets? First, it should be noted that the remedy proposed in S. 3126 would
prohibit all trading in the "third market"—the over-the-counter market in listed
securities. Yet there is not a shred of evidence that the introduction of competi-
tive rates will divert any business to the firms which presently constitute the
third market; indeed, the effect should be exactly the opposite. The third de-

(167)
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veloped to serve the needs of nonmember brokers and institutions which were,
unable or unwilling to pay the artificially high fixed commissions required to
effect their transactions on an exchange. If the introduction of competive rates_
serves its intended purpose of bringing brokerage charges on various classes of•
transactions more in line with the costs of those transactions, the only logical
expectation would be that the flow of business to the third market would de-
crease, and might even dry up altogether.
The significant danger, then, is not that business will flow to the third market,

as presently constituted. The danger is that many of the retail brokerage firms
which are currently exchange members will relinquish their exchange member-
ships and conduct integrated broker-dealer activities in listed stocks in the over-
the-counter market, dealing with retail customers as principal. It is difficult to,
determine in advance how real _a possibility that is. Nevertheless, it cannot be
dismissed as chimerical. It is at least conceivable that one or more large retail
firms would decide that it was economically advantageous to leave the exchanges
and conduct business solely in the over-the-counter markets, where their trading_
profits as principal could augment the commission income they receive as brokers
for their customers. This development in turn could trigger a wholesale exodus
from the exchange markets. Such an event might, in the long run, prove to be-
a benefit to the investing public, but it is clear that your Subcommittee, in
strongly urging the elimination of fixed rates, did not intend the demise of ex-
change markets as an immediate sequel. It is therefore completely appropriate
for the Subcommittee to take steps to assure that the ending of fixed rates does
not produce an immediate and unintended restructuring of the entire retail
market for listed securities.
The problem with S. 3126 is that it confuses this entirely legitimate objective -

with the long-standing NY-SE objective of eliminating all competition with the
markets being made by the specialists on the NYSE floor. Fortunately, there is
an alternative method by which the flight from the exchanges could be prevented
without at the same time eliminating the present third market—indeed without
requiring any significant changes in the way any securities firms presently con--
duct their business.
My suggestion is that the Exchange Act be amended to prohibit any broker- -

dealer which effects transactions in listed securities with or for any person other
than a broker, dealer or institution from effecting any transactions in such
security for its own account as principal, except as permitted by rules which
the SEC would be authorized to promulgate. The effect of this amendment would
be to prevent the firms which do a retail business in listed securities from becom-
ing integrated retailers and market-makers in those securities. There would
therefore be no incentive for them to direct the flow of retail orders away from
the markets in which they are presently concentrated. At the same time, it
would not significantly affect the operations of third-market firms, which by and•
large do business only with brokers, dealers and institutions. Nor should it
significantly affect the operation of exchange specialists, who generally deal only
with brokers, or exchange members engaged in block positioning, who by and.
large deal only with institutions in their block positioning activities. The rule-
making power given to the SEC would permit exemptions to accommodate the
legitimate activities of certain specialist, block positioners, third market makers
and others who could not effect a complete separation of functions.
The amendment I am proposing also happens to be one which your Subcom-

mittee suggested in its Report last year to meet precisely the arguments which
the members of the NYSE are now making. At page 122 of that Report, your
Subcommittee stated that "to meet this legitimate concern raised by the 'NYSE '
[that retail customers would be deprived of the protection of agency representa-
tion on transactions in listed securities], the Subcommittee will consider the de-
sirability of legislation to prohibit market makers in listed securities from deal-
ing directly with individual members of the public in those securities. . . ."
The proposed amendment would also have the advantage of not putting thern

SEC into a position where it would be forced to make a major policy decision on
inter-market competition under conditions of extreme pressure and with no clear•
standards to guide its decision. The dangers to the SEC in this kind of situation
are not just a matter for speculation. In the course of your Subcommittee's gen-
eral study of the securities industry, you did a detailed case study of the SEC's
actions in a very similar situation—the decision on the inclusion in the NASDAQ
quotation system of third market quotes in listed securities. In that case, the
SEC (and the NASD) were under extreme and continuous pressure from the
New York and American Stock Exchange to prohibit the inclusiOn of listed'
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securities in NASDAQ, on the ground that it would be "inimical to the interests
of investors and the concept of a central marketplace" and that it had the "po-
tential of serious and accelerated erosion of regulatory standards for listed
securities." After reversing their field several times, the SEC and the NASD fi-
nally resisted this pressure and authorized the inclusion of certain listed secur-
ities in NASDAQ on a "test basis". After a three-month test, the "fears" which
the 'exchanges had expressed proved to be unfounded. The NASD found that
inclusion of listed securities in NASDAQ had "no deleterious effects on the gen-
eral market structure" and that "the high degree of competition between
NASDAQ and exchange quotations has had a small but significant effect in re-
ducing dealer spreads for issues included in NASDAQ."
I do not mean to suggest that the Commission is unable to stand up to in-

dustry pressure and reach an honest decision on the merits of an important issue.
Indeed, the expertise and integrity of the Commission's membership is perhaps
at the highest point in the agency's 40-year history. What I am afraid of is that,
given the way S. 3126 is structured, the Commission will be "praised if it does,
and damned if it doesn't." It will have no effective choice but to use the meat-ax
the Congress has handed it and chop off the head of the third market. I do not
believe that an honest and diligent regulatory agency should be placed in this
sort of position, particularly where there is available to the Congress a much
simpler and more direct method to deal with the problem with which the mem-
bers of the New York Stock Exchange purport to be concerned.
I have-taken the liberty of sending copies of this letter to the other members

of your Subcommittee, to the members of the Securities and Exchange Com-
mission, and to other persons interested in the resolution of this important issue.

Sincerely,
DAVID L. RATNER.

[From the New York Times editorial page, Mar. 27, 1974]

COMPETING FOR SECTJRITIES

Just when it seemed to be moving into the clear, the drive to promote open
competition in the nation's securities markets is running into new resistance on
Capitol Hill. Early this month the Senate Banking Committee unanimously ap-
proved comprehensive reform legislation to create a national central market
system and eliminate fixed commission rates and other long-enshrined anti-
competitive practices. But floor action is now stalled pending consideration of a
related measure which could give a Federal regulatory agency the authority to
close down the so-called third market, the increasingly popular facility for trad-
ing listed stocks off the exchanges.
To New Jersey Senator Harrison Williams, sponsor of the new bill, all that is

intended is an interim "fail-safe" provision to insure that shareholders do not
suffer from a breakdown of fair and orderly markets during the transition into
the central market several years hence.
The measure's opponents, including Senator Philip Hart of Michigan, argue

that this seemingly innocuous provision has the potential of becoming a Trojan
horse—one that could allow the major stock exchanges to halt the ongoing reform
process. It could open the way for years' of litigation and filibuster before a
pliable Securities and Exchange Commission, while the established exchanges
reassert monopoly control over how securities are traded and by whom.

4 Years of futile efforts to open the clubby and restrictive atmosphere of Wall
Street's auction markets to freer competition and technological change breed
suspicion of any attempt to inhibit the long needed reforms now finally in proc-
ess. The Williams bill would supposedly guard against a liquidity crisis—but
the only warnings of such a crisis come from the stock exchanges themselves, the.
very institutions whose position might be threatened by the move to free com-
petition.

Caution is unquestionably justified in delegating broad new powers of judg-
ment to a Federal agency with demonstrable and long-standing ties to the
exchange establishment. Though the present chairman of the S. E. C., Ray Gar-
rett, Jr., has taken a bold stand in promoting anticompetitive reform, this was
not always true of his predecessors and it may not survive his tenure.
The Wall Street community is understandably nervous about the imponderables

in competitive operations, which are bound to undermine many of the hallowed
and comfortable practices of past generations of brokers.
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But the interest of the shareholding public would be ill served if the Congress,
under guise of an interim technical safety valve, opened the way to restoration
of monopoly practices in the securities industry.

STATEMENT OF FRANCIS C. FARWELL, PARTNER, WILLIAM BLAIR & CO.

My name is Francis C. Farwell. I am a partner in the investment banking
firm of William Blair and Company in Chicago. Our firm is a member of all major
stock exchanges and, in addition to its investment banking activities, does an
institutional and individual customer business nationally and internationally.
I am currently Chairman of the Midwest Stock Exchange. However, the views
I present today are my own and not necessarily the views of my firm, nor the
Midwest Stock Exchange.
My comments are directed to the subject matter that is addressed by the Bill,

not the Bill itself in its present wording. The major task for our industry, over
the foreseeable future, is to provide the mechanism for raising the capital needed
by this country to accomplish its goals. The numbers are enormous by all present
estimates.
In order to provide this investment banking function, the raising of new capi-

tal, it must be recognized that the sources of that new capital will be interested
only if they have a reasonable expectation of liquidity. Unquestionably, one of
the greatest strengths of the capital-raising mechanism in the United States has
been the broad liquidity which has existed in the secondary markets; i.e., the
markets after the initial underwriting. That liquidity is provided, in respect of
the listed sector, mainly by the exchange markets, but it is also provided to a
significant degree by the third market.
In the exchange markets, liquidity is provided through the auction process

in which there is maximum opportunity for public orders to meet, and also
through the dealer function of specialists and block positioners. The need for
the dealer function will continue to grow if our markets are to provide the element
of liquidity that investors expect. But the recognition of the need for the dealer
function must be balanced by a recognition of the importance of an efficient
auction mechanism in which public orders meet without dealer involvement as
often as possible and in which there is appropriate protection and preference
for public transactions.
The investment banking function also requires large capital resources. There

must be sufficient confidence in the strength of our exchange markets and the
ability of professionals to operate profitably in those markets so that present
resources of the industry will not be further eroded and new resources will be
attracted.
Based on these views, I believe that the market-making capacity of the ex-

change markets and of the third market must both be preserved and fostered
as a matter of public policy; accordingly I am not here to request that anybody
be legislated out of business, nor unduly or haphazardly regulated. I also believe
that the legislation which this Committee has already acted upon related to the
Central Market System of the future, with its stress-on competition, will create
opportunities for the liquidity of the marketplace to improve. However, in the
light of the economic and regulatory changes that are presently taking place or
foreseeable, I believe there may be changes in the incentives and disincentives
relating to various functions that would bring about still other changes not now
foreseen.

It is my belief and hope that the characteristics of the exchange markets and
the third market can and will be melded in the future in such a way as to give
the resources presently involved in both markets an opportunity to perform, to
grow, and to compete with one another; and it would be my hope that the powei
granted in this legislation would never be needed. However, if I am wrong in my
judgment, the stakes are high and I feel that it would be prudent to give the
SEC the power to act, and to act swiftly, in preserving the exchange markets.
I do not believe that the SEC would misuse that power in any way and that it
would take into consideration not only the securities laws, but the antitrust laws
as well in exercising that power.
On a purely practical level, I believe the existence of such power within the

hands of the SEC will do much to provide a measure of reassurance to some
in the industry and to strengthen the hand of those who share my beliefs as to
the desirability of moving effectively to bring about the melding of these markets.
We must recognize that there are many who fear change but who must be a

part of the change if it is ever to be truly effective.
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SECURITIES AND EXCHANGE COMMISSION,
Washington, D.C., May 8, 1974,

HOD. HARRISON A. WILLIAMS, J1.,
Chairman, Subcommittee on Securities, Committee on Banking, Housing and

Urban Affairs, U.S. Senate, Washington, D.C.
DEAR SENATOR WILLIAMS: On March 27, 1974, Chairman Garrett appeared with

the full Commission before your Subcommittee to testify on S. 3126, a bill to
grant the Commission authority, in certain circumstances, to confine trading in
listed securities to national securities exchanges. In your prepared opening state-
ment at those hearings you stated that "the balance between competition and
investor protection with respect to the third market is out of whack" and that
"the time has come for the third market to be regulated a little more equally."
You specifically mentioned three regulatory areas as examples of the proposition
that "matters have gone askew."

(1) Disclosure. Transactions in the third market are not publicly reported
"nor are all third market quotations available for public scrutiny."
(2) Short Sale Regulation. Third market makers are not subject to short

sale regulation.
(3) Regulation of Dealers. Third market dealers are not subject to "anti-

manipulative rules of anywhere near the stringency of those under which
A the specialists operate . . . have, no obligation to honor public limit orders

. . . are not even required to trade in a manner consistent with the mainte-
nance of an orderly market . . . [and] can enter or leave the market at
will."

At the same time, you requested that the Commission report to you any de-
velopments with respect to regulation of the over-the-counter market in listed
securities (the so-called "third market"). In the absence of Chairman Garrett I
am responding for the Commission to that request.

Concern has been expressed by the New York Stock Exchange, Inc. ("NYSE")
and others that during the interim period after implementation of fully com-
petitive commission rates. currently scheduled to become an effective April 30,
1975, and before the establishment of a central market system, such as that en-
visioned by the Commission in its Policy Statement on the Structure of a Central
Market System ("Policy Statement") continued over-the-counter trading in
exchange-listed securities, the "third market", may present a grave threat to the
auction trading process on exchanges, particularly since third market partici-
pants are not currently subject to the same degree of regulation as are exchange
members. It has been suggested that the absence of "equal regulation" of the
third market will constitute an incentive for exchange members to abandon their
memberships and conduct their activities in the third market, an argument
which the Chairman addressed in his letter to you dated December 10, 1973. This
fear of market disruption occasioned by a potential mass exodus of exchange
members to the third market led to the introduction of S. 3126 and presumably
to your concern about the "inequality" of regulation between exchange markets
and the third market.
The asserted necessity for "equal or uniform" regulation has been a proposi-

tion debated for some years now. Often it has been a debate which has obscured
rather than enlightened. We appreciate the opportunity therefore to discuss our
thoughts and positions with you in some depth.
Exchange market places and over-the-counter markets have long had different

characteristics. The over-the-counter market in listed securities in particular has
4 shared few characteristics with exchange markets historically except that both,

by definition, trade in the same securities.' Your opening remarks indicate a view
that the only reason the Commission has not imposed "equal regulation" on the
third market is in order to nurture the competition such market provides to the
specialists on the primary exchanges. That is not so.
The fact that the third market performs a useful function, competitive or

otherwise,
"does not, of course, lessen the public interest in its operations, an interest

which extends to all markets for the trading of securities. It is important

See. Securities and Exchange Commission, Policy Statement on the Structure of a
Central Market System (Mar. 29. 1973).

2 See 2 Securities and Exchange Commission. Report of Special Study of Securities
Markets, H. Doc. No. 95, 88th Cong., 1st Sess. 870-911 (1963) ("Special Study").
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that the off-board market for listed securities, taken both independently and

in its relationship to other markets, operate to achieve the objectives of the

Exchange Act." s •
Thp Commission would be remiss in discharging its function to provide the

necessary protections to public investors were it to ignore clear regulatory needs

for the purpose of fostering the growth of the third market. On the other hand,

the Commission would be equally remiss were it to cast exchange markets and

the third market in the same Procrustean mold purely to serve symetry. As the

Commission's Special Study put it, the
"[t]ransfer to market makers on the third market of any regulations gov-

erning the activity of the primary market makers generally . . . should

depend on the applicability of these regulations to the special facts of the

third market.
"Similarly, the inherent differences between the off-board market and the

exchange markets preclude their being placed in the same mold. Regulations

are not to be transferred from one to the other in the name of uniformity."'

The principles expressed in the Commission's 1963 Special Study quoted above,

while still valid, were of course pronounced in the context of competition be-

tween exchange markets and the third market as we have traditionally known it.

The planned implementation of a central market system, however, introduces a

new factor which must be considered carefully in balancing differences in the

regulatory framework governing such competitors.
In a central market system, investors will be able to leave an order with a

broker who will have access to a communications system enabling instantaneous

determination of the best bid and offer in all markets. The broker may find that

the best market is on the primary market, on one of several regional exchanges-

or in the third market. Thus, competition among market makers and specialists

in listed securities for customer's orders will be based, to an even greater degree

than today, on the ability of a market maker to offer the best bid or offer.

Artificial constraints on, and economic disincentives to, taking orders to any

particular market place will be removed. Moreover, third market makers them-

selves will have greater access than today to the prevailing primary markets,

where the great majority of trading in listed securities currently occurs. It is in

connection with this process of integrating third market dealers into the central

market system, where competition will not be distorted by artifical influences and

where markets will no longer be compartmentalized and fragmented by regula-

tory and economic dissimilarities, that it will be important to devise and subject

third market firms "to appropriate market responsibilities and other regulatory

requirements commensurate with the benefits they may realize." In this en-

vironment, it will be the expectation of customers that wherever their order is

executed in the system, on a primary exchange, regional exchange or with a

third market maker, their order will be treated fairly and in accordance with

certain fundamental principles governing the system as a whole.
As you recognized in your opening statement at the hearings on S. 3126, the

delicate nature of this balancing process requires a substantive and sensitive
appraisal of the proposed regulatory framework within which such competition
should operate. This appraisal must include (1) the role and function each

classification of market maker in listed securities performs; (2) the inherent or
peculiar characteristics each type of market maker retains, even after integra-
tion into the central market system; (3) the need for re-examination of regula- Ai
tion in the primary market, such as that governing specialists, to determine
whether competition may perform a similar function in a more effective way;
and (4) the need to identify those common characteristics and trading functions
which should be regulated in a fair and uniform manner. In this respect, we
believe the Commission and the Subcommittee have been in substantial agree-
ment. For example, the Interim Report of your Subcommittee stated:

"Equal regulation of dealers is clearly appropriate, provided that the
phrase is understood to mean that dealers enjoying similar privileges, per-
forming similar functions and having the potential for similar market

Id. at 908. For example. "Mt would be difficult to justify differences in trading prac-
tices and operation, if any should develop, which may merely serve as loopholes in
exchange regulation." Id. at 909.

4 Id. at 908-909.
5 Securities and Exchange Commission, Statement on the Future Structure of the Securi-

ties Markets 9 (G.P.O. ed. 1972).
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impact are treated equally. Regulation is to be imposed only when the public
interest and the protection of investors requires it—never for its own sake.,
The call for 'equal regulation' is no guide for regulatory action, unless it is
first determined who is equally situated in terms of the purposes of the
regulation." e

The final Report of your 'Subcommittee also recognized that certain market
makers perform different functions and that regulation must take those func-
tions into account:

"The regional exchange specialists, third market-makers and block posi-
tioners have been operating as alternative market-makers for some time
now, each operating in a distinctive manner to meet particular market
needs."'
"With respect to the manner in which different groups of market makers

should be regulated, the Subcommittee believes that the purpose of inte-
grating them into a single system is not to make all of them do business in
the same way, but rather to enable public investors to take fuller advantage
of the distinctive contributions that each can make. For example, the par-
ticular restrictions placed on specialists in view of their management of the
'book' of public orders, such as the prohibitions against their dealing with
institutions, are not necessarily applicable to other types of market makers,
who generally deal directly with institutions and do not handle orders of
individual members of the public."'

The Commission concurs with the principles articulated in these reports,
principles which call for an understanding of the various privileges and ad-
vantages that market markers in some markets have over others and of the
varying degrees of need for certain forms of regulation as between the primary
market for a security and secondary markets. If there has been a difference-
between the Subcommittee and the Commission in this regard, it has been minor:
the Subcommittee stated it preferred gaining experience with the operation of
the central market system before determining how participants, particularly the
market makers, should be regulated,' whereas the Commission, While in agree-
ment with the Subcommittee that it would be unwise to impose an elaborate
regulatory framework on market makers prior to experience with the pattern of
trading which emerges," has believed it could identify in advance certain areas
where appropriate regulation could be proposed, and perhaps adopted, before
such experience is gained.'

Indeed, two of the areas you have inquired about, uniform disclosure of
transaction information and uniform regulation of short sales, have been identi-
fied by the Commission, in its Policy Statement, as appropriate for uniform
treatment.'
We believe it is appropriate to respond in some depth to the specific areas

cited in your opening remarks on S. 3126 as examples of the proposition that the
third market needs to be regulated more equally.

Subcommittee on Securities, Senate Committee on Banking. Housing and Urban
Affairs, 92d Cong., 2d Sess., Securities Industry Study Report at 43 (1972) ("Senate
Interim Report").

Subcommittee on Securities, Senate Committee on Banking Housing and Urban Affairs,
93d Cong., 1st Sess., Securities Industry Study, S. Doc. No. 93-13, 116 (1973) ("Senate
Report").

Id. at 12-13. See also Subcommittee on Commerce and Finance of the House Committee
on Interstate and Foreign Commerce, 92d Cong., 2d Sess., Securities Industry Study, at
p. 129 (Comm. Print, 1972).

9 See Senate Report, supra n. 7, at 117. The Subcommittee's Interim Report also stated:
"The first order of business should be the achievement of a system of competitive market
makers. The time to determine how the participants in a truly competitive system should
be regulated is after this has been done and the configurations of a functioning competitive•
system are clear. Competition, in this case. must come before the regulatory questions can
be answered, for until there is actual experience with a competitive system the regulatory
needs cannot be known."
Senate Interim Report, supra n. 6, at 43.
10 See Policy Statement, supra n. 1, at p. 34 and n. 39.
"Id, at 31-35.
" Id. At 31-32. Nevertheless, it is one thing to say that all transactions in listed securi-

ties wherever they occur should be reported on a composite transaction reporting system
and that all short sales which are reported in. and nationally disseminated through, that
composite system should be regulated—.a proposition we believe is valid; it is quite another
thing to say that, absent a composite tape and uniform short sale rule, the third market
has an undue competitive advantage over the primary market—a proposition we believe is
questionable.
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DISCLOSURE

(a) Historical Trade Information
The primary exchanges have reported last sale information on a transaction

tape for many years. In contrast, third market transactions have been reported
to the public only on an aggregate, delayed basis." Representatives of the ex-
change community have asserted that the "privacy" of third market trades has
given the third market a competitive advantage!' Representatives of the third
market, on the other hand, have asserted that this lack of reporting has been a
competitive disadvantage!' It is not necessary, however, to become entangled in
this debate.
As you are aware, on March 2, 1973 representatives of the New York, American,

Pacific, PBW and Midwest Stock Exchanges and the NASD filed a joint plan,
pursuant to Securities Exchange Act Rule 17a-15, which provides for the con-
solidated reporting of all transactions effected by broker-dealers in listed secur-
ities wherever they may occur." On June 13, 1973 7 and March 8, 1974 18 the Com-
mission made extensive comments to the sponsors of the plan on various of its
aspects. On April 22, 1974 ' that plan was reified with the Commission. Within
a short period of time we expect to declare the plan effective in its present
form. As you are undoubtedly aware, the timetable of that plan calls for the
implementation of a pilot project 20 weeks from the date the Commission delares
the plan effective and for full implementation 40 weeks from the effective date.

(b) Quotations
The primary exchanges have asserted a "proprietary right" over the quotations

of their specialists 20 and have historically prevented their dissemination to any
but their members. In contrast, certain third market makers disclose their
quotations in, 108 listed securities in the National Association of Securities
Dealer's Automated Quotation System ("NASDAQ"). As you are aware, in the
past the primary exchanges have argued that third market makers should not
be permitted to quote listed securities in NASDAQ,' a position that seems to
belie the argument that non-disclosure of quotations by third market makers,
to the extent it occurs, is somehow a competitive advantage. Moveover, many
third market dealers are listed in the National Quotation Bureau "Pink
Sheets"." Any broker-dealer or institution may telephone a third market maker

22 Securities Exchange Act Rule 17a-9 requires broker-dealers making off-board markets
in equity securities listed on a national securities exchange to make quarterly reports of
their total third market sales, their exchange purchases and sales of stock in which they
make markets and their principal sales or agency purchases of other listed stocks (exclud-
ing transactions with other market makers). Summaries of total third market activity
and a breakdown of third market activity in fifty selected stocks are published by the
Commission quarterly in its Statistical Bulletin.

14 See, Statement of the New York Stock Exchange. Securities and Exchange Commission
Hearings on Structure of the Securities Markets, File No. S4-147, at 34-35 and 55 (Oct.
18, 1971) ; Statement of the American Stock Exchange. Securities and Exchange Commis-
sion Hearings on Structure of the Securities Markets, File No. S4-147, at 14-15 (Oct. 18,
1971).

15 Statement of Investors Diversified Services, Inc. and Jefferies & Company. Inc.. Securi-
ties and Exchange Commission Hearings on Structure of the Securities Markets, File No.
54-147, at 92-93 (Oct. 19, 1971). Four competitive factors were enumerated to support
the contention that "third market firms thrive not on secrecy but on competition, and
competition thrives on the availability of full information to all participants in the
market." Id. First, information, leads to inquiry which leads to business. Second, reporting
leads to credibility and adds legitimacy to a firm's execution. Third. the "printing" of a
block executed at a discount serves as "advertising" for the broker who positioned a
portion of the block. Fourth. third market firms are unable to execute trades outside the
range of the tape even though the price may be appropriate, whereas, the same bid made
by a member firm would be accepted because the report of the transaction would itself
establish a new range. Id. See also 4 Securities and Exchange Corm-Pinion. Institutional
Investor Study Report, H.R. Doc. No. 92-64, 92d Cong., 1st Sess. at 1626, 1823, 2257,
(1971).
" Securities Exchange Act Release No. 9850 (Nov. 8. 1972).
1, Securities Exchange Act Release No. 10218 (June 13. 1973).
" Securities Exchange Act Release No. 10671 (Mar. 8. 1974).
29 Securities Exchange Act Release No. 10760 (Apr. 26, 1974).
29 Letter from American Stock Exchange to Mr. Ronald F. Hunt. Secretary. Securities

and Exchange Commission, May 22, 1972 at 4; Letter from New York Stock Exchange to
Mr. Ronald F. Hunt, Secretary. Securities and Exchange Commission, May 22, 1972 at 7.
Both the NYSE and AMEX have rules which prohibit their members from publishing ono-
tations for listed securities in an interdealer quotation system. NYSE Rule 438; AMEX
Rule 482. See also Senate Report, supra n. 7, at 122.

21 Senate Report, supra n. 7, at 117.
22 Third market dealers are listed by name in the Pink Sheets. It is the informal policy of

the National Quotation Bureau not to print actual quotations for listed securities, how-
ever, because they believe that such quotes may conflict with last sale reports on exchange
transaction tapes, confusing investors.

•
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directly and receive a quotation over the telephone. It is impossible for a non-
member similarly to call a primary market specialist for a quote. Thus, third
market quotations are available to all broker-dealers and many customers;
specialists quotations are not.
In any event, the Commission has made clear that a composite quotation sys-

tem, will be the communications foundation on which the central market system
will rest." We expect to republish proposed Rule 17a-14," which provides for the
disclosure of quotations in listed securities from all markets, in the near future.

SHORT SALE REGULATION

Short selling practices on the primary stock exchanges have been regulated by
Securities Exchange Act Rule 10a-1 since 1938.25 Short selling in the third market
has not been so regulated, primarily because such trading has not presented the
regulatory problem that exchange short selling has presented.' Nevertheless, the
Commission believes it important to establish a comprehensive short sale rule4 to regulate all transactions in listed securities reported on a composite transac-
tion reporting system in order to preserve the integrity of that system." On
March 6, 1974, the Commission published for comment amendments to Securities
Exchange Act Rules 3b-3, 10a-1 and 10a-2 which would prohibit the short sale
by any person, including third market markers, of any listed security reported
pursuant to an effective Rule 17a-15 plan below the price at which the last sale
of such security was reported (a "minus tick") or at that price if the preceding
transaction in such security was above the last sale price (a "zero minus
tick")."

REGULATION OF DEALERS

The third area cited in connection with your opening remarks is the regulatory
framework within which specialists and third market makers perform their
functions. In those remarks you specifically addressed (1) anti-manipulative
rules, (2) the obligation of specialists to honor public limit orders and execute
customer's orders ahead of orders for their own account, (3) the obligation of
specialists to trade in a manner consistent with the maintenance of a fair and
orderly market and (4) the ability of third market makers to enter or leave
the market at will. It would appear that you are suggesting the adoption of
"equal or uniform" regulation in these areas now, before any experience with
the "configurations of a functioning competitive system" and indeed whether
or not any further steps are taken to implement a national central market sys-
tem in listed securities.
Through the stock allocation procedure, the primary market specialist is

granted an exclusive "franchise" in his specialty stock, at least to the extent
that orders are brought to the primary market.' Inherent in this franchise is
(1) the ability to exercise a significant influence on the public appraisal of the
price of an issuer's securities; " (2) an informational advantage resulting from
the specialist's position at the center of trading activity in his specialty securi-
ties and from his knowledge of limit order interest stored in the "book"; " (3) a
proximity advantage shared with all floor members which enables the specialist
to react quickly to developments affecting the market; " and (4) an acute con-

4111 ...Securities and Exchange -Commission, Statement on the Future Structure of the
Securities Markets 8-10 (Feb. 2.1972).

24 Securities Exchange Act Release No. 9529 (Mar. 8.1972).
25 See generally, 2 Special Study. supra n. 2. at 251-252.
" Short sales in a primary market, as opposed to a secondary market, may exhaust the4 only significant limit bid support in the particular security. Third market makers, on the

other hand, generally do not hold a significant number of limit orders. In addition, without
the "advertising" provided by a nationally disseminated last sale transaction tape, short
sales in the third market would not influence others to sell. Similarly, without arbitrage it
would be difficult to manipulate the primary market price indirectly by short sales to a
third market maker since the securities sold to the third market maker may never reach
the primary exchange market. A market maker would normally prefer to buy from and
sell to his customer rather than lay off his position In another market since laying off may
mean giving up part of the "jobber's turn" and incurring an execution expense.27 Policy Statement, supra n. 1. at 32.

28 Securities Exchange Act Release No. 10668 (Mar. 6,1974).
29 See n. 8. supra.
" The exclusivity of this franchise has been eroded over the recent decade by block

positioning firms, but still represents a valuable and unique privilege.
3,2 Special Study, supra n. 3. at 59.
32 J4, 59,74-76.
22 Cf. id. at 211.



176

filet of interest in representing customer orders as subagent 
for other brokers

while at the same time trading from inventory, potentially com
peting with, or

trading against, the customer.'
Over the years since the passage of the Securities Exchange 

Act 35 the ex-

changes have 'adopted numerous rules designed to prevent abus
e of the unique

advantages and conflicts in the specialist's position. These inclu
de, as you have

mentioned, rules to curtail manupulative conduct, to regulate the
 specialist's

function as broker and to limit his dealings to those transacti
ons necessary to

maintain a fair and orderly market. In addition, in 1964 the pri
mary exchanges

were required for the first time to incorporate an "affirmative" 
obligation in

their rules, requiring that a specialist provide not only continui
ty but also

depth."'
In comparing regulation governing the specialists' activities with 

regulation,

or lack thereof, governing third market activities, it is important
 to bear in

mond the privileges inherent in the former's position, since it is these 
privileges

which have often been the quid pro quo for the requirement that
 a specialist

contribute to a fair and orderly market on a continuous basis. F
or example, the

Special Study stated that the only justification for permitting t
he specialist

exclusive knowledge of orders on the book, "a definite trading ad
vantage", is

"the benefits which the specialist confers on the market and only if high s
tand-

ards of conduct in dealer and broker activities are defined and enfo
rced."

It is important to note also, that the "obligation to honor public limit orde
rs"

is a valuable franchise in and of itself. The Commission's Institutional I
nvestor

Study found for example that brokerage income's exceeded trading income 
for

every category of specialist measured (categorized by inventory)."

The Special Study summed up these points as follows:

"It must be remembered that the specialist is not purely dependent upon

his trading acumen for his income. Not only does the book serve on occa-

sion as an outlet for excess inventory, but the brokerage function serves as

a relatively riskless source of income. . . . If the conflict of interest between

the two functions is to be tolerated the duty to the customer must include

the obligation to maintain markets which are fair and reasonable. . . .

Since access to the floor confers substantial trading advantages, even with-

out the special knowledge available to the specialist, the privileges enjoyed

by the specialist are compatable with the statutory scheme only if his duties

to the public are not terminable at will but continue reasonable through

good markets and bad, through profitable and unprofitable 
ripe oda ,, 40

To the extent that regulation of the primary market specialist has been

imposed in response to demonstrated need, or as a quid pro quo to certain priv-

ileges, and to the extent that need or those privileges do not exist in the third

market, we believe that it would be unwise and unfitting to impose such regula-

tion on the third market merely by invoking the abstract principle of uniform

regulation. Rather it is important to identify the distinctive contribution that

each class of market maker can make to the efficiency and liquidity of American

capital markets and devise regulation which maximizes those contributions.

The Senate Report cited an example of this process in discussing NYSE Rule

113. The Report discussed the differing functions of specialists, third market

makers and block positioners and stated:
"[T]he SEC's job is to determine whether the distinctive responsibility of

the specialist in handling public orders left on the book will be seriously

compromised if he is permitted to deal directly with institutions. This does

34 Id. at 142-146.
35 A significant portion of the testimony taken in the Pecora investigation of 1934 con-

centrated on the activities of specialists in pools and other manipulative activities that

had characterized the bull market of the 1920's. Id. at 65. Section 11 of the Securities

Exchange Act was adopted by Congress to give the Commission broad authority to regulate

the activities of specialists particularly in light of their unique trading advantages and

the acute conflict of interest inherent in commingling the functions of broker and dealer.

Id. at 66.
" See generally, 4 Hearings Before the Subcomm. on Se ,rities Of the Senate Comm. on

Banking. Housing and Urban Affairs. 92d Cong., 2d Sess. 7-21, 66 (1972).
3, 2 Special Study, supra n. 3, at 166.
3, Defined to include only limit order brokerage income.
39 4 Securities and Exchange Commission. Report of Institutional Investor Study, H.

Doc. No. 92-64. 92d Cong.. 1st Sess. 1916, Table XII-21 (1971). This source of income is

presently the subject. among other things, of a public hearing on intra-member commission
rate schedules. See, Securities Exchange Act Release No. 10751 (Apr. 23, 1974).

40 2 Special Study, supra n. 2, at 127-128.
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not mean, however, that institutions should be barred from dealing directly
with other market makers even if it is concluded that they should not have
direct access to the specialist." 41

With the -foregoing as a general framework, a discussion of each category of
rules you cited may be helpful.
(a) Anti-manipulative Rules. Many of the anti-manipulative rules of the ex-

changes were adopted in 1935 in response to a request by the Commission after
it had made a comprehensive study of trading practices on the exchanges.' These
rules, sometimes called the 16 trading rules, covered such subjects as floor trad-
ing, participation by members in pools and joint accounts, the handling of dis-
cretionary orders on the floors of exchanges, use of options, regulation of the
conflict of the dual function of broker and dealer and specialist regulation.'
Other rules have been adopted to restate the anti-manipulative provisions of the
Securities Exchange Act44 and still others to prevent members from engaging
in activity which could lead to a violation of the anti-manipulative provisions
of the Securities Exchange Act.'
The Commission has received no evidence of trading activities in the third

market which present the regulatory abuses to which these rules were addressed.
Indeed, it may be that, to -the extent a particular exchange rule is addressed to
activity other than that prohibited by the Securities Exchange Act and the rules
thereunder, the exchanges may want to reconsider the necessity for such regula-
tion. The exchanges have already requested the Commission to reconsider, for
example, rules prohibiting exchange specialists from trading in and writing
options on securities in which they specialize."

Qp4igation to Honor Public Limit Orders. In your comments you stated
that not only are third market makers not obliged to honor public limit orders,
hut also if a third market maker accepts a limit order he is not obligated to
execute the customers order ahead of orders for his own account. As pointed out
above,' this "obligation" to honor limit orders is a valuable privilege providing
the specialist with a significant proportion of his income. It can hardly be cited
in support of the argument that third market makers have an undue competitive
advantage over the specialist. Moreover, if a third market maker does accept
a public limit order, he is obligated to treat that order fairly and to refrain from
competing with the order or suffer potential civil liability.48 In any event, it may
well be as we move toward a central market system that a public preference rule
of some type to maintain auction principles would be advisable." As you will re-
call, the rules suggested by the Commission in its Policy Statement is even
broader than the exchange rules " and the principle established in Opper v. Han-
cock, which prevent a broker from competing with orders he holds, in that, if
adopted, no member of the system would be permitted to compete at the same
price level with a public order, whether the order is an order of his, or another
member's, customer.
(c) Trading Obligations. Your final example was that third market makers

do not have an obligation to trade in manner consistent with the maintenance of
an orderly market and that they can enter or leave the market at will.
The Commission believes that the privileges of making markets in listed

securities and the privilege of access to the planned composite quotation system
carry with it an obligation to contribute to the orderliness and depth of those
markets,

• "unless and until it can be demonstrated that the forces of competition can
provide a sufficient incentive to the maintenance of orderly, liquid markets
under most conditions."

41 Senate Report, supra n. 7, at 118.
42 See Securities and Exchange Commission, 1 Annual Report 13-14 (1935).
43 Id. at 40-44.
4° Compare, for example. NYSE Rule 435(3) with Securities Exchange Act Section 9(a)

(2) ; NYSE Rule 78 with Securities Exchange Act Section 9(a) (1).
45 NYSE Rule 435(5) prohibits circulation of rumors which could in some circumstances

lead to a violation of Securities Exchange Act Rule 10b-5. NYSE Rule 410(b) is designed
to curb joint activity which if done with a manipulative purpose would violate Section
9(a) (2).

46 Securities Exchange Act Release No. 10312 (Aug. 1,1973).
41 P. 15-16, supra.
Opper v. Hancock, 240 F. Supp. 668 (S.D.N.Y. 1966), aff'd per curiam, 367 F. 2d 157

(2d Cir. 1966).
4° See Policy Statement. supra n. 1, at 22.
al See. e.g.

' 
NYSE Rule 92.

51'Policy Statement, supra n. 1, at 33.
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To- this end, the Commission has stated that it intends to rescind the exemption
from Section 11b-1 now enjoyed by regional exchanges and will propose a rule
requiring the NASD to file a plan for the regulation of third market makers in
a manner as nearly comparable to the regulation of specialists as circumstances
would dictate.' In contrast to your apparent conclusion that such regulation
should be imposed. now, the Commission believes that regulatory responsibilities
over third market makers should not be imposed prior to the implementation of
a composite quotation system and an opportunity to examine the efficacy of that
system. In this respect, the Commission has stated:

"Plans in respect of regional specialists and third market makers would
not have to be filed prior to the system's introduction, . . . since, as the
Central Market System Report has recommended, it would be unwise to
attempt to design a regulatory framework for market makers prior to ob-
serving the pattern of trading which emerges after the system's implementa-
tion. These market centers will doubtless have a better notion of their regu-
latory needs, as will the Commission, after having had an opportunity to
observe actual trading praetices1." "

It is our view that third market makers should be subjected to the types of
regulation you mentioned not now, but as they are integrated into the central
market system and begin to share in the benefits that system will provide.

We hope the foregoing has been responsive to your request and we will en-
deavor to keep the Subcommittee fully apprised of additional developments in
this regard as they occur.

Sincerely,
JOHN R. EVANS, COMMiSSiOner.

MERRILL LYNCH, PIERCE, FENNER & SMITH INC.,
New York, N.Y., May 6, 1974.

Hon. HARRISON WILLIAMS,
Senate Banking Committee,
Dirksen Senate Office Building, Washington, D.C.
DEAR SENATOR WILLIAMS: At your suggestion, we wish to submit for the record

of your March 27-28 hearings on S. 2136 the following materials:
1. Merrill Lynch's statement in connection with reports of our prospective

departure from the New York Stock Exchange;
2. Correspondence between Senator Hart and me on the same subject
Sincerely,

Hon. PHILIP A. HART,
U.S. Senate,
Washington, D.C.

DONALD T. REGAN.

APRIL 11, 1974.

DEAR SENATOR HART: There follow the answers to the questions you sent to me
on March 29:

1. Your quotation from my deposition on the Thill case, which has also
been quoted by Donald Weeden of Weeden & Co. in recent hearings, is
correct.

Immediately following those remarks, I added that at the New York Stock
Exchange meeting of January 24, 1973, which I attended, the directors stated
their belief that legislation was necessary to require listed securities to be
traded on registered exchanges under substantially identical rules.

2a. Yes.
b. The request came to Merrill Lynch while I was on vacation. In my

absence the request was sent to Walter Guzzardi Jr., a vice president of
Merrill Lynch. He recommended to George Shinn, president of Merrill Lynch,

521d at 33-34. The Commission further stated:
"The plans submitted would not have to be identical to those now in effect on theNew York and American Stock Exchanges (NYSE and Amex) but could be tailored tosuit the individual requirements for the respective market centers adopting them."IS. at 34. -

5215.

•
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that Merrill Lynch decline to sign. Mr. Shinn approved that recommenda-
tion. Their decision, with which I fully agree, was taken not because of
our disagreement with the substantive argument as we understood it in its
draft form, but because the suggested tactics seemed unlikely to win any
wide support.

3. & 4. Since my Thill testimony, I have had many discussions with Mr.
Needham about the possible departure of Merrill Lynch from the New York
Stock Exchange. In December of last year, when the issue first came to
public attention, I sent out a release over our newswire explaining to our
branch office managers precisely what our policy was. Our policy remains
the same today. I enclose a copy of that release for your information.

Sincerely,
DONALD T. REGAN,
Chairman of the Board.

[Telegram]
Managers Only:

DECEMBER 18, 1973.
The wire services and some market letters have been carrying stories about

3 "consideration" that Merrill Lynch is said to be giving to "leaving the New York
Stock Exchange."
For your information, the firms position is as follows.
At present we execute our orders for listed securities on the floor of the New

York Stock Exchange and the American Stock Exchange because they are the
places where we get the best prices for our customers. On May 1, 1975, competitive
rates for agency transactions will come into effect. Then at some time, probably
several years later, a national central market may be in operation.
In the interval between May 1, 1975 and the advent of the central market we

need to be sure that we get best execution for our customers. We therefore be-
lieve that all listed securities should be traded on a registered exchange until
the central market is working. A current draft bill, the "National Securities
Market System" (S. 2519), contains no such provision. Should there be no such
requirement for trading of listed securities, we would have to consider many
options, including whether to leave the New York Stock Exchange in order to
protect our customers interest.
We do not in any immediate sense contemplate withdrawal from the NYSE.

It continues to be the most used and the best mechanism for trading.
At this moment, we want the NYSE to continue to operate. We shall continue

to bring our trades there, and we hope the NYSE will have an important place in
the still vaguely defined national market, whose rules and character are as yet
unformed.

DONALD T. REGAN AND GEORGE L. SHINN.

U.S. SENATE,
COMMITTEE ON THE JUDICIARY,

SUBCOMMITTEE ON ANTITRUST AND MONOPOLY,
TVashington, D.C., March 29, 1974.

Mr. DONALD T. REGAN,
Chairman of the Board,
Merrill Lynch, Pierce, Fenner & Smith,
New York, N.Y.
DEAR MR. REGAN: On March 28, I filed a statement (copy enclosed) with the

Subcommittee on Securities, Committee on Banking, Housing, and Urban Affairs,
in opposition to S. 3126—A Bill to Prohibit the Trading of Listed Securities
Otherwise Than on National Securities Exchanges. On Page 8, I quoted from ,
your February 1973 stipulated testimony in the Thin case:

"Fixed commissions are one of the causes of trades leaving the NYSE
and going to the third market. . . ." Continuing fixed rates will make it
more difficult for member firms to compete with third market makers."

New York Stock Exchange Chairman James J. Needham testified on March 28
before the Subcommittee on Securities that subsequent to your testimony in
Thin, Merrill Lynch informed him that upon the advent of fully competitive
commission rates, Merrill Lynch would leave the NYSE.
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To assure my complete understanding, I would appreciate your answering the

following questions:
1. Was my characterization of your testimony in Thill accurate?

2 a. Was Merrill Lynch asked to sign the so-called "Lewis Ad Hoc Com-

mittee" letter of February 1974?
b. If so, when, by whom, and why did Merrill Lynch decline to sign it?

3 a. Subsequent to your testimony in Th/i//, did Merrill Lynch state to

Mr. Needham or any other representative of the NYSE that Merrill Lynch

would leave the NYSE upon the advent of fully competitive commission

rates?
b. If so, when, by whom, and to whom?
c. Was Merrill Lynch asked by Mr. Needham or any other representa-

tive of the NYSE whether it would leave the NYSE upon the advent of

fully competitive commission rates?
d. If so. when, and what was Merrill Lynch's reply?

e. Was Merrill Lynch asked by Mr. Needham or any other representa-

tive of the NYSE to express the opinion that it would leave the NYSE upon

the advent of fully competitive commission rates?
f. If so, when, and what was Merrill Lynch's reply?

4 a. Does Merrill Lynch intend to leave the NYSE upon the advent of

fully competitive commission rates?
b. If so, when was that decision made and by whom?

c. If so, what were the causative factors of Merrill Lynch's position

changing since your testimony in Thill?
d. If so, please attach copies of all memoranda, analyses and other

documents subsequent to your testimony in Thill relating to Merrill Lynch's

position on whether to leave the NYSE.
Your cooperation in promptly complying with this request will be appreciated.

Sincerely,
PHILIP A. HART, Chairman.
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