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LETTER OF TRANSMITTAL

SECURITIES AND EXCHANGE COMMISSION,
Philadelphia 8, Pa., April 21, 1945.

Sir:

I have the honor to transmit to you the Tenth Annual Report of the
Securities and Exchange Commission, in accordance with the provisions of
Section 23 (b) of the Securities Exchange Act of 1934, approved June 6,
1934, Section 23 of the Public Utility Holding Company Act of 1935, approved
August 26, 1935, Section 46 (a) of the Investment Company Act of 1940,
approved August 22, 1940 and Section 216 of the Investment Advisers Act of
1940, approved August 225 1940.

In addition to reviewing the principal developments of the past fiscal
year, the report includes a ten-year survey of the Commission's work. This
survey sets forth the results of the Commission's operations under the vari-
ous statutes committed to its charge. At the end of a decade it seemed most
desirable that the Commission should render to the Congress such an account
of its activities. Because of space limitations no attempt has been made to
detail the entire development of practices and policies as reflected in our
orders; rules and regulations as they have become established and exist today.
Since this course has been followed in the historical exposition contained in
the report, I think it only proper to point out that the survey is one of
results and not one of step-by-step development. In reading these pages one
should bear in mind that they do not describe all of the difficulties which
have been encountered or all of the problems which remain unsolved. While
I do not wish to minimize the importance of the results obtained during the
ten years of operation under these statutes, I should not like to give the
impression that no mistakes have been made. Where they have been made, we
have endeavored not to repeat them.

Let me assure you that the Commission will continue to review the
steps already taken and,iin dealing with new problems as they arise, will
exert every effort to reach sound conclusions and results and perfect its
administration of the tasks Congress has assigned to it.

Respectfully,

4% ﬂ,\...u.

Ganson Purcell,
Chairman.

THE PRESIDENT OF THE SENATE,
THE SPEAKER OF THE HOUSE OF REPRESENTATIVES,
Washington, D. C.
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?OREWORD

= mmtmmmhmgewmmmatedbymd%nmaainw% (hJuneBO,
1934, the President sppointed the original five members of the Commission. In its first year,
the Commission was charged with administering two statutes: the Securities Act of 1933, which
wasadniniaterodbytheFedaralIradsCmﬂssimuntﬂSepbmberE%,end,theSecuritissEx-

' change Act of 1934. These two liws Were the initial steps in‘a comrehensive program for the

" pootection of investors in'corporate securities. In the years that followed, the scope of. the
cm'smmwm”mmmntyfwthemfmmtormlmm
:l.odgedvd.th the cuninaim. “The Cammission’ now administers six statutes: .

' Securities Act of 1933,
Securities Exchange Act of 1934,

Public Utility Holdingcapawlcto!'1935;
mm@mutorlm, .
Investment Company Act of 1940,

Investment Advisers Act of 1940

and, in addii)'.ion, performs various functions under Chapter X of the National Bankruptcy Act (the

moftheselmmdthopﬂmipaldevwemderthmmdescﬂbedmthisnepm
i mﬂhichwehmgivenanaccmmbofthecanissim'smkovarthepastdecade.

Raferaneeisuadeinﬂlemsporbtothecmitimwhichledﬁoﬂaeanactmentotthelma:L
m:lnistered'byﬁxe(:anisaim. ImgberorathepaasagaortheSecuritiesActinl933mdtheSe-
curities Exchange Act-#d 1934, it had becoms clear to careful observers, including the more dis-
cerning elements in the business and financial commnity, that the lax financial and ethical
ﬁmmmmmmmmgmmgﬁymdhaﬂthdmc@i-
tal markéts, wére destroying investor confidence and were leading the business and financial
" enterprises of this country to disaster. ‘Everyons who honestly appraised the situation appreci-
abedthemumgmedfwthewmorhi@atmdmﬁsorcmdun%irtheAner:!.cansyatm
orpﬂvsbeoayimmddmocracymtosuruw. Pramoters of new enterprises and those solicit-
ing additional capital were seeking other people's money in increasing amounts. Corparate
mMsmmmmmwwm&Wﬁomntﬂewm
- voice in the management, Insidarsmusingotherpeople'smeytomnipulatemhtsfor
thedranse]ﬁabmdstoﬂmdetﬁmtefimoeentmvutm It is trite but true that there
was an dorgy of speculation, which culminated in the disastrous stock market crash of 1929,
wwamdrmmtiﬂtymwuntueormmgulatimbythefednal
governnent Clearly revealed the nbed for législation that would cwr'd financial malpractice and
reqnirathmnﬁngmdso]iciﬁngthemofethapeq]s'amtocmfmathmtothe
niriwise standards of fiduciaries or trustees—all to the end that investors might be protected
and the publis interest furthered. The several statuteés entrusted to the Seourities and Exchange
Wm‘duimdtomuphshtheuobjwummthemmctmm]mtomm
applys

‘meprhnyobjectinofthes”uri.uulctorm :latoproboct:lnvubursbymn:lnng
mﬂmmamﬁfmeMEmmmmmm sale in
‘Mcmwbymofthenﬁhmdbymﬁngﬂmmm fuud
sale of securities. Undsrit,thecm.uiondoeanatpassaxthemﬂ.taof ecurities.
can offer any security for sale 1f it is effectively registered and all the truth is told
1t. - While the necéssity of disclosing ths truthcmningprocpectinsocmityotteungs

(ho
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attention of issuers through the medium of the flexible and informal "deficiency® letter rather
than by stop order proceedings. That technique has had marked success and in no small measure
for the fact that for more than two years, the Commission has not found it neces-

sary to issue any “stop orders® as prescribed by the statute with respect to improper registra-

&
:
g

i

When the Securities Act was passed and shortly thereafter, there was widespread prediction
tharbthecivilnabﬂityprodaionaofthektwoﬂdmnltmanoodotlawmuagﬂmbeu-
officers, directors and experts who had signed registration statements. A
court records covering a period of eight years reveals that there were less thamn
two dozen actions under all three of the civil liabilities of the Act, Moreover, so far as could
be determined, not more than five suits resulted in recovery by the plaintiffs.

From the begimning of its administration of the Securities Act, the Comnission, through its
Securities Viclatiom Service, has cooperated with the several State security authorities, Bettex
Business Bureaus, and Chambers of Commerce in establishing a natiomal clearing house of informa-
cancerning frandulent securities transactions, As of June 30, 1944, the Commission had
assembled in its filed data concerning an aggregate of 44,399 persoms against whom Federal or
State action had been taken with regard to securities violations. The Commission's enforcement
activities have resulted in the indictment of 2316 individuals and firms for securities frauds,
manipulation, sales of unregistered securities, perjury and freudulent operations of brokerage
firms, The types of frand which the Commission has encountered have been as varied as human in-
gonuity could devise, Of the criminal cases which have been concluded, 95 percent were success—
fully prosecuted as to ome or mare of the defendants named in the indictments, In cases of
appeal verdicts of guilty were reversed as to all defendants in emly six cases, and in five of
these couvictions were cbtained after retrial. In civil suits instituted by the Commission,
permanent injunctions have been entered against 1057 firms and individuals.

I
gﬁ

b

One of the important results of the disclosure requirements of the Securities Act and the
Securities Exchange Act has been their effect on accounting practices. The administration of
these statutes by the Commission has been instrumental in bringing about numerous important re-
forms in accounting and auditing techniques, It has also had a beneficial influence on the
character of the financial statements included in annual reports to stockholders.

Under the Securities Exchanpge Act of 1934, significant achievements have been made in the
regulation of trading in securities both on E& organized exchanges and in the over—the-~counter
markets. As developed in more detall in this Report, these include the adoption by the exc.hmges
of suggestéd rules for the regulation of various phases of trading; the reor

administrative structures of the exchanges; control of the use of credit in security transao—
tions; the systemabic surveillance of the volume of trading and the movement of securities prices
to eliminate manipuiative practices; the comtrol of short selling; the disclosure of transactions
in 2 company's stock by its officers, directors and principal stockholders; the registration of
brokers and dealers; and improvement In the standards of conduct in over-the-counter business.
Finally through the Commission's proxy regulations, affecting corporations with securities listed
on exchanges, important advances have been made toward a fuller degree of corporate democracy.

The Securities Exchange Act was amended in several important respects in 1936 and in 1938,

The amendments of 1938, imown as the Maloney Act, permitted the formation and registration of
national securities associations which would supervise the standards of conduct of their members

under Commission regulation. In August 1939, the National Association of Securities Dealers, .
Inc., which now has approximately 2100 members, was registered under the Act. A major portion
of its activities has been devoted to raising the business standards of over~the-counter brokers
and dealers,

PartHIdtheﬂeportdealsﬂththemtrationafthePubncﬂtm{ﬁﬂ%gm
Act of 1935. Under that Act there are registered some 53 electric and gas utility ho! g com=
pany systems, with aggregste comsolidated assets of nearly $16 billion. A major part of the
Commission's work for the past five years has been the task of passing upon the reorganization
of the complex financial and corporate structures of these systems as required by Sectiom 11 of
the Act. By the end of the past fiscal year most of the long-protracted hearings to determine
the nature of the Section 11 issues in the various systems had been held and substantially all
of the more important orders specifying the action that mmst be taken to camply with the
geographical integration requirements of that section had been issued. There has been a steady
procession of applications by the holding companies to give effect to these outstanding orders.
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Sufficient progress has been made to indicate both the practicability and the beneficial effects
of compliance with the simplification requirements of the Act., Of course the Camnission will
not order dissolution of any holding company which holds together what can realistically be re-
garded as a system the contimmed existence of which is justified by gemuine economic or physical
considerationss

Under this program complex capital structures are being replaced by simple eapital struc-
tures. Holding company debts are being paid off, risky holding company preferréd stocks, with
their huge accumlations of dividend arrearages, are being converted to cammon stock so as to
permit once again a flow of income to the security holders, But what is more important, the
holding companies are going through a shrinking process, They are being reduced in size be=
cause they must slough off their scattered holdings, snd their security holders are receiving,
either in exchange or ad liquidating dividends, the common stocks of ‘sound operating companies.
This is a factor of great significance both to the operating companies themselves and to the
investors who thought they had an equity interest in the utility industry but found that all
they had was a speculative interest in a holding company, Under these conditions in the years
to come, the operating utility industry will have a greater ability to raise equity capital on
a sound basis to finance its ever-growing needs; and the investors who furnish that capital
will receive their dividends direct, without being subjected to the expense and the risk of sup-
porting an outmoded holding company organization. Also worthy of mention is the fact that
management and supervision fees paid by the operating utility subsidiaries have been reduced many
millions of dollars ammually.

In addition to the program of reorganizing the holding companies, the Commission, acting
under the Holding Company Act, has passed upcn the issuance of more than $6 billion of securi-
ties of registered holding companies and their subsidiaries. Under the applicable standards of
the Act, this afforded the opportunity to improve the financial structures and policies of the
operating utility companies, Inflation is being taken out of their balance sheets. Their debt
is being reduced by every legitimate means to establish conservative debt ratios. Depreciation
aceruals have been increased and their depreciation reserves are being built up to good health.
Among the more important benefits have been the #beps taken by the Commission to eliminate
banker domination of utility companies. One important measure to accomplish that result was the
adoption by the Commission in April 1941 of a rule requiring competitive bidding in the sale of
public utility securities. These benefits are helping to build a better future for the operat-
ing utility companies, their investors and their consumers.

