
STOCK EXCHANGE PEACTICES

FRIDAY, MARCH 9, 1934

UNITED STATES SENATE,
COMMITTEE ON BANKING AND CURRENCY,

Washington, D.C.
The committee met at 10:30 am., pursuant to adjournment on

yesterday, in room 301 of the Senate Office Building, Senator Duncan
U. Fletcher presiding.

Present: Senators Fletcher (chairman), Adams, Bulkley, Town-
send, Kean, and Couzens.

Present also: Ferdinand Pecora, counsel to the committee; Julius
Silver and David Saperstem, associate counsel to the committee; and
Frank J. Meehan, chief statistician to the committee; and Roland
L. Redmond, counsel to the New York Stock Exchange.

The CHAIRMAN. The committee will come to order, please. There
ivere three persons expected to appear this morning, but one of them
is ill, and another one is detained in some other way, and the third
one is unable to be here today We will have at least one of them
present on Monday, and we will have other persons to appear or
matters to consider on Monday.

Senator TOWNSEND. Mr. Chairman, I wish to offer for the record
a telegram sent to me by Mr. Leland Lyon, president of the> Atlas
Powder Co., Wilmington, Del. I should like the telegram made a
part of the record and returned to me for my file.

The CHAIRMAN. The committee reporter will make the telegram a
part of the record and return it to you for your files as requested.

[Telegram]

WILMINGTON, DEL , March $, 1984*
Hon. JOHN G TOWNSEND, JR ,

Washington, D G:
While fully in accord with the President's recommendation for proper legis-

lation for the protection of investors for the safeguarding of values and so far
as it may be possible for the elimination of unnecessary and unwise specula-
tion, we consider that the Fletcher-Rayburn National Securities Exchange bill
if enacted would be thoroughly harmful to the industrial life of the country and
would adversely affect the interests of all citizens. This bill in our opinion is
unnecessarily and dangerously harsh in the restrictions it would impose in regu-
lation the legitimate conduct of exchanges and would result in depriving indus-
try of access to private capital. Further, we believe the attempt to place in
the hand of a Federal Commission control of the essential functions of cor-
porate management goes immeasurably beyond anything contemplated by the
President's statement and would seriously endanger the interests of all em-
ployees and stockholders of every corporation. Other measures have been sug-
gested by competent and disinterested authorities which in our opinion would
accomplish the purpose advocated by the President without the destructive
effects on industry which would undoubtedly result from the passage of this
bill.

LELAND LYON, President Atlas Powder Go.
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Senator TOWKSEND. Also, Mr. Chairman, I have a copy of a letter
written by J. P. Morgan & Co. to you, as cnairman of the committee,,
copies of which were sent to each member of the committee, as I
understand, and which I should like to have made a part of the
record.

The CHAIRMAN. That will be done.
(The letter above referred to is as follows:)

MARCH 8, 1934
Hon DUNCAN U. FLETCHER,

Chairman Committee on Banking and Currency,
United States Senate, Washington, D C

DEAR SIR. The New York Times tins morning says that Senator Robinson
of Indiana, speaking in the Senate, cited testimony before the Senate Banking
and Currency Committee that J. P Morgan & Co, and others, had sold aircraft
stock shortly before cancelation of the contracts, as evidence that " interna-
tional bankers " had advance information

Any suggestion that J P Morgan & Co had advance information of the
action referred to is entirely without foundation.

The 4,500 shares of stock in the United Aircraft Co sold by us January 26
to February 1 as reported to your committee by the New York Stock Exchange,
constituted part of the miscellaneous collateral securities for a large loan to
C. E Mitchell, made in 1929, concerning which loan your committee has full
information We have desired to realize on this collateral as opportunity
offered, and accordingly the 4,500 shaies of United Aircraft stock and some
other securities in unrelated enterprises have been sold These sales were
made upon our own 3udgment without any suggestion from the borrower or
others. We had no information, suggestion, or intimation from anyone affect-
ing the airplane industry or the general situation beyond what was a matter
of common knowledge and public information in the press

We are sending copies of this letter to the members of your committee
Very truly yours,

J P MORGAN & Co

The CHAIRMAN. I have a letter from the Swartwout Co., Cleve-
land, Ohio, addressed to me, which I wish the committee reporter
to make a part of the record.

T H E SWARTWOUT CO,
Cleveland, Ohio, March 5, 1984

Senator FLETCHER,
Senate Office Budding, Washington, D C.

DEAR SIR: We have been besieged with requests to protest against the
Fletcher-Rayburn bill, and inasmuch as those people who have an ax to grind
usually make the most noise, even though they be in a minority, we thought we
would like to offer a few words of support

We have read this bill through very carefully, and although there are some
things in it that may cause us a little inconvenience, there is nothing what-
ever that will prevent us running our business in a perfectly honest and
straightforward way that we have followed for the last quarter of a century
And, if it will help to eliminate some of the abuses that have been prevalent,
we certainly will be happy to put up with a little inconvenience

We are a company doing a national business and our stock is listed on the
Cleveland Stock Exchange, although not widely distributed We wish you
success, and want to assure you that we believe that our Senators are a level-
headed group of gentlemen and quite capable of making a correct decision in
such a case without a flood of protest or advice from the outside.

Yours very truly,
THE SWARTWOUT CO,
D K SWAETWOUT, J r ,

Vice President and General Manager.

The CHAIRMAN. Of course, the committee has received numerous
letters and other communications in regard to the bill, S. 2693, but
we will not encumber the record at this point with them. They can
be taken up later.
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Mr. Bernard Winfield wishes to submit some criticisms of the bill,
followed by some recommendations, and we are glad to have them
for our consideration.

(The matter above referred to follows:)
BERNARD WINFIELD,

New York, March 1, 1984.
To the Senate Committee on Banking and Currency and to Members of the House

Interstate and Foreign Commerce Committee:
The purpose of this communication is (1) to caU attention to a provision of

the proposed National Securities Exchange Act of 1934, which, if retained in
its present form wiU (a) at least partiaUy defeat the primary purpose of the
act, and (6) legislate certain legitimate business out of existence; and (2) to
recommend a method of revising that provision in such a way as to help ac-
complish the expressed purposes of the act, without working undue hardship
on honest business enterprises.

A study of the proposed act indicates that among its purposes are the pre-
vention of sudden and unreasonable fluctuations in security prices and the pre-
vention of manipulation which results m such violent fluctuations.

Among the piovisions of section 8, designed to prohibit manipulation of
security prices, paragraph (9) of subsection (a) of that section prohibits all
use of puts, calls, straddles, or other options of comparable type or character.
Whereas other methods and instruments of stock trading are regulated, the use
of puts, calls, etc, is prohibited

In view of the fact that, when employed in certain ways and in connection
with certain transactions, puts, and calls may help to prevent the sudden and
unreasonable fluctuations in prices, which the act aims to prevent, and beyond
this may actually foster conservatism in trading (and to that extent prevent
excessive speculation), may we submit for your consideration the advisability
of regulating rather than prohibiting the use of puts and calls?

DEFINITION OP PUTS AND CALLS

A " put" is an option to sell stock; a " call" is an option to buy stock, both
forms of options must be exercised within a limited period of time, usually 30
days or less, in both cases at a stipulated price below the current market in the
case of a put and above the current market in the case of a call. The stipulated
price is usually withm 10 percent of the current market. A "straddle" is a
contract, either or both to buy and to sell stock at the market price prevailing
at the time it is made, exercisable withm a stipulated period of time The
purchaser of any of these option contracts pays a premium to the writer, who
is the person or company agreeing to buy or sell stock within the time and
at the price stated

Puts and calls should not be confused with long- or short-term options given
m return for services or other considerations, including the privilege of buying
stock below the current open market price prevailing at the time the option
is given Puts and calls are bought and paid for with cash, and such contracts
expire within a comparatively short time.

Thus, when the buyer of a security also purchases a put, he insures himself
of a place to dispose of that security at a specified price, the seller of a se-
curity, by purchasing a call, insures himself of a place to repuichase at a
specified price, thereby establishing the limit of possible loss on the transaction.
Used in this manner, puts and calls are liteially a form of insurance policy.

AN INSURANCE INSTRUMENTALITY

It is everywhere recognized that the insurance of risks is not only legitimate,
but highly desirable Shippers insure cargoes, manufacturers and meichants
insure credit risks, employers and automobile owners insure against liability,
property owners against fire loss The carrying of certain forms of insurance
protection is required by law

Considered in the sense that insurance companies use the term " risk", all
investing or trading in securities is a risk, every purchase or sale involves
risk. The only practical way that such risks may be insured at the present
time is by the purchase of put and call options, supplementing the purchase or
sale of securities. Smce one of the evident purposes of the act is to reduce

Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



7206 STOCK EXCHANGE PRACTICES

the element of risk, it would seem reasonable not to deny the investor or
trader the opportunity to insure his risk. It is not Decessary to eliminate the
insurance functions of puts and calls in order to prevent such options from
being used for manipulative purposes.

A PREVENTIVE OF VIOLENT PRICE FLUCTUATIONS

One of the principal factors contributing to a precipitous, panicky decline m
security prices is fear—fear that prices may continue to drop. Another con-
tributing factor is lack of financial resources to carry stock through a substan-
tial decline, even though it may be only temporary. On a declining market,
fear liquidation and forced liquidation both tend greatly to increase the extent
of a decline in prices and intensify its disastrous consequences.

The investor or trader who holds a put as insurance against an unlimited
decline in price knows that he can realize a fixed price for his securities and
therefore is not influenced to liquidate through fear, nor is he forced to liqui-
date through lack of financial resources. If options existed to purchase or sell
all securities within 10 percent of their current market price, such sudden and
unreasonable fluctuations as have been witnessed at times during the past 4
jears would have been impossible.

It is not intended by the preceding statements to imply that puts and calls
form a guaranty against undesirable fluctuations in security prices. The extent
to which they are effective is determined by the extent to which they are
used by investors or traders Whereas puts and calls have for years been
widely used m England for insurance protection, they have been thus used in
the United States to but a limited extent, due chiefly to the American inves-
tor's lack of understanding of this method of insuring against unlimited losses
in security transactions Investors and traders should be educated in the
proper use of puts and calls, not prohibited from using them

When security prices decline suddenly and to great extent, it is because
there is a lack of buyers. When they advance unreasonably, it is because of a
lack of sellers. A put, exercisable at a given point, creates a buyer, a call
creates a seller. These options, therefore, help to maintain a balance between
buyers and sellers

LEGITIMATE MOTIVES OF PUT AND CALL WRITERS

Since the purpose of investing in securities is to employ capital profitably,
it is obvious that an investor or investment institution, with entirely honest
motives, may desire to either to accumulate or liquidate shares of a certain
stock, and in the process of doing so to obtain prices as favorable as possible.
It is a demonstrable fact that the writing of puts and calls helps to achieve this
entirely legitimate objective.

If an investor evidences his willingness to purchase stock at a specific price
by writing a put, or his willingness to sell stock at a specific price by writing
a call, he collects a cash premium for entering into such contracts, thus earning
money on his capital investment. Should such contracts result in the actual
purchase or sale of stock, xthe open market price received or paid is more favor-
able than the market price current at the time the put and call is originally
written. Between the more favorable purchase or sale price and the premium
income, the investor who writes option contracts is able to achieve his objec-
tives of employing capital profitably and accumulating or liquidating stock on
favorable terms.

It hardly seems logical or reasonable that an investor or investment institu-
tion should be prohibited by law from endeavoring to employ his capital profit-
ably by contracting to sell securities above the current market, or to buy them
below current price levels, especially when the stabilizing influence of such con-
tracts is considered.

MUTUALLY ADVANTAGEOUS

The preceding statement, briefly setting forth certain legitimate advantages
accruing to both the writers and the buyers of puts and calls, indicates that
such transactions may be simultaneously advantageous to both parties An
insurance company makes money by underwriting risks, yet the insured also
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benefits. The writer of puts and calls, like the insurance company, enters into
the contracts to make money, but the investor or trader who pays a premium
for puts and calls also benefits—by the insurance protection which he thus
obtains.

Actuarial principles may and are employed in writing puts and calls, the
same as in underwriting other forms of risk.

STRENGTHENING MAEGIN ACCOUNTS

Evidently the provisions in section 6 relating to margin requirements are
intended to deter those financially ill-equipped from speculating in securities;
to prevent sudden and wide fluctuations in security prices through forced
liquidation of weakly margined accounts; and to prevent impairment of capital
of brokers carrying margin accounts. Proper use of puts and calls helps to
avoid these unfortunate contingencies

Puts and calls act as a strengthening factor in margin accounts. It has
long been against the rules of the New York Stock Exchange for traders who
hold puts and calls to carry accounts on any less margin than in required
otherwise Thus, when a trader holds a put or a call, the broker carrying
his account is doubly protected Should the price of stock fluctuate to the
point where the trader's margin is wiped out, and should the broker be
unsuccessful in either obtaining more margin or closing out the trader's
account, the put or call, as the case may be, protects the broker from loss.

The element of strength which puts and calls imparts to margin accounts
would obviate the necessity of sustaining many such losses by both traders
and brokers as have bestrewn the records of the past 4 years.

BECOMMENDATIONS

Assuming that the act, insofar as its provisions apply to puts and calls,
is intended to prevent price manipulation, violent fluctuations, and reckless
speculation, and further assuming that the act is not intended to deny the
investor or trader the advantages of insurance protection, it is suggested that
puts and calls be not prohibited, but regulated; and that such regulation be
provided for by revising sec. 8 of the bill so that it includes the following
provision:

"That all transactions in securities against a put, call straddle, or other
ontion, be subject to the same rules and regulations with reference to margin
requirements, pool operations, short selling, or manipulation, as apply to other
transactions "

Respectfully submitted.
BEENABD WINFIELD

The CHAIRMAN. Judge J. Harry Covington, counsel for the Amer-
ican Institute of Accountants, has submitted on behalf of John L.
Carey, secretary of that Institute, some suggestions in regard to
the pending bill, which will be made a part of the record for con-
sideration by the committee.

(The matter above referred to is as follows:)
COVINGTON, BURLING, RUBLEE, AOHESON & SHOKB,

Washington, D C, March 8, 193%
Hon. DUNCAN U FLETCHER,

Chairman of Committee on Banking and Curren&y,
United States Senate, Washington, D 0.

DEAB SIB: Incident to the hearings on the bill, HR, 7852, proposing to enact
the "National Securities Exchange Act of 1934", the American Institute of
Accountants herewith presents a memorandum brief which it requests to be
incorporated in the hearings.

This brief sets forth the views of the public accountants respecting certain
changes in the bill which are believed to be essential for reasonable and effective
administration, and properly to limit the responsibility of the public accountants.

Sincerely yours,
J. HABBY COVINGTON,

Counsel for American Institute of Accountants.
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MEMORANDUM SUBMITTED BY AMERICAN INSTITUTE OF ACCOUNTANTS

This memorandum is respectfully submitted to the congressional committees
which have under consideration the so-called "national securities exchange
bill of 1934 ", on behalf of the American Institute of Accountants, national pro-
fessional accountancy organization.

ANNUAL AND QUARTERLY AUDITS

Section 12 (a) (2) of the bill would require every issuer of a security reg-
istered on a national securities exchange to file with the Federal Trade Com-
mission annual and quarterly reports, including among other things a balance-
sheet and profit-and-loss statement certified by an independent pubLc accountant.

We approve the requirement of at least one report each year certified by inde-
pendent public accountants. This is in accord with what is commonly regarded
as good practice.

It is preferable that the certified report be rendered as of a date marking
the end of the natural business year of the company concerned (which is not
necessarily Dec. 31), i e , the date most closely coinciding with the termination
of the annual business cycle, which is also usually the date at which inventories
are at their minimum The work of the regulatoiy body would be facilitated
by spreading the closing dates of various industries in accord with their
natural fiscal periods, and resulting financial statements would be more valuable
for comparative purposes It is suggested that there be inserted in section 12
(a) (2) a provision making it clear that annual reports are to be filed as of
the date marking the end of the natural business year of the company con-
cerned.

However, there is serious question in our minds whether the requirement
of quarterly reports certified by independent public accountants is desirable in
all cases

Accounts are essentially continuous historical records and accounting state-
ments for brief periods of time are less significant and valuable than for longer
periods of time On the basis of personal judgment and convention certain
charges and credits must be assigned more or less arbitrarily to one period or
another and when the period is as short as 3 months it is very difficult to pre-
pare accounting statements which are not open to the danger of misleading the
uninformed reader Items of income or expense, which are extraordinary or
unusual in either nature or amount influence the net result shown for a given
quarter to a greater disproportionate extent than they would influence the net
result shown by an annual statement which includes the same items Many
businesses are of a highly seasonal nature, e g, automobile, department stores
(with Easter and Christmas seasons), flour milling, and other industries related
in one way or another to agriculture, and the real result of the operations is
not dependent on a few months—as quarterly—but on at least the full annual
cycle. It must, therefore, be recognized that the results shown by quarterly
statements cannot be stated with the same degree of accuracy as statements
for a longer period, such as annual statements.

It is not intended to be argued that corporations generally should not inform
their stockholders quarterly of the corporation's progress, but it should be
recognized that such quarterly statements are to a greater extent dependent
upon estimates than needs to be the case with statements for longer periods.
Neither is it argued that more frequent than annual examinations of coiporate
accounts are not desirable, but to require that quarterly statements must be
certified would tend to give them a weight and authority beyond that which
they inherently possess, and might well lead investors to place an undue reliance
thereon

In view of the foregoing, it would be unreasonable, and indeed improper, to
place upon public accountants, with respect to quarterly statements, the heavy
burden of responsibility set forth in section 17 of the bill

If it is considered essential that independently audited statements be sub-
mitted more often than once a year, there would be less objection to semiannual
reports than to those covering only 3 months

LIABILITY

Section 17 (a) of the bill provides that accountants may be sued for damages
if they have made any statement which is false or misleading in respect to any
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anatter sufficiently important to influence the judgment of an average investor.
It will, of course, become the duty of the courts to determine what might in-
fluence the judgment of an "average investor", as the courts have had for
.many years the duty of determining what might be the actions or the judgment
of a " reasonable man" The teim " average investor" has had no judicial
determination It is, in fact, novel to the law, and the type of person who is
*an " average investor " may vary greatly m different parts of the country. We
suggest, therefore, that the phrase "an aveiage investor" appearing in section
17, page 32, line 2, be changed to " a reasonable man." The action and the
judgment of "a reasonable man", and consequently matters which would in-
fluence that action or judgment, can in harmony with the existing general law
be readily determined by the courts

It is necessary for us to object most strenuously to the measure of damages
outlined in section 17 (b) and (c). Under these provisions it is possible that
an accountant who had made an honest error might be held liable for an
amount which would have no relation whatevei to the amount of damage
occasioned by his error. The accountant is an expert exercising his profes-
sional skill and judgment for a fee It seems to us that there is no precedent
in law or equity on the basis of which such an expeit should be exposed to
immeasurable liability in the absence of fraud.

It seems perfectly possible that under section 17 (b) and (c) an investor
ivho had sustained loss might, if he discovered an error in the statement
certified by an independent accountant, sue that accountant for a sum much
greater than the amount of the damage occasioned by the accountant's error.
Such a provision would be likely to encourage unwarranted suits against
accountants and would impose upon the profession the heavy financial burden
of defending such suits even though the courts found the accountants blame-
less

No reputable accountant has any desire to deny or ignore his responsibility
to those who rely upon statements which he certifies The courts under exist-
ing law have already imposed upon accountants a financial liability quite
sufficient to deter any accountant from deliberate fraud or deceit A public
accountant's reputation for probity is his chief asset and no one would be
willing to risk the professional destructon which certainly follows discovery
of a dishonest or a careless act

It seems to us that the measure of damages imposed upon accountants by
section 17 (b) and (c) is of a punitive character which is unreasonable and
unwarranted by the record of the accountancy profession in the United States,
and we respectfully request that it be modified.

UNIFORM ACCOUNTING

Under section 18 (b) of the bill the Federal Trade Commission would have
power to prescribe uniform accounting for industry This provision we believe
does not belong in a bill designed to regulate national securities exchanges.
It is a matter of such great importance that it should be considered as a
separate problem We understand that a committee on uniform accounting
and statistical reporting for industry appointed by the Secretary of Com-
merce is now giving thought and study to the matter.

The application of attempted uniformity in the keeping of the accounts of
public utilities and railroads has not, it is believed, tended toward the pre-
sentation of more dependable financial statements by companies in those fields
than has been the case with industrial companies On the contrary, it is
believed that there has been a greater advance in the accounting practices
and in the recognition and treatment of such problems as those arising with
respect to allowances for depreciation of plant and property, etc, in the case
of representative industrial companies than in the fields subject to govern-
mental regulation of accounting Uniformity of principles is vastly more im-
portant than superficial uniformity of form.

It should also be observed that, if public accountants are to have imposed
upon them the heavy burden of responsibility set forth in section 17, there is
a gross inequity in having a body which obviously does not, and can not, have
the background of professional training and experience in accounting essential
to enable it to speak the last word on such a subject and the immediate first
hand contact with new problems constantly arising, empowered to prescribe
the form or manner in which the financial statements to be certified by the

Digitized for FRASER 
http://fraser.stlouisfed.org/ 
Federal Reserve Bank of St. Louis



7 2 1 0 STOCK EXCHANGE PBACTICES

public accountant shall be prepared. Rigidity of form may be dangerous be-
cause it cannot in the very nature of the case foresee and prepare for the
disclosure required with respect to new developments or situations having an
important bearing upon the statement of the results of a company's operations
or of its financial position A sufficient, and at the same time more reasonable,
requirement is that the Federal Trade Commission may call for the disclosure
in the financial statements of any information which it deems essential to the
completeness or clear understanding thereof

I In the final analysis, the problem of disseminating reliable financial in-
formation to investors is not dependent upon the application of uniform account-
ing methods or upon a rigid uniformity in form of the statements to be sub-
mitted to investors. Further, the introduction of uniform accounting methods
or of uniform forms of financial statements will not solve the problem.

Accordingly, we believe it inappropriate and undesirable from the point of
view of the investor that there be included in this bill a provision authorizing
the Trade Commission to prescribe accounting forms and methods We respect-
fully recommend the elimination of section 18 (b)

Representatives of the institute would be glad to enter into discussion of
any of the questions raised herein

Respectfully submitted
JOHN L CABY,

Secretary, Ameruxm Institute of Accountants,
NEW YORK, March 6, 1984

The CHAIRMAN. There is no one else here this morning, I believe,
who desired to be heard? [A pause, without response.] Unless
some member of the committee has something to suggest, we will
now adjourn until 10:30 Monday morning.

(Thereupon, at 11:05 Friday, Mar. 9, 1934, the committee ad-
journed to meet at 10:30 a.m. Monday, Mar. 12,1934.)
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