Chapter X of the Bankruptcy Act

Under a provision in the Securities Exchange Act, the Coomission was directed to make a
study of reorganization committees and to report its recammendations to Congress. The Commis-
sion's report on this matter, in eight volumes, described serious abuses in the functioning of
these conmittees as well as other defects in existing reorganization procedures. These dis-
closures gave impetus to a reform of the National Bankruptey Act in 1938. Under that legisla-
tion, the Commission has the duty to serve as adviser to United States District Courts in con-
nection with proceedings for the reorganization of debtor corporations in which there is a sub-
stantial public interest. It participates as a party to these proceedings, either at the request
or with the approval of the courts. It renders independent expert advice and assistance to the
courts with respect to plans of reorganization. Of primary jmportance is the Commission's
assistance in the financial rehabilitation of debtor companies and in the formulation of reorgani-
zation plans which will provide falr and equitable treatment to the various creditors and other
security holders and which will assure that the corporations will emerge from bankruptecy in a
scund financial condition. From September 1938 to June 1944, the Commission participated in 243
reorganization proceedings under Chapter X,

Anothsr consequence of the Commission's investigation of reorganization procedures was the
enactment of the Trust Indenture Act of 1939. Prior to 1939 most of the average indenture was
devoted to exculpating the trustee. This Act aims to bring all indenture trustess up to a high
level of diligence and loyalty and to place them in a better position to protect security
holders. The means adopted is a requirement that bonds, notes, debentures and similar debt se-
curities exceeding $1,000,000 in principal amount may not be offered for sale to the public
unless they are issued under a trust indenture which conforms to specific statutory standards

- and has been duly qualified with the Commission. The smphasis is upon an effective and independ-
ent trustee, whose interests do not conflict with those of the investors. Under the Trust In-
denture Act there has been no litigation and only two refusal order proceedings have beemn
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initiated. In each of these cases the indenture was qualified after appropriate amendment. From
Pebruary 4, 1940 to June 30, 1944, 304 trust indentures, covering more than $4-1/4 billion prin-
cipal amount of securities, were qualified under this Act.

Investaent Company Act_of 1940

In the years 1936 to 1940, the Commission made an extensive study of investment trusts and
similar companies as directed in Section 30 of the Public Utility Holding Company Act. The in-
vestigation confirmed widespread suspicions concerning existing abuses and revealed case after
case in which investors! funds had been used to serve the selfish interests of investment company
promoters. The Commission's studies indicated that the honest and respectable elements in the
investment trust business recognized that these abuses had also cast discredit upon their opera=-
tions and they joined in urging the passage of remedial legislation. Accordingly, the terms and
provisions of the Investment Campany Act were worked out in conference by representatives of the
Coomission and of the investment trust industry and the Congress. The Act passed both houses of
Congress without a dissenting vote.

As more fully set forth in Part VI of this Report, the Act provides that investment compan-
ies must register with the Commission; their affairs must be conducted In accordance with the
applicable provisions of the Act; and various transactions, including transactions between
affiliates, are prohibited or made subject to approval by the Commission. The Commission also
is authorized to apply to the Federal courts for orders removing or suspending from office
directors, officers, and other fiduciaries of registered investment companies who have been
guilty of gross misconduct or gross abuse of trust. The Commission has exercised the authority
in a number of instances. At Jume 30, 1944 there were registered with the Commission 371 in-
vestment companies having estimated assets aggregating approximately $3 billiom,

The Investment Advisers Act of 1940 was enacted at the same time as the Investment Company
Act. This statute provides for the registration of all persons engaged in the business of giving
investment advice, requires investment advisers to make full disclosure of their interest in
transactions executed for their clients, and makes unlawful practices which consitute frauvd or
deceit. At June 30, 1944 there were registered with the Commission 719 investment advisers.

The Commission's experience in the administration of the Investment Advisers Act over the
past four years impels the conclusion that it camnot be enforced effectively in its present form.
The cases of Robert J. Bolts and Albert K. Atklinson, outlined in Part VII of this report, illus-
trate the type of fraudulent activities in which certain unscrupulous investment advisers are
able to engage at present without affording this Commission the slightest overt evidence of their
occurrence., The Commission is unable to detect or prevent such activities principally because
it lacks the power to inspect the books and records of inmestment advisers—a power which it has
in the case of brokers and dealers under the Securities Exchange Act of 1934. To remedy this
signal wealmess as well as other related weaknesses in the Investment Advisers Act; the Commission
submitted a report to the Congress on January 31, 1945 recommending certain amendments to the Act.

Since the substantive provisions of the several statutes are interrelated in many ways, it
has been feasible to effect a high degree of standardization and uniformity of forms, procedures,
and interpretations. For example, as more fully discussed in the Commission's Ninth Ammual Re-
port, the Commission has effected a camprehensive simplification of a number of registration and
reporting requirements to eliminate duplicate filings by campanies subject to more than one Act.
Uniform regulations have been prescribed as to the form and content of financial statements
filed under the Securitiss Act, the Securities Exchange Act and the Investment Company Act.
Similarly uniform practices, interpretations and forms apply to proxy solicitations under the
Securities Exchange Act, the Holding Company Act, and the Investment Company Act; this is also
true as to Trust indentures under the Trust Indenture Act and the Holding Company Act. Further
administrative advantages stem from the uniformity of procedures, law and interpretation under
the reorganization provisions of Chapter X, Sectiom 11 of the Holding Company Act and Section 25
of the Investment Company Act.

In the adoption of rules, regulations, forms, and accounting principles and policies, it is
the practice of the Commiseion to submit them prior to adoption to all interested persons and
invite their criticisms and suggestions. This procedure is followsd provided the subject matter
iz of gemeral importance, is not of a temporary nature, and is not due to an emergency demanding
early action. Oftem such matters are discussed with those affected or interested in informal
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conferences with the staff or the Commission, and sometimes in public conferences. When the
Commission makes its decision under such circumstances, it usually states the reasons for its

conclusions.

In carrying out its adjudicatory functions under the Acts it administers, the Commission
has developed procedures designed to afford maximum information and assistance to all interested
parties and to assure full safeguards of their rights. Interpretative and advisory services are
rendered by the Commission's staff to persons contemplating activity dealt with by those Acts,
and preliminary consultation between members of our staff and interested parties is employed to
expedite disposition of issues raised.

Most of the cases which the Commission decides involve applications by private parties
seeking permission to undertake or contimie specified activity, or seeking exemption from require~
ments imposed by the Acts or rules and regulstions thereunder, The Commission also decides is-
sues in various proceedings initiated by it pursuant to statutory direction, and it reviews cer-
tain actions of a registered association of securities dealers,

In all cases to be decided by it, the Commission issues to the parties a notice and order
for hearing summarizing the pertinent facts which are then before it and delineating the issues
that appear to be involved. Unless confidential treatment is required, the notice and order
for ig::ring is made public and provides that any interested person may seek leave to be heard
or rvene,

Hearings are held before trial examiners designated by the Commission. The trial examiners
have no other function than to preside at hearings and in certain cases to file an advisory re-
port. They are instructed to and do observe strict impartiality., In all cases the parties and
the inferested division of the Commission's staff, where it takes a position, are afforded op-
portunity fo file exceptions to a trial examiner's report, to file briefs and requests for
specific findings and to present oral argument to the Commission.

Where the interested division of the Commission's staff has taken no adversary position,
the Commission will normally avail itself of the assistance of the division in the prepara-
tion of findings and opinion. However, where the division has taken an adversary position,
and in other cases in which the Commission considers it desirable, the Commission employs the
assistance of its Opinion Writing Office, which reports directly to the Commission and func-
tions independently of the division which has participated in the proceedings. After thorough
analysis of the evidence and the contentions of the parties, the Commission directs the prepara-
tion of findings and opinions in which the Commission states its decision and its reasons for
it. All final orders of the Commission are subject to judicial review.

The Commission's files have become a tremendous repository of information with respect to
the corporate enterprises of the nation. This informatlon is digested by representatives of
financial and statistical services, banks and insurance companies, investment houses, industrial
corporations, members of stockholders committees and by individual investors, and is passed on
to the public in mumerous ways. The Commission itself issues to all who are interested statis-
tical releases and reports of surveys. At the request of a number of goternment war agencies,
the Commission recently published a four-volume rpport on the profits and operations of American
corporations, and other work is being done on similar projects. The Commission also issues
quarterly releases on savings by individuals and on the working capital position of corporations
in the United States. The accumulation of financial information and the services of technical
experts on the Commission's staff are available to and have been frequently employed by the
Congress. In addition, the Congress has availed itself of the personnel of the Commission in
conmnection with numerous investigations, the most important of which was the investigation con-
ducted by the Temporary National Economic Committee on which the Commission was represented.

“~IDuring the first decade of its activities, the Commission issued more than 2,000 formal
orders under the several Acts, and while all the Acts provide for judicial review of Commission
orders, only 100 petitions for review have been filed. Of these 8} resulted in either denial
of the objections raised on the merits or dismissal of the petition by stipulation or on motion
of the petitioners, Ti{e decisions in three concluded cases set aside the Commission's orders
in whole or in part and thirteen cases were pending at the end of the past fiscal year. In
addition to the proceedings for jJudicial review of Commission orders, the record of c¢ivil ac-
tions in Federal district courts instituted by or against the Commission (including cases in
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which the Commission appeared as intervener or participated as amicus curiae) comprised more
than 500 cases, of which only 10, or less than two percent, resulted in decisions adverse to
the Commission.

An outstanding result of the enactment and administration of these statutes has been the
establishment of a higher standard of ethics in the handling of other people's money. New
standards prevail in the business of inducing investors to part with their money and in the busi-
ness of managing that money once it has been entrusted to a particular enterprise, There now
prevail new concepts of fair dealing, of adequate disclosure and of the duties of management and
insiders. The general acceptance of these ethical standards by the business commmnity is re-
flected not alone in bhe policies and outlook of those subject to the Commission's’ jurisdiction,
but it is also evidenced in many respects in the practices of businesses not within the juris-
diction of the Commission.

Proposals for Amendments to the Securities Act of 1933 and the Securities Exchange Act of 1934

In 1940 bills were introduced in both Houses of Congress to amend the Securities Act of
1933. 1/ The House Committee on Interstate and Foreign Commerce reouested the Commission to
comment on these bills. As a result of this request, and with the approval of the chairman of
that Committee and the chairman of the Senate Committee on Banking and Currency, the Commission
undertook to study thoroughly with representatives of the securities industry and others the
advisability of amending both the Securities Act of 1933 and the Securities Exchange Act of

1934.

In the course of this study the Commission conferred at length with representatives of the
Investment Bankers Association of America, Inc., the National Association of Securities Dealers,
Inc,, the New York Curb Exchange and the New York Stock Exchange, The views of all the regional
stock exchanges were also invited, and proposed amendments were discussed in detail with repre-
sentatives of thirteen of those exchanges. In addition, the Commission socught and received the
views of executives of corporations which had had experience in registering securities with the
Cormission, executives of many life insurance companies, and numerous individuals from all parts
of the country.

The results of this comprehensive study were submitted to the committees of the two Houses
in a report filed by the Commission on August 7, 1941. 3/ A1l of the proposals made either by
the representatives of the securities industry or by the Commission were then combined in a com-
prehensive committee print for purposes of convenience. 3/

As to many of the proposals the Commission and the representatives of the industry were in
agreement, In the area of disagreement, however, were some proposals which the Commission op-~
posed as serious threats to the protection of the investing public and as a retrogression
toward evils which had impelled the enactment of the two statutes in 1933 and 1934.

The nature of the proposals as to which there wad disagreement was varied. For example,
periaaps the two most important suggestions under the Securities Exchange Act involved the regu-
1stion of proxy solicitations under Section 14 and the provisions of Section 16 governing trad-
ing by eorporate insiders. On one hand, the two New York exchamges proposed extending the
coverage or those two sections generally to the securities of large national corporations not

g./ S. 3985, 5. 4006, H.R. 9807 and H.R. 10013, 76th Cong., 3d Sess.

2/ "Report of the Securities and Exchange Commission on Proposals for Amendments to the Securi-
ties Act of 1933 and the Securities Exchange Act of 1934%", House Committee Print, 77th Cong.,
1st Sess. (Aug. 7, 1941). A separate report had been filed on July 30, 1941, by the repre-
sentatives of the four groups of the securities industry referred to above; "Report on the
Conferences with the Securities and Exchange Commission and its Staff on Proposals for Amend-
ing the Securities Act of 1933 and the Securities Exchange Act of 1934 by the Representatives
of Investment Bankers Association of America, National Association of Securities Dealers, Inc.,
New York Curb Exchangs, and New York Stock Exchange" (July 30, 1941).

2/ "Comparative Print Showing Proposed Changes in the Securities Act of 1933 and the Securities
Exchange Act of 1934" (Oct. 18, 1941).
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listed on exchanges. On the other hand, the representatives of the securities industry (includ-
ing those exchanges) urged the repeal of Section 16 (b), which provides for the recapture of
profits made by insiders from trading in the securities of their companies.

The House Committee on Interstate and Foreign Commerce began hearings to consider the pro-
posed amendments on October 28, 1941. The hearings were conducted continuously until interrupted
by the outbreak of war on December 7, 1941. Reconvening in January, the hearings were terminated
during that month, {0/ The proposals were then referred to a subcommittee of the House Coammittee
and no further action was taken up to the close of the session.

Significant statistics concerning the work of the Commission and its activities during the
past fiscal year and cumlative to June 30, 1944 are set forth on the last page of this foreword,

Since the Commission was organized the following Commissioners have held office for the
period indicated:

From To
Joseph P. Kemnedy% July 2, 1934 September 23, 1935
George C. Mathews July 2, 1934 April 15, 1940
James M. Landis# July 2, 1934 September 15, 1937
Robert E. Healy July 2, 1934 Term Expires June 5, 1946
Ferdinand Pecora July 2, 1934 January 21, 1935
Je« Do Ross October 5, 1935 October 31, 1937
William O.Douglas* January 31, 1936 April 16, 1939
Jerome N, Franks December 27, 1937 April 30, 1941
John W, Hanes Januwary 14, 1938 June 30, 1938
Edward C. Eicher# December 3, 1938 February 2, 1942
Leon Henderson lay 18, 1939 July 8, 1941
Summer T, Pike June 4, 1940 Term Expires June 5, 1948
Ganson Purcell June 17, 1941 Term Expires June 5, 1947
Edmmnd Burke, Jr. July 31, 1941 October 19, 1943
Robert H, O'Brien February 3, 1942 December 28, 1944
Robert K. McConnaughey December 29, 1943 Term Expires June 5, 1949

# Served as Chairman.

The Commissioners, Staff Officers, and Regional Administrators at the close of the past
fiscal year were as follows:

Commissioners

Ganson Purcell, Chalrman
Robert E, Healy

Sumner T. Pike

Robert H, O'Brien
Robert K, MoConnaughey

Staff Officers

Orval L. DuBois, Secretary

Baldwin B. Bane, Director of Corporation Finance Division
Milton H. Cohen, Director of Public Utilities Division

James A, Treanor, Jr., Director of Trading amd Exchange Division
Roger S. Foster, Solicitor

William W. Werntz, Chief Accountant

Robert M, Blair-Smith, Head of Opinion Writing Office

Peter T. Byrne, the Assistant to the Chalrman

Leslie T. Fomrnier, Special Assistant to the Commission

Hastings P, Avery, Director of Administrative Division

James J. Riordan, Assistant Director of Administrative Division and Budget Officer
Philipp L. Charles, Director of Personnel

4/ The hearings are reported in a Committee Primt (77th Cong., 1st and 2d Sess,, 1941-1942) con-
sisting of five volumes plus an index volume.

(xvit)



Regional Adminjstrators

James J. Caffrey, New York Regional Office--Zone 1

Paul R. Rowen, Boston Regional Office——Zone 2

William Green, Atlanta Regional Office——Zone 3

Charles J. Odemweller, Jre., Cleveland Regional Office——Zone 4
Thomas B. Hart, Chicago Regional Office——Zonse 5

Oran H. Allred, Fart Worth Regional Office~—Zone 6

John L Geraghty, Denver Regional Office—Zone 7

Howard A. Judy, San Francisco Regional Office—~Zone 8

Day Karr, Seattle Regional Office—Zone 9

William M. Malone, Baltimore Regional Office--Zone 10

The states comprising the zones served by the respective regional offices are as follows:

Zone l--New York, New Jersey, and Pennsylvania
Regional office—~Room 2006, Equitable Building,
120 Broadway, New York 5, N. Y.

Zone 2—Massachusetts, Connecticut, Rhode Island, Vermont, New Hampshire, and Maine
Regional office—Room 426, Shawmut Bank Building,
82 Devonshire Street, Boston 9, Mass.

Zone 3-—Tennessee, North Carolina, South Carolina, Georgia, Alabama, Mississippi, Florida,
and the portion of Louisiana east of the Atchafalaya River
Regional office——Rocm 415, Palmer Building,
Forsyth and Marietta Streets, Atlanta 3, Ga.

Zone 4—Chio, Michigan, Indiana, and Kentucky
Regional office—Room 1608, Standard Building,
1370 Ontario Street, Cleveland 13, Chio

Zone 5--Mimnnesota, Wisconsin, Iowa, Illinois, Missouri, and Kanses City, Kans,
Regional office—Room 630, Bankers Building,
105 West Adams Street, Chicago 3, Ill.

Zone 6~~Oklahoma, Arkansas, Texas, Kansas (with the exception of Kansas City), and the por-
tion of Louisiana west of the Atchafalaya River
Regional office—~United States Courthouse,
Tenth and Lamar Streets, Fort Worth 2, Tex.

Zone 7--Wyoming, Colorado, New Mexico, Nebraska, North Dakota, South Dakota, and Utah
Regional office~~Room 822, Midland Savings Building,
444, Seventeenth Street, Demver 2, Colo,

Zone 8-—-California, Nevada, Arizona, and Hawaii
Regional office—Roocm 1301,
625 Market Street, San Francisco 5, Calif.

Zone 9—Washington, Oregon, Idaho, Montana, and Alaska
Regional office—1411 Fourth Avemue,
Seattle 1, Wash.

Zone 10-Virginia, West Virginia, Maryland, Delaware, and District of Columbia
Regional office—~Room 2410 O'Sullivan Building,
Baltimore, Md,

Washington, D. C. Liaison Office—~Twelfth floor, Tower Building,
Fourteenth and K Streets NW., Washington 25, D. C.
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Significant Statistics Concerning the Work of the Commission.

Daring Cummlative to (¥)
Fiscal Year or as of (&%)
Ended June 30, 1944 June 30, 1944
Securities Act of 1933
Number of registration statements effective under
the Act——net 221 4,337
Amount of securities effectively registered under .
the Act—net $1,759,780,000 $25,345,392,000%
Number of stop orders effective under the Act 0 182%
Securities Exchange Act of 1934
Number of national securities exchanges registered
under the Act——net o 19%x%
Number of security issues registered on national
securities exchanges-—net:
Stocks 2,550
Bonds 1,185%%
Sscurities registered on national securities
exchanges~~net :
Stocks (shares) 2,285,763,088%x=
Bonds (face amount) $21,358,063,564n»
Number of security issues admitted to unlisted trading
privileges on registered exchanges:
Stocks 458m%
Bonds 178m%
Amount of securities admitted to unlisted trading
privileges on registered exchanges:
Stocks (shares 383, 632,380%x
Bonds (face amount) $1,987,016,946x%
Dollar amount of security trading on natiomal
securities exchanges:
Stocks $8,792,692,000 $118, 588, 393,000%
Bonds 1,946,296,“ 21,4%,6”,%
Number of broker-dealers registered under the Act 328 >
Number of broker-dealer registrations revoked,
suspended and denied - 17 210%
Number of "flying quizzes™ made to check on market
manipulation 102 1,137
Public Utility Holding Company Act of 1935
Number of holding companies registered under the Act
(51 systems) 12/nn
Assets of registered holding companies and subsidi-
aries (December 31, 1943) 315,773,108, 778x%

Securities issued by registered holding companies and
their subsidiaries pursuant to Sections 6 (b) and 7

of the Act $985,981,951
Proceedings instituted by the Commission under Section
11 (b) of the Act (62 pending as of Junme 30, 1944) 2

Voluntary plans of reorganization submitted by registered
holding companies or subsidiaries thereof (45 pending as
of June 30, 1944) 2

Chapter X of the National Bankruptcy Act
Number of corporate reorganizations in which the Commission

has become a party under Chapter X (106 active cases re-
mained as of Jue 30, 1944) 19

(xix)

$ 6,015,167,912%
0%

5=



Trust Indenture Act of 1939

Number of trust indentures qualified under the
Act
Face amount of securities qualified under the Act

Investment Company Act of 1940

Number of investment companies registered

Number of investment companies which have ceased to
be reglisterad

Investment Advisers Act of 1940

Number of investment advisers registered
Number of investment advisers which have ceased to be
registered

Enforcement Statistics

Number of firms and individuals enjoined for violation
of Acts administered by the Commission

Number of defendants jndictsd fLor violation of Acts
administered by the Commission

Number of defendants comvicted for violatiom of Acts
administered by the Commission

Number of persons docketed in Commission'!s Seecurities

During Cumulative to (%)
Fiscal Year or as of (wx)
Ended June 30, 1944 June 30, 1944

0 304

$716,530,756 $ 4,346,127, 738

8 489%

27 118

90 1,083

6 3643

66 1,057

93 2,316%

88 1,100%

960 44y 9%

Violation files

(xx)



PART I
ADMINISTRATION OF THE SECURITIES ACT OF 1933

The Securities Act of 1933 provides for full disclosure of pertinent information regarding
securities publicly offered for sale in interstate commerce or through the mails, but does not
confer upon the Commission the power to approve or pass upon the merits of any security. The
Act is also designed to prevent misrepresentation, deceit and other fraudulent practices in the
sale of securities, Issuers of securities to be publicly offered and sold in interstate
commerce are required to file registration statements with the Commission, These registration
statements must contain specified information on the proposed offering and are available for
public inspection. An integral part of the requirements of each statement is & prospectus
setting forth in condensed or summarized form the more essential information contained in the
registration statement, The Act provides that the prospectus must be made available to in-
vestors to whom the securities are sold,

ENACTMENT AND SCOPE OF THE SECURITIES ACT OF 1933

The reasons for the enactment of the Securities Act of 1933 are stated in the President!'s
message to Congress on March 29, 1933, as follows:

"I recommend to the Congress legislation for Federal supervision of traffic
in investment securities in interstate commerce,

#In spite of many State statutes the public in the past has sustained severe
losses through practices neither ethical nor honest on the part of many persons
and corporations selling securities.

#0f course, the Federal Government cannot and should not take any action which
might be construed as approving or guaranteeing that newly issued securities are
sound in the sense that their value will be maintained or that the propertles which
they represent will earn profit.

"There is, however, an obligation upon us to insist that every issue of new
securities to be sold in interstate commerce shall be accompanied by full publicity
and information, and that no essentially important element attending the issue shall,
be concealed from the buying public, '

"This proposal adds to the ancient rule of caveat emptor, the further doctrine
'let the seller also beware.! It puts the burden of telling the whole truth on the
seller, It should give impetus to honest dealing in securities and thereby bring'
back public confidence,

"The purpose of the legislation I suggest is to protect the public with the
least possible interference to honest business.

“This is but one step in our broad purpose of protecting investors and
depositors. It should be followed by legislation relating to the better supervision
of the purchase and sale of all property dealt in on exchanges, and by legislation
to correct unethical and unsafe practices on the part of officers and directors of
banks and other corporations.

"What we seek is a return to a clearer understanding of the ancient truth that
those who manage banks, corporatiocns, and other agencies handling or using other
people's money are trustees acting for others.®

Following the first World War, the American people purchased corporate securities in un-
precedented amounts., During the period from 1920 to 1933 approximately $50,000,000,000 of new
issues were sold to American investors, In a majority of cases the public purchasers were not
furnished adequate information upon which to base an informed judgment to buy or not to buy,
By 1933, some $25,000,000,000 or 50 percent of those securities had become worthless.

State blue sky laws, which were on the statute books of practically all the states, had not

fully met the situation, since it was difficult for a state ic protect ita citirans from the
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depredations of unscrupulous promoters operating across state lines in interstate commerce.

Even if the limitations of the state!s own statutes and of the comuerce clause of the Federal
constitution presented no obstacle to the prosecution of such a promoter, he was physically .
outside the state's jurisdiction and extradition was seldom feasible, Accordingly, responsible

federal protection of investors in corporate securities, supplementing that afforded by the

state blue sky authorities, was an essential need.

As Louis D, Brandeis had emphasized so vigorously twenty years earlier, those who managed
corporations were managing other people!s money and those who were seeking new capital were
seeling other peoplet!s money, There arose an insistent demand that, in order to reduce hazards
to investors, the fiduciary character of the financial process be accorded legal recognition.
So, when President Roosevelt asked Congress, as part of the administration's program of reform,
to enact the Securities Act and the Securities Exchange Act, he initiated a series of conserva-
tive steps to cope with an unhealthy situation that had long festered and could no longer be
ignored,

The Securities Act, often referred to as the #truth in securities® act, was designed not
only to provide investors with adequate information upon which to base their decisions to buy
and sell securities, but also to protect legitimate business seeking to obtain capital through
honest presentation against competition from crooked pramoters and to prevent frawd in the sale
of securities., At the same time its purpose was to encourage the productive employment of
capital which had been frightened into hoarding, and to aid in providing employment through the
restoration of buying power. The Act was administered by the Federal Trade Commission from
May 27, 1933, the date of enactment, until September 1, 1934, when responsibility for its en-
forcement was transferred to the Securities and Exchange Commission,

REGISTRATION

The principal objective of the Securities Act is to protect investors by requiring a full
and accurate disclosure of the material facts regarding securities offered for sale in inter-
state commerce or by the use of the mails, In order to accomplish this, the Act provides that,
before non~exempt securities may be offered or sold to the public through the mails or in
interstate commerce, a registration statement must be filed with the Commission and must become
effective, In general, government and municipal securities and the issues of banks, railroads,
and cooperatives are exempt from the provisions of the Act.

In order to register securities the issuer must file a registration statement on the par-
ticular form prescribed by the Cammission as appropriate to the type of security proposed to be
offered, When a registration statement is filed it becomes a public document designed to set
forth all the material facts known to the issuer and the underwriters with regard to the company
and the securities to be sold. These include, among other things, statements with regard to the
character, size and profitableness of the business, its capitalization, the purpose of the
issue, options cutstanding against securities of the issuer, remuneration of officers and di=-
rectors, bomus and profit-sharing arrangements, underwriters! commissions, and pending or
threatened legal proceedings, Certified financial statements must be included. In order that
investors may have in convenlent form the basic material contained in the registration state-
ment, the Act also requires that they be furnished a prospectus containing at least the more
important information in the registration statement. In addition to providing the public infor—
mation on which to reach an informed judgment with regard to whether or not to purchase securi-
ties, the registration statement and prospectus serve as a record of the representations made at -
the time the securities were sold, and thereby simplify the problem of proof in any legal pro-
ceedings which may arise with regard to whether the registration statement or the prospectus
contains untrue or misleading statements or omits material information.

Experts were drafted from specialized classes of issuers to assist in the preparation of
forms and rules suitable to the specialized needs of their particular fields. It has been the
Commissionts established practice from the outset to submit every proposed registration form to
those persons to whom it would apply and to seek their comments and criticisms. Through this
system improvement has been made from time to time in the process for registering securities.

It has been the constant aim of the Commission to devise additional ways of simplifying the
mechanics of registration that could be made effective without foregoing the protection of the
public and investors. It should be borne in mind, however, when it is asserted that some of the
discloswres required appear to be needlessly searching, that the evaluation of a corporate se~
curity by the public is difficult under the most favorable circumstances and it is rendered
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unnecessarily hazardous if it must be done without all the relevant fects. It is not a simple
thing to draft a registration form to meet the needs of vast corporations which are not simple,
which have intricate capital strucutures, scores of subsidiary companies and far-flung and
varied business activities, Late in 1942 the Commission effected a comprehensive simplification
of a mumber of registration and reporting requirements under several of the statutes, including
a pew general form for registration of commercial and industrial corporate securities. This
form, S-1, permits the filing of the prospectus as a principal part of the registration state-
ment, thus eliminating much duplication between the prospectus and the registration statement

proper.

The examination of a registration statement by the Commissiont!s steff does not involve and
is not concerned with an appraisal of the merits of the security as an investment since the
Commigsion is not authorized to and does not pass Judgment upon the scundness of any security.
Under the Act, speculative or apparently unsound issues can be registered and sold provided the
whole truth is told., It follows that the Commission does not direct the flow of capital or try
to do so, although, of course, the necessity of disclosing the truth concerming the security
flotations may affect their reception. The basic policy is nol to attempt to protect the in-
vestor by insulating him from risk but to make available to him the information with which to
gauge the risk,

The Commission has no authority specifically to require an amendment to the registration
statement, However, it is authorized by Section 8 of the Act to issue an order preventing or
suspending the effectiveness of a registration statement if, after notice and opportunity for
hearing, it finds that the statement is inaccurate or incomplete in any material respect.
Ordinarily this procedure is unnecessary and the Comnission does not ,resort to it except in
those cases where there has been a definite or intentional effort to conceal or mislead,

In the interest of good administration, fair treatment of registrants, and minimm inter-
ference with business, a procedure not specifically spelled out in the Act was adopted early in
its administration, Registrants are informally advised of any material misrepresentations or
omlssions as promptly as possible after the statements are filed, thus affording an opportunity
for the filing of correcting amendments before the statements become effective. Through this
nletter of deficiencies® the Commission is able to advise the registrant of the information that
must be corrected or supplemented in order to meet the disclosure standards prescribed by
Congress, Another informal procedure that has proved useful is the pre-filing conference in
which representatives of registrants and underwriters discuss problems in connection with the
proposed filing with the Commission's staff for the purpose of determining in advance what types
or methods of disclosure would be necessary under the circumstances of the individual case,

This informal method of handling cases has injected an element of flexibility into the registra-
tion procedure which has proved so satisfactory that it has not been necessary to issue a stop
order since 1941.

The time required to examine and clear a registration statement depends largely on whether
a simple or complex situation is involved., The original Section 8 (a) of the Act required a
twenty-day waiting period after filing before the registration statement could become effective.
Moreover, any amendment filed prior to the effective date starts the twenty~-day period running
anew unless the Commission accelerates the amendment by dating its filing back to the original
filing date of the registration statement., The principal objectives of the waiting period are
to give the public an opportunity to absorb the information in the prospectus or registration
statement and to get away from the hasty methods of distribution previously in vogue which
practically compelled minor distributors and dealers to make commitments blindly,

The Commnission has endeavored to adapt its procedures to the accustomed practices of busi-
ness men and distributors of securities in so far as this is consistent with the intent of
Congress and the protection of investors, When the Commission found, therefore, after a study
of the needs of the business, that a twenty-day waiting period after the filing of amendments
would, in many cases, involve an unnecessary hardship, it adopted the policy, when amendments
are not too important and complicated, of permitting registration to become effective on the
twentieth day after the original filing date or as soon thereafter as possible.

On August 22, 1940, Section 8 (a) was amended, with the support of the Commission, to give
the Commission discretionary authority to accelerate the effective date under certain circum-
stances without regard to the original twenty-day period. In other words, the amended section
provides that the effective date shall be the twentieth day after the filing of a registration
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statement or such earlier day as the Commission may determine but the Commission is required to
give due regard to such matters as the adequacy of the information respecting the issuer which
has previously been made public and the ease with which the rights of the holders of the secu-
rities to be issued can be understood. The Commission cooperates with registrante in expediting
registration as much as possible consistent with the public interest and the protection of
investors. Reglstrants who sre able readily to meet the standards of the Act and the rules of
the Conmmission obtain effective registration of their securities in substantially leass than

twenty days after filing,

Since Seetion 5 of the fet prohibits offers or sales to be made prior to the effectiveness
of the registration statement, issuers and underwriters were, at first, reluetant to send out
any information to potential investors during the waiting period for fear such circulation would
be construed as an offer to ssll securities., ERarly in its history, therefore, the Commission,
in order to make information available to potential dnvestors, published severel cpinions of its
general counsel to the effect that distribution of information contained in the registration
statement prior to the effective date of the registration statement would not constitubte an
n.llegal offer provided it were wery clearly explained that the circulation was not intended as
an offér of the security. This has resuited in the more or less common practice of underwriters
and dealers eirculabting, prior to the effective dabe of the registration statement, the so-
called "red herring" prospectus which derives its name from the practice of printing in red
lettera either diagonally across or along the margin of each page a clear statement that the
document is not intended as an offer of the security and dirscting attention to the prohibitions
in the Act against offers prior to effective registration. o

VOLULE OF REGISTRATIONS UNDER THE SECURTTIES ACT

From the date of its enactment to June 30, 1944, there were filed under the Act 5,420
registration statements, of which 4,510 became effective covering securities of a total value of
$25,345,392,000, Of the statements which had beccome effective, 173 were later withdrawm or sub-
Jjeect to stop order so that the ultimate disposition of the 5,420 registration statements filed
was as follows: 4,337 became effective and were not subsequently subject to stop order or with-
dérawn; 855 were withdrawn; 182 were subject to atop or refusal orders; and 46 were pending at
the end of the period, For the fiscal year ended June 30, 1944, 221 repgistration statements

“became effective, covering 301 ipsues of securities in the amount of §1,759,780,000, which was
nearly three times the volume of that category in the preceding fiscal year. Approximately one-
half of the new issues registered in the past fiscal year for cash sale were debt securities,
Detailed statistics relating to new issues of securities offered for cash sale, the proposed
uses of net proceeds from the sale of all new corporate issues, and the issues effectively
registersd under the Securities Act, including data on costs of flolation of equity issues
registered by small companies, will be found in the Appendix Tables 1 to 4, inclusive,

The following table indicates the disposition of registration statements filed under the
Securities Act of 1933 as amended:

Disposition of Registration Statements

To H ]
June 30, 1943 : July 1, 1943 to : Total
A t June 30, 1944 + - .
Statements filed 5175 5420
Stetements affective ‘ 4123 (a) 216 {a} 4337 (a)
Statenents withdrawn « nst 831 24 855
Stop or refusal orders = net 182 0 . 182
Jn process of examination or awaiting amendmwents:
At close of year ended June 30, 1943 43
At close of year enmded Juns 30, 1944 . : &b

(a) Does not include effective statements which were later withdrawn or on which a stop order
had been placed which was still in effect at the end of the period, For the fiscal year
ended Juns 30, 1944, four registratlion statements which became effective in the period
were later withdrswn and were therefore not. included m the nmumber of statements effective -
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A total of 734 amendments 1/ to registration statements were also filed and examined
during the past fiscal year, compared with a corresponding total of 471 during the preceding
year,

Certain registrants under the Securities At of 1933 also filed during the year, pursuant to
Section 15 (d) of the Securities Exchange Act of 1934, 348 annual reports 2/ and 47 amendments
thereto, and 250 quarterly reports g/ and 5 amendments thereto, all of which required
examination.

In addition, the following supplemental prospectus material was filed and examined during
the past fiscel year under the Securities Act of 1933:

222 prospectuses pursuant to Rule 800 (b) which requires the filing of such
information within 5 days after the commencement of the public offering,

107 sets of supplemental prospectus material showing material changes occurring
after the commencement of the offering,

222 gets of so-called 13-months prospectuses pursuant to Section 10 (b) (1) of
the Act,

Thus during the past fiscal year there were filed in the aggregate 551 additional prospectuses
of these three classes,

At the same time, 213 supplementary statements of actual offering price were filed as re—
quired by Rule 970; and there were 11 instances where registrants voluntarily filed supple-
mental financial data.

EXEMPTTONS

Securities of the following issuers are exempted from registration under the provisions of
the Securities Act: The United States, any state, territory, municipality or political sub-
division thereof, a national bank or banking institution organized under the laws of any state
or territory or the District of Columbia and supervised by a state or territorial banking come
mission or similar official; railroads the issuance of whose securities is subject to approval
by the Interstate Commerce Cemmission; persons organized and operated exclusively for re
religious, educational, benevolent, fraternal, charitable or reformatory purposes and not for
pecuniary profit; building and loan associations and farmers! cooperative associations as
defined in specified sections of the Revemme Act, Securities issued in the following transace
tions are also exempted from registration; securities which are part of an issue exchanged by
an issuer with its existing security holders exclusively where no cormission or other remunera-
tion is paid or given for the solicitation of the exchange; securities issued in exchange for
one or more oubtstanding securities, claims or property interests, or partly in such exchange
and partly for cash, where the terms and conditions of the issuance thereof have been approved
by a court or regulatory body of the United States or any state which is authorized to approve
the issuance after a hearing upon the fairness of the terms aund conditions of the offer at
which all parties have a right to appear; and securities which are part of an issue sold only
to persons resident within a single state or territory where the issuer of such securities is
incorporated in and doing business within such state.

In addition, the Act provides exemptions from its registration and prospectus requirements
for transactions by any person other than an issuer, underwriter or dealer; transactions by an
issuer not involving any public offering; and dealers! transactions made more than a year after
a registered offering except in situations where the dealer is performing the functions of an
underwriter of the securities,

1/ These amendments include 486 classed as "pre-effective" and 248 as “posteeffective®, and do
not take into account 361 others of a purely formal nature classed as "delaying" amendmenis.

_2/76 of the above anmal reports and the 250 quarterly reports were filed pursuant to
Section 30 of the Investwment Company Act of 1940 also,
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Moreover, Section 3 (b) of the Act gives the Commission authority to exempt from the
registration requirements any class of securities issued in an amount not exceeding $100,000,
subject to such conditions as the Commission may prescribe. In accordance with this section,
the Commission has issued rules and regulations which enable an issuer to sell securities
without registration in an amount not exceeding $100,000. These rules merely require the
filing of a brief letter of notification with the Commission at least 24 hours prior to the
offering, together with copies of any prospectus proposed to be issued in connection with the
offering.

Private Placements

For the ten~year period ended June 30, 1944, $22,272,641,000 of new corporate securities
were offered for cash in the United States. Of that amount, approximately $14,757,530,000 or
6643 percent were registered, and nearly $7,515,000,000 were exempt from registration under the
Securities Act, Slightly over half of the exempt securities were privately placed, and most of
the balance were issued under the authority of the Interstate Commerce Commission,

The substantial amount of corporate bond issues sold privately to institutional buyers in
recent years is attributed by some critics of the Securities Act to a desire on the part of
issvers to avoid the registration requirements of the Act. In the Commission's opinion,
however, the real causes for the growth of private placements will be found in the unfolding of
certain broad economlc forces totally unrelated to the registration requirements of the Securi-
ties Act. They include the combination of a great expansion in the assets of legal reserve
life insurance companies with a material decline in the volume of corporate bonds available for
investment. It was primarily the resultant pressure of institutional funds for investment
which led to the large increase in private placements, Moreover, as a result of the decline in
interest rates in recent years, coupled with increasing individual income tax rates, high grade
corporate bonds have been less attractive to individual investors and the market for corporate
bonds has been predominantly among institutional investors. Since 1941, when the Commission
adopted its rule requiring competitive bidding in the sale of securities by registered public
utility holding companies and their subsidiaries, the relative volumes of private placements of
utility securities has greatly declined.

Small Financing

As a means of facilitating small financing, representatives of the securities industry
have urged that the present exemption 1limit of $100,000 be raised and the Commission has given
serious consideration to the suggestion. 1In the hearings before the House Committee on Inter—
state and Foreign Commerce in 1941 on various proposals for amending the Securities Act of
1933 and the Securities Exchange Act of 1934, the Commission stated that it would not object
to raising the exemption limit specified in Section 3 (b) of the Act to $300,000, if the pro-
visions giving the Commission authority to impose terms and conditions essential to protect the
public interest and the interest of investors were retained. 3/

The exemption permitted by Section 3 (b) of the Act is not complete exemption from all
provisions of the Act, It is limited by express provisions in Section 12, which imposes civil
liability on persons who sell securities in interstate commerce or through the mails by means
of untrue statements or misleading omissions, and in Section 17, which makes it unlawful to
sell securities by such means or by other types of fraud., Each of these sections by its omn
terms is applicable to transactions regardless of whether the securities involved have been
exempted under Section 3 (b). The principal effect of a Section 3 (b) exemption is to permit
the sale of securities on the basis of a less complete disclosure than that required by the Act
in the case of a registered security. Moreover, civil liebilities will be incurred only by the
seller and the person controlling the seller, while in the case of the sale of a registered se-
curity, the full and fair disclosure described in the Act is required to be made and the civil
liabilities of Section 1l run against all the persons specified in that Section. This latter
sanction against practically all persons concerned in the distribution of a security is one of
the most important of implements in carrying out the policy of the Act, since it results in a
concerted effort on the part of all concerned to provide full and fair disclosure of the
character of the securities offered.

3/ On Jamary 6, 1945, Senator Vandenburg introduced S.62, to amend Section 3 (b) of the Secu~-
rities Act of 1933, as amended, so as to permit exemption of security issues not exceeding
$300,000 from the registration provisions of the Act.
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It has been urged that the proposed amendment to broaden the exemption permitted by
Section 3 (b) will be helpful to small businesses that seek financing through public offerings
of securities and for that reason the Commission has concluded that it merits a triale Yet the
Comnission'!s records of the cost of small flotations of issues indicate that the major part of
such costs is compensation to underwriters and distributors, and only a relatively small part
is represented by other expenses, inc¢luding those affected by registration requirements, This
would seem to indicate that the registration requirements of the Securities Act have very
little to do with the high flotation costs of small issues, .

Statistics showing the flotation costs of equity security issues of small companies during
the period from Jamuary 1, 1938 to June 30, 1944 are presented in Appendix Table 2, There are
included all common and preferred issues filed separately for primary distribution by companies
having less than five million dollars of assets, other than issues of investment trusts and
extractive industry companies. The analysis shows that the total flotation costs of equity
issues of companies reporting less than one million dollars of assets amounted to 21,6 percent
of the expected gross proceeds, which included 19.7 percent as compensation to underwriters and
dealers and 1.9 percent for other expenses, Comparable figures for the companies reporting
assets of between one and five million dollars were 15,8 percent total flotation costs, which
included 14,0 percent as compensation and 1.8 percent for other expenses.

Of course only a part of the "other expense" category is attributable to registration.
Such expense items as issuance taxes, registrar's fees, trustee's fees, the cost of complying
with State securities laws, and the cost of printing certificates and the preparation of
underlying documents such as charter amendments and mortgages must be paid even though securi-
ties proposed to be offered are exempt from registration. Furthermore, even though registra-
tion were not required, there would in most cases be certain fees for legal and accounting
services and expenses for the preparation of selling literature. It seems clear, therefore,
that any measure designed to diminish that portion of the 1.8 or 1.9 percent "other expense®
figure attributable to registration costs alone may not afford very substantial relief to en-
terprises that must pay in addition from fifteen to twenty cents out of every dollar as com-
mission to underwriters for selling their securities.

In connection with security issues for which exemption from the registration requirements
of the Securities Act of 1933 is provided by the Commission's rules and regulations promlgated
under Section 3 (b) of the statute, there were filed with the Commission during the past fiscal
year a total of 427 letters of Notifieation, pursuant to Regulation A, and 209 amendments
thereto, representing an aggregate offering price of $21,933,994 of which 40 Letters of Notifi-
cation with an aggregate offering price of $1,413,252 related to offerings of oil and gas
leases and securities of companies engaged in various phases of the oil and gas business,
During the past year also the Commission received and examined 362 Offering Sheets, filed pur-
suant to Regulation B, and 376 amendments to such Offering Sheets, relating to fractional
undivided interests in oil and gas rights. The following table indicates the action taken with
respect to these Offering Sheets:

Various Actions on Filings under Regulation B

Temporary suspension orders (me 340 (a)) 0000000000000 00000¢0000000e 69
Orders terminating proceeding after amendment eeeocscescssscsscsccssnse 56
Orders consenting to withdrawal of offering sheet

and terminating Proceeding eeeescesssssessetcesscsccccscsscncaconcsce 4
Orders terminating effectiveness of offering sheet

(no proceeding pending) ®es0000000000s00000000s0000ss00ssssrssenseses 34
Orders consenting to amendment of offering

sheet (no proceeding pending) *eccescssecscncsrsserstssnssnssesassocs 231
Orders consenting to withdrawal of offering

sheet (m proceeding pending) ooooooooooo-o.oo.oo..o.coooooooooo-o-ooE

Total Orders esssannrrrresssn o rrestann  rrrreIao 2283333 P2233% % % escee 411

Also during the past year the Commission received and examined confidential written re-
ports concerning sales from a broker-dealer or offeror to an individual, or from one dealer to
another, required under Rules 320 (e) and 322 (d) of Regulation B. Of these reports, 3,237
were o:il?':]r; 1-G and 599 on Form 2-G, representing sales aggregating $1,739,153 and $957,731,
Irespec 3
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CHANGES MADE IN RUIES DURING PAST YEAR

The principal change in rules and regulations of the Commission adopted under the Secu~
rities Act of 1933 during the past year consists of amendments to Rules 5-Q4 and 12-06 of
Regulation S-X. On December 22, 1942 the Commission adopted comprehensive amendments to Regu-
lation S-X designed to simplify -and shorten reports required to be filed by registrants by
permitting under designated conditions the omission or partial omission of certain schedules.
The Commission's experience with those amendments had not been entirely satisfactory. The
revisions of December 9, 1943 are designed to secure with a minimum burden and expense certain
information deemed essential relating to property, plant, and equipment. While the rules as
amended call for the filing under certain circumstances of information with respect to
property, plant, and equipment not previously required, the new requirements relating thereto
are less than those existing prior to December 22, 1942,

As amended, Rule 5-04 permits the omission of Schedule V, Property, plant and equipment,
if the total of such assets at both the begimming and end of the period does not exceed 5
percent of total assets (exclusive of intangibles) and if neither the additions nor deductions
during the period exceeded 5 percent of total assets (exclusive of intangible assets). The
amendment to Rule 12-06 provides that, in case the additions and deductions columns are
omitted from Schedule V, as permitted by Note 3 of Rule 12-06, the total of additions and the
total retirements and sales shall be given in a footnote to the schedule,

During the past year the Commission also amended the Instruction Book for Form A-2 for
Corporations so as to eliminate unnecessary and obsolete matter and to clarify several of its
instructions,

ENFORCEMENT AND COMPLIANCE

The enforcement of the statutes which it administers is, of course, one of the Commission's
most important functions. Prior to the reorganization of its staff in 1942, this duty was per-
formed by a separate Legal Division. Since the reorganization, the enforcement of the pro-
vislons of the Securities Act of 1933 has been conducted by the Office of Counsel to the Cor-
poration Finance Division., That office also investigates violations of Sections 14 (a) and
16 (a) of the Securities Exchange Act of 1934, governing the solicitation of proxies and the
disclosure of stockholdings of officers, directors and more than ten percent owners, the
various disclosure requirements contained in the Trust Indenture Act of 1939 and the Invest-
ment Company Act of 1940, Section 10 (b) of the Securities Exchange Act of 1934 and Rule
X=10B-5 thereunder, prohibiting fraud in the purchase or sale of securities, and of Section
12 (h) of the Public Utility Holding Company Act of 1935 which prohibits political contribu-
tions by utility holding companies or subsidiaries, The enforcement of these provisions and
the litigation with respect thereto are discussed under the respective Acts.

Enforcement under the Securities Act of 1933 is generally of a twofold nature, i.e., the
prevention of fraud and the enforcement of the disclosure requirements.

Section 17 (a) of the Securities Act of 1933 makes unlawful the use of any misrepresenta-
tions or fraudulent schemes in the sale of securities, A very considersble part of the Commis-—
sion's litigation involves injunctive actions to restrain violations of this section, For
example, in S,E.C. Ve Timetrust, Inc,, 39 F. Supp. 145 (N.D. Calif. 1941), an injunction was
obtained where representations were made that Timetrust certificates were similar to a savings
account, whereas the solicitation to purchase such certificates was merely a device for selling
Bank of America stock on the instalment plan. 4/ In S.E.C. v.m(n. Minn,
1943), an injunctlon was obtained where representations were ce cates sold
were better or safer than United States War Bonds, that the purchase of such certificates was a
patriotic duty and aided the war effort, that the yield was higher than War Bonds, and that the
certificates were guaranteed by the United States or the Securities and Exchange Commission., A

_1:/ On appeal, the Ninth Circuit Court on July 31, 1942, remanded the case to the trial court
for specific findings of fact as to whether or not the defendants devised a fraudulent
scheme within the prohibitions of the statute, On October 24, 1942, the trial court re-
turned its additional findings of fact in which it found that all of the defendants em-
prloyed Timetrust as a device, scheme and artifice to defraud, The Circuit Court on May 8,
1944 affirmed the judgment as to Timetrust Inc., Parker, Wood and Blanchett, and reversed
the judgment as to Bank of America, A. P. Glannini and L. Mario Giannini,
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detailed description of this case will be found under the discussion of the Investment
Company Act of 1940,

The disclosure requirements have been discussed in some detail above., Where it appears
after investigation that any of such requirements has been or 1s about to be violated, the
necessary action is instituted by the Commission., It may be noted at this time that Section 23
of the Securities Act of 1933 (as well as Section 26 of the Securities Exchange Act of 1934 and
Section 35 of the Investment Company Act of 1940) prohibits any representation that the Commis-
sion has passed upon the merits or given approvel to any security for which a registration
statement has been filed, Where such statements were made, the Commission has instituted the
necessary injunctive action to halt such activities.

The provisions of the Securities Act authorize the Commission to refuse to permit a regis—
tration statement to become effective if it appears on its face to be incomplete or inaccurate
in any material respect, and empower the Canmission to issue a stop order suspending the effec-
tiveness of any registration statement which at any time is found to include any untrue state-
ment of a material fact or to omit to state any material fact required to be stated therein or
necessary to make the statements therein not misleading, These provisions of the Act have been
construed by the courts in several important cases, 2/ In.Jones Ve S.E.C., 298 U.S. 1 (1936),
a majority of the Supreme Court (Justices Cardozo, Brandeis and Stone dissenting) held that the
commencement of stop order proceedings by the Commission prevented Jones! registration state-
ment from ever becoming effective and that since none of the securities sought to be registered
had been offered or sold there was no public intersest which could be prejudiced by its with-
drawal in accordance with Jones! request. On this basis the Court held that the Commission had
erred in denying withdrawal of the statement. This decision has been considered as largely
limited to the procedure which the Supreme Court deemed proper far the Commission to employ in
connection with the suspension of the effectiveness of registration statements, In a later
case in 1939, Oklahoma-Texas Trust v. S.E.C., 100 F, (2d) 888, the Circuit Court of Appeals for
the 10th Circul® unanimously allirmed an r of the Commission suspending the registretion of
securities because of fraudulent misstatements contained in the registration statement, There
it appeared that all of the securities registered had been sold prior to the commencement of
the stop order proceedings and the Trust contended that under the authority of the Jones case
the Commission had lost its power to issue a stop order. The court distinguished the Jones
case, however, on the ground that here the public interest would be prejudiced by permitting
the registrant to withdraw its registration statement. Immediate and subsequent purchasers of
the securities were emtitled to be apprised of the fact that the registration statement, a
matter of public record, upon which they had relied, was false and misleading, and to have the
benefit of the civil liability provisions which gave them various remedies for the losses which
they sustained on the securities. In other cases the courts have held that a stop order sus-
pending the effectiveness of a registration statement is not reviewable by the courts after it
has been lifted upon the filing of amendments in accordance with the stop order (Austin Silver
%_fm_. ¥e S.E.C., 1.S.E.C. Jud., Dec, 732, App. D.C., 1939), and that an order denying a

on for pe!m,n to withdraw a registration statement without prejudice to remewal at the
conclusion of the hearing then pending in comnection with the stop order proceedings is merely
interlocutory and not reviewable under the Act (Resources Corporation ve. S.E.C., 97 F. (2d)
788, C.C.A. 7, 1938).

The question of the enforceability of contracts relating to the issuance or sale of secu-
rities which have hot been registered as required by the Securities Act has been considered in
two cases, In Frost & Co., v. Coeur d'Alens Mines Corporation, 312 U.Ss 38 (1941), the Supreme
Court held that an option to sell securities in violation of the Securities Act was not void
and could lawfully be the subject of an action for damages for its breach. In that case the
Commission, without taking any position as to the disposition of the particular case, filed a
brief as amicus curiae in the Supreme Court, urging that, as a general proposition, the
question whether such agreements should be enforced ought to depend upon whether or not in
the circumstances of the particular case the public policy in favor of the protection of in-
vestors would be served or hindered by enforcing the agreement between the parties. In a later

case, Judson v. Buc| 130 F. (2d) 174 (C.C.A. 2, 1942), the Commission filed an amicus
curiae memorandum Circult Court of Appeals for the Second Circuit, explaining its view
of the principle emunciated in the Coeur d!Alene case and contending that the agreement in the

2/ See Appendix Table 32 for list of citations of court cases involving the various statutes
administered by the Commission.
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instant controversy should not be judicially enforced because there was no investor interest,
immediately or otherwise, to be served by enforcement, The Second Circuit accepted the
reasoning of the Commission but held that on the basis of facts in the record which neither the
district court nor the Commission had considered, the parties were not equally guilty of
violating the Act and that, accordingly, recovery should be allowed.

It must be remembered that in enforeing either the fraud or disclosure provisions, it is
necessary that a sale of a security be involved. Not only is the Commission presented with
instances of flagrant disregard of the statute in the sale of ordinary securities without
compliance with the statute, but more subtle efforts have been made to evade such provisions,
Sales of securities have been disguised and camouflaged so as to appear to be simple sales of
real or personal property. The scheme usually adopted is to execute to the investor what
appears to be an ordinary bill of sale. Coupled with this is an oral or written understanding
that the property sold is to remain in the possession and control of the promoter who is to
distribute the profits to the purchaser, In S.E.C. v. Payne, 35 F, Supp. 873 (S.D.N.Y. 1940},
the security was disguised as a purported sale of silver foxes, In S.E.C. v, Cultivated QOyster
Farms, 1 S.E.C. Jud. Dec. 672 (S.D. Fla., 1939), it was oyster bottom acreage. In S.E.C. Ve
Tung Corporation, 32 F. Supp. 371 (N.D. T11l, 1940), and S.E.C. V. Bailey, 41 ¥. Supp. 647

(5.D. Fla. 1941) » it was interests in tracts for the development of tung trees. Other cases of
the same nature were S.E.C. V. 33 F. Supp. 988 (D. Mass. 1940), shares in fishing boats;

S.E.C. V. Bourbon Sales Corp., F. Supp. 70 (W.D. Ky., 1942), whiskey bottling contracts;
5.E.C. v. Universal service Corp., 106 F. (2d) 232 (C.C.A. 7, 1939) cert. den., 308 U.S. 622

s contributions to a scientific crop growing enterprise; S.E.C. v. Crude Oil Corporation
93 F. (2d) 844 (C.C.A. 7, 1937) crude oil; S.E.C. V. Joiner, 320 U,S. 344 (1943), oil % gas
leases; S.E.C. V. City Meter Service (D NoJ.; 1939) and 5.E.C. v. Parking Meter Corp. (N.D.
Ohio, 1939), parking meters; 5.B.G. Ve Sentenal (S.D. Ohio, 1941), popcorn ines; 5.E.C, V.
Gilbert, 29 F. Supp. 654 (S.D. Ohio, 1939), shares in cargo boats; S.E.C. V. George ifashington
Cemelery (D. N.J. 1942), cemetery lots; S.E.C. v. Honjar (D. Mass. 1942), "perso oans'e,
Such efforts to evade the statute are due usually To the inherent unsoundness of the securities
sold, In the case of the sale of tung tree land, for instance, it was shown that the acreage
being sold was not suitable for such production,

The Commission, of course, does not take the position that an ordinary sale of real or
personal property involves the sale of a security. But where a purchaser has no intention of
assuming any control of the property purchased, but is really buying only an interest in a
business enterprise and looks solely to the efforts of the promoter to earn a profit for him,
the courts have sustained the Commission's position that the substance contrels the form and
that there is involved the sale of a security and in the use of misrepresentations and
fraudulent schemes an injunction should be issued, As the Supreme Court recently said in the
Joiner case:

" ., « « the reach of the Act does not stop with the obvious and commonplace,
Novel, uncommon or irregular devices, whatever they appear to be, are also
reached if it be proved as matter of fact that they were widely offered or
dealt in under terms or courses of dealing which established their
character in commerce as 'investment contracts® or as 'any interest or in-
strument commonly known as a “securityng't

In several cases the courts have defined the statutory term sale of a security to include
the stamping by a company of securities previously issued by it with a legend reciting an
agreement of the holders to an extension of maturity (S.E.C. v. Associated Gas & Electric Co.,
2/, Fo Supps 899, S¢D. N.Y., 1938), the solicitation of subscribers to an investment advisory
service to sign statements that they would or "may? accept stock in a corporation not yet in
existence (S.E.C. v. Stamont, 31 F. Supp. 264, E,D. Wash., 1939), and an exchange of property
for stock (U.5. Ve {edeY, 126 F. (2d) 81, C.C.A. 7, 1942). In U.S. v. Kopald-Quinn & Co.,

1 S.E.C. Jud, Dec. mn. Ga., 1937), a dealer's confirmation slips w?ﬁg%ﬂ'ﬁ._a_ﬂze
securities transactions and the final step in their sale for the purpose of determining
whether the mails were used in the sale of a security, In National Su Co, v. Leland
Stanford Junior University, 134 F. (2d) 689 (C.C.A. 9, 1943), the Eomiss:LEon‘s interpretative
rule excluding finition of a sale the issuance in a statutory merger or consolida-
tion of new securities exclusively to the security holders of the constituent corporations was
upheld,
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In two criminal cases the courts have included within the definition of 4% Yeider liable
for using the mails to sell securities without a registration statement being in effect,
promoters and stockholders who complétely dominated the corporations concerned ( Ve
U.S., 108 F, (2d) 698, C.C.A. 6, 1939, and Shaw v, UoSo, 131 F. (2d) 476, C.C.A. s 42).

In S.E.C. V. Chinese Benevolent Assn., Inc., 120 F. (2d) 738 (C.C.A. 2, 1941), the court
held that a benevo assoc acted as an underwriter where it solicited offers to buy
bonds of the Republic of China and received funds therefor which it transmitted to that
country, and accordingly was not entitled to the benefit of the statutory exemption permitting
the sale of unregistered securities by any person other than an issuer, underwriter or dealer.
So, t0o0, in Merger Mines Corporation v. Grismer, 137 F. (2d) 335 (C.C.A. 9, 1943), it was held
that the president of & mining corporation occupied the position of an underwriter in public-
ly offering stock issued to him in replacement of stock previcusly loaned to the corporation;
and persons who purchased securities with a view to distribution from a corporation under
common control with the issuer were held to be underwriters as defined by the Act and their
sales of stock through use of the mails and facilities of interstate commerce were in violation
of the registration provisions of the Act (S.E.C. v. Saphier, 1 S.E.C. Jud. Dec. 291, S.D.
N.Y.’ 1936)0

While the Securities Act contains a number of provisions exempting various types of secu-
rities and securities transactions from the registration provisions of the Act, only a few of
these exemptions have been considered by the courts. Perhaps the most important of the cases
dealing with this problem in S.E.C. V. Sunbeam Gold Mines Co., 95 F. (2d) 699 (C.C.A. 9, 1938).
That case involved the interpretation of the provision of sSection 4 (1) of the Act which
excepts from the registration provisions "transactions by an issuer not involving any publie
offering.® The question was whether the solicitation of loans from stockholders of two mining
companies for the purpose of completing the purchase by one of the assets of the other and of
raising enough monsy to register a contemplaved new issue of stock with the Commission involved
a ®public offering.,® The total mumber of stockholders of both companies was 530. The court
held that the distinction between "publich® and "private" depends upon the circumstances under
which the distinction is sought to be established and the purposes sought to be achieved by the
distinction, In accordance with the legislative history of the Act, the court held that an
offering to stockholders other than a very small mumber was a public offering. To the same
effect is Corporation Trust Co, V. lLogan, 52 F. Supp. 999 (D. Del. 1943).

The Securities Act, lile the other statutes administered by the Commission, autharizes the
Commission to conduct investigations for the purpose of determining, upon camplaint or other—
wise, whether any provisions of the Act or of any rule or regulation issued thereunder, have
been or are about to be violated. For the purpose of such investigations, the Commission, any
of its members, and any officers designated by it, are statutorily empowered to administer
oaths, subpoena witnesses, take evidence and require the production of books, records and other
docunments which the Commission deems relevant or material to the inquiry. Information dis-~
cloged through investigations may be made public by the Commission, and may serve as the basis
for formal hearings conducted by the Commission, for injunction actions instituted by the Com-
mission or for reference to the Department of Justice to institute criminal proceedings.

Considerable litigation has arisen from refusals to appear in response to Commission's
subpoenas., In such situations, applications are made to the appropriate United States Court
for enforcement. The subpoenaing of witnesses and documentary evidence in the course of in-
vestigations instituted by the Cammission has resulted in nearly 50 legal actions brought for
the most part by the Commission for the purpose of obtaining judicial enforcement of the sub-
poenas and in a few cases against the Commission for the purpose of enjoining enforcement of
the subpoenas. The Jones case discussed above was actually a suit by the Commission to obtain
judicial enforcement of a subpoena requiring Jones to appear and testify in the Commissionts
stop order hearing., Jones! challenge of the constitutionality of the registration and in-
vestigation provisions of the Securities Act was rejected by the New York District Court and by
the Second Circuit, which upheld the Commission's right to obtain Judicial enforcement of the
subpoena in that case. Although the Supreme Court reversed the judgments of the courts below,
for the reasons previously stated, it did not disturb their holdings sustaining the constitu-
tionality of the Act., Noteworthy in this connection is the case of Newfield 7.5%, 91 F. (24d)
700 (C.C.A. 5, 1937), cert. den, 302 U.S. 729 (1937), & consolidation of three s brought
against the Commission's representatives, and the Western Union and Postal Telegraph Compenies
to enjoin compliance with subpoenas calling for the production of certain telegrams, After the
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Supreme Court denied certiorari, the subpoenas were ordered enforced. A similar situation
arose in McMann v. s 16 Fo Supp. 446 (S.D. N.Y. 1936), affd. MclMamn v. S.E.C., 87 F. (2d)
377 (C.C.KT 2, 1937), cert. den. 301 U.S. 684 (1937), where an effort was unsuccessfully made
to prevent a brokerage firm from complying with a Commission subpoena. In these cases and in
Consolidated Mines of California Ve S.E.C., 97 F. (2d) 704 (C.C.A. 9, 1938), the courts
unanimously upheld the propriety and Tegality of the Commission's investigations against
charges of "snooping® and "fishing expedition", as being adequately justified by facts in the
possession of the Commission; and found the subpoenas to be properly issued and reasonably
limited so as not to constitute an unreasonable search or seizure or invasion of privacy. In
three recent cases, S.E.C. ve. Penfield COQ, 143 F. (2d) 71}6 (C-G.A. 9, 1944), SeE.Ce V. GuIf
States Royalty (S.D. Wass. No. 615, 1943), and S.E.C. v. McGarry (D. Colo. 194%), the courts -
in connection with Securities and Exchange Commission subpoenas have followed the rule in
Endicott-Johnson v. Perkins, 317 U.S. 501, in which the Supreme Court held that the Secretary
of 1abor was enbitled To enforcement of a subpoena upon a showing merely that it was not

plainly incompetent or irrelevant,

The circumstances of the Penfield cass have brought to the fore a weakness in the Commis-
sion's statutory investigation procedure which was undoubtediy not foreseen by the framers of
the Commission's Acts. Although the Conmission was doubtless given the power to conduct in-
vestigations for the purpose of discovering whether viclations of the Acts have occwrred, in
order to provide a law-enforcement weapon that would be more effective than the cumbersome
grand jury investigation procedure, it has been the Commission's experience, drawn from the
Penfield case and other cases, that suspected wrongdoers designedly may seek to delay the dis-
covery of their violations by forcing the Commission to go through lengthy court proceedings to
obtain enforcement of its subpoenas. The decision in the Penfield case illustrates the prob-
lem. As the court pointed out, the Copmission began an investigation against Bourbon Ssles
Corporation and several individuals on May 14, 1942. The purpose of the:investigation was to
determine whether they had violated the registration and fraud provisions:of:the Securities Act
in the sale of whiskey bottling contracts. A subpoena issued by the Commission was not cbeyed
and the Cosmission was obliged to apply to a federal district court for an enforcement order,
which was issued on October 15, 1942, The enforcement of that subpoena disclosed a hitherto
unknown relationship between Penfield and Bourbon Sales, The Commission found that Penfield
had been acting as agent for the Bourbon Sales Corporation in selling bottling conmtracts
through the mails to persons to whom Bourbon Sales or Penfield had previously sold whiskey
warehouse receipts and that Penfield had subsequently sold its own bottling comtracts through
the mails in exchange for such receipts. The Commission also learned for the first time that
stock of Penfield was being sold to the public through the mails in exchange for bottling con-
tracts previously issued either by Penfield or Bourbon Sales., On April 8, 1943, the Commission
expanded its investigation to name the Penfield Company and to cover the sale of Penfield
stock. On April 9, 1943, a duly authorized officer of the Commission served a subpoena duces
tecum upon one of Penfield's officials requiring the production of specified items contained in
PenfTeld's books and records. Penfield refused to comply with the subpoena and the Commission
was again obliged to resort to a federal district court for its enforcement. The district
court issued an order enforcing the subpoena on June 1, 1943. The appeal to the Ninth Circuit
Court of Appeals followed, and on June 30, 1944 it affirmed the district court!s enforcement
order. Shortly thereafter the mandate of the Ninth Circuit was stayed to permit the Penfield
Company to apply to the United States Supreme Court,

PR
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Thus more than two years had elapsed and the Commission had not been able to cbtain
certain facts sought in its investigation. The fact that prosecutions are barred three years
aftter the offense, makes it apparent that such delays may often prevent proper enforcement of
the law, 6/ A possible remedy for this situation would be an amendment to the general statute
of limitations tolling the statute for the period during which an administrative investigation
is in progress with respect to enforcement proceedings or at the very least while proceedings
to enforce subpoenas are pending in the courts.

As an offshoot to some of the above types of actions are the contempt actions brought by
the Commission for violation of court decrees. These actions have been chiefly for discbedience
to three types of decrees; those enjoining the illegal sale of securities; those relating to the
improper sclicitation of proxies, and those ordering enforcement of subpoenss.

g Since the close of the period covered by this report, the Penfield Company and several of
its officials have been indicted,
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At the direction of the President of the United States, investigations have been made of
certain corporations holding important war contracts., Confidential reports of such investi-
gations have been forwarded to the White House,

PROCEDURE

Thousands of complaints are received from the public each year in addition to matters
brought to the attention of the Commission by the several state securities officials, Better
Business Bureaus and other federal and state authorities., All of these receive careful atten-
tion and where it appears that the statutes have been violated, an investigation is instituted.
The bulk of the investigative work is performed by the ten regional offices which are strategi-
cally located in financial centers throughout the country. Where violations have occurred
legal action is instituted by the Commission. Such action may be either civil or criminal.
The civil actions consist primarily of actions for injunctions against the continuance of the
violations., Such actions are instituted in the appropriate United States District Court and
permanent injunctions are obtained in the great majority of cases. These are usually preceded
by preliminary injunctions, and in instances where serious and immediate violations are
threatened, by a temporary restraining order., During the 10-year period ended June 30, 1944,
the Commission had instituted a total of 508 civil proceedings and disposed of 478, Permanent
injunctions had been obtained against 1,057 firms and individuals. Of 516 terminated cases
brought by or against the Commission, it was successful in 98% of them, only 10 cases being
adversely decided. 7/

The most stringent remedy possessed by the Commission is its power to refer cases for
criminal prosecution to the Department of Justice, When such action is warranted after a
thorough investigation, a detailed report is made and submitted to the Attorney General,
M¥embers of the Commission!s staff work in conjunction with the Department of Justice in pre-
paring the case and presenting it to the Grand Jury and also frequently participate in the
trial,

Recognizing the advantages to be realized from cooperating with other federal and state
agencies and certain private organizations such as Better Business Bureaus, Chambers of
Commerce, etc., interested in the prevention of fraud in the sale of securities, there has been
established in the Division, in connection with its enforcement duties, a Securities Violations
File, This serves as a clearing house for information concerning fraudulent securities trans-
actions. Law enforcement officials and cooperating agencies throughout the nation forward in-
formation and data to the Counsell's office where it is classified and compiled and becomes
available to such officials and agencies in the cooperative purpose of suppressing illegal
practices in the sale of securities, As of June 30, 1944, these files contained data concern—
ing 44,399 persons, During the past fiscal year alone, additional items of information re-
lating to 4,069 persons were added to the files, including information concerning 960 persons
not previously identified therein, '

INVESTIGATIONS OF OIL AND GAS SECURITIES TRANSACTIONS

Because of the technical nature of securities representing oil and gas interests and the
specialized lnowledge necessary in order properly to apply the statutory requirements to
offerings of such securities, the Commission established, on July 1, 1936, a separate 0il and
Gas Unit, It also adopted separate regulations, under Section 3 (b) of the Act, mroviding
exemptions from registration for offerings of securities of this character not in excess of
$100,000. The 0il and Gas Unit administers these regulations and registration statements
covering the securities of oil and gas companies are referred to this Unit for examination and
where necessary for field investigation,

7/ There have been a mmber of private suits by investors to enforce the civil liabilities im-
posed by the Act for the sale of securities which were not registered, in violation of the
Act, and for the sale of securities by means of registration statements or prospectuses con-
taining false statements of or omitting to state material facts. The Commission has no
statutory duties with respect to such suits and is not fully advised of their muber or out-
come, However, a search of the court records covering a period of eight years reveals that
there were less than two dozen actions under all three of the civil liabilities of the Act,
Moreover, so far as could be determined, not more than five suits resulted in recovery by
the plaintiffs. See also 50 Yale Law Journal, 90, 1940, "Civil Liability under the Federal
Securities Act.®
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During the past fiscal year investigations were made with respect to a total of 123 oil
and gas properties or proposed securities offerings, Most of these investigations arise out of
complaints received by the Cormission and are conducted primarily to ascertain whether the
transactions in question were effected in violation of either Section 5 or 17 of the Securities
Act of 1933, An increasing number of such cases, however, relate to possible violations of
Section 15 of the Securities Exchange Act of 1934. Wwhere these investigations show evidence of
criminal violation, the results are transmitted by the Commission to the Department of Justice,
and criminal proceedings are instituted in the discretion of the Attorney General of the United
States. In the event such proceedings are instituted, the Commission's attorneys and engineers
who participated in the investigation leading up to the proceedings assist the United States
attorneys in the preparation of the cases for presentation to the grand jury and for trial.

A tabular summary of the oil and gas investigations made last year follows:

0il and Gas Investi)g‘ations

Status Preliminary Informal Formal
Pending 6/30 43 eveeccsssescsvencsrssesssescse 22 44, 31
Initiated 7, /43 to 6/30/44 seso0ssssvsnecose 11 11 1&

Total to be accounted for ssaccessversasece _32 Z g
Changed t0 Informal or FOrmal ceesccscsccccces 1 1 -
Closed or Completed seeecesscesscocccescsscee 16 1 8

Total disposed of #883333%%%CPPPPPETSIRA%% . hiy) 5 3
Pending 6/30/44 0000800000000 00000800000000500 _]_-_é é_q _2_2

ADVISORY AND INTERPRETATIVE ASSISTANCE

From its inception, the Commission has realized that the technical nature of the statutes
administered by it requires the maintenance of an interpretative and advisory service to pro-
vide attorneys and the general public with prompt advice concerning problems arising under
those statutes. These requests embrace a wide variety of subjects and often involve intricate
factual situations. A knowledge of the legislative history of the statutes and the application
of the statutes to practical business situations is required of the attorneys engaged in this
worke

Many of the general inquiries pertain to small business enterprises seeking capital, The
Commission is fully aware of the problems confronting such concerns and endeavors to assist
them by furnishing upon request detailed advice as to the procedure for registration and the
possibility of exemption from the registration and prospectus requirements. The more compli-
cated situations are studied and an opinion by the Counsel to one of the Divisions is rendered
as to the applicability of the various statutes administered by the Commission. These opinions
are generally sought by careful attorneys and securities houses in situations which might in-
volve duties under the various Acts, Counsel's opinions are not rendered with respect to
possible private civil liabilities since the Commission has no jurisdiction over these matters.
Although a compilation of interpretations has been prepared to assist in according uniform
treatment in recurring situations, the great variety of problems has not made it feasible to
publish a glossary of annotations., Nevertheless, a nmumber of interpretations of general
application have been made public in release form as opinions of the Counsel to the Division
administering the statute to which the interpretation relates.

One of the problems frequently presented for interpretation is whether or not a stockholder
who intends to offer a security to the public through an underwriter is in Ycontrol®™ of the
company which has issued the stock, If a control relationship éxists the securities may be re-
quired to be registered under the Securities Act. As there is no fixed statutory definition of
“control®; the determination often depends on a study of all the facts relating to the history
and operation of the company, its officers and chief stockholders, and their business affili-
ations, If there is a dispute on this question, the only way to settle it is to go to court,
for, while the Commission has the power of investigation, there is no provision in the statute
for administrative proceedings to reach such determination. During a recapitalization or re~
organization the question is frequently asked at what point when, as, and if issued trading in
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the new securities may be commenced, Various types of option agreements and trusts for the
benefit of close relatives give rise to questions with respect to the duty of an officer,
director or 10% equity stockholder of a listed company to file reports pursuant to the Secu-
rities Exchange Act showing changes in the beneficial interest of such officer, director or
10# stockholder in the securities of the listed company.

In order to assure uniformity, the offices of Counsel to the Corporation Finance Division
and Counsel to the Trading and Exchange Division review the interpretations rendered by the
staffs of the ten Regional Offices of the Commission, The New York Regional Office alone
handles about 20,000 inquiries a year which it receives from attorneys, brokers, investment
companies and other members of the public,

PROPOSALS FOR AMENDMENTS TO THE SECURITIES ACT
OF 1933 AND THE SECURITIES EXCHANGE ACT OF 1934

The status of this program has been described in the foreword to this report,
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PART II
ADMINISTRATION OF THE SECURITIES EXCHANGE ACT OF 190384

The Congressional investigations and hearings in 1934 had demonstrated that widespread
and flagrant abuses, including the excessive use of credit, existed in the securities markets
which materially impaired the economic usefulness of these markets and which adversely affected
the stability and orderliness of the economic life of the nation, precipitating, intensifying
and prolonging emergencies in that area. In order to insure the maintenance of fair and honest
securities markets, and to prevent the undue use of credit, the Securities Exchange Act of 1934
was promalgated., It is designed to eliminate manipulation and other sbuses in the trading of
securities both on the organized exchanges and in the over-the-counter markets, which together
constitute the nation's facilities for trading in securities; to make available to the public
information regarding the condition of corporations whose securities are listed on any national
securities exchange; and to regulate the use of the mation's credit in securities trading, The
authority to issue rules on the use of credit in securities transactions is lodged in the Board
of Governors of the Federal Reserve System, but the administration of the rules and all pro-
visions of the Act is vested in the Commission, The following is a review of the major phases
of the Commission's administration of the Act.

REGULATION OF EXCHANGES AND EXCHANGE TRADING

Mration of Exchagg_e_g

Section 5 of the Securities Exchange Act of 1934 requires that all exchanges in the United
States elther register with the Commission or obtain exemption from such registration. Accord-
ingly, the Commisaion's first task under the Act was to set up the machinmery for registering
securities exchanges and for handling applications for exemption.

Pursuant to the Act, 28 exchanges have filed applications for registration as national
securities exchanges, practically all of them filing in 1934. Before granting registration to
certain exchanges, investigators were sent into the field to examine them, and reports were
filed by trial examiners before whom hearings were held. In comnection with these applications
for registration, the constitution, by-laws, and rules and regulations of each exchange were
examined and analyzed, Moreover, as the statute required, agreements were obtained from each
exchange to comply with the provisions of the Act and any rules and regulations thereunder, to
enforce compliance with such provisions by its members, so far as is within its power, and to
supply the Commission with coples of amendmemts to its rules. In conformity with the provie
sions of the Act, each exchange was also required to include in its rules provision for the
disciplining of members for conduct inconsistent with just and equitable principles of tradse,
and to declare that any willful violation of the Act or the Rules or Regulations adopted
thereunder shall be considered inconsistent with Just and equitable principles of trade.

On October 1, 1934, 22 exchanges were registered as national securities exchanges. Three
exchanges were registered on later dates after having operated as exempt exchanges for periods
of time, These latter were the Standard Stock Exchange of Spokane, the Chicago Curb Exchange
Association, and the San Francisco Mining Exchange.

Since October 1, 1934, mergers and dissolutions have reduced the number of registered ex=-
changes to 19, The Buffalo Stock Exchange, Denver Stock Exchange, Chicago Curb Exchange Associ-
ation, and New York Real Estate Securities Exchange, in that order, were granted permission to
withdraw from registration. The los Angeles Curb Exchange merged with the lLos Angeles Stock
Exchange, and the San Francisco Curb Exchange merged with the San Francisco Stock Exchange. It
is to be noted that all six of the exchanges which terminated their existence had opened for

trading during the years 1928-1929.
The following exchanges are now registered as national securitiss exchanges:

Baltimore Stock Exchange Detroit Stock Exchange
Boston Stock Exchange Salit Iake Stock BExchange
Chicago Board of Trade San Francisco Mining Exchange
Chicago Stock Exchange San Francisco Stock Exchange
Cincimnati Stock Exchange los Angeles Stock Exchenge

Cleveland Stock Exchange Now Orleans Stock Bxchange
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New York Curb Exchange St. louls Stock Exchange
New York Stock Exchange Standard Stock Exchange of Spokane
Philadelphia Stock Exchange Washington Stock Exchange

Pittsburgh Stock Exchange

Section 5 of the Securities Exchange Act of 1934 provides that exemptions from registra-
tion may be available for an exchange when the limited volume of transactions renders it un-
necessary and impracticable to require registration. Pursuant to this provision, 22 exchanges
have applied for exemption since 1934. Ten exchanges have been granted permanent exemption
from registration as national securities exchanges: The Honolulu Stock Exchange, Milwaukee
Grain and Stock Exchange, Minnesota-St. Paul Stock Exchange, Richmond Stock Exchange, Wheeling
Stock Exchange, Colorado Springs Stock Exchange, Seattle Stock Exchange, Standard Stock Ex-
change of Spokane, Chicago Curb Exchenge Association, and San Francisco Mining Exchange. The
lsst three subsequently became registered exchanges and the Milwaukee Grain and Stock Exchange
and Seattle Stock Exchange subsequently suspended operations as securities exchanges, thus

leaving but five exsmpted exchanges.

Most of the remaining exchanges withdrew their applications and dissclved., These exchanges
were typically small, had & limited mumber of members, and had brief trading sessions. In some
cases, the quotations arrived at and published on these exchanges were similar in character to
those prevailing in the over-the-counter markets. 1in other cases, the rule:s of the exchanges
wers altogether inadequate,

The rules, practices, and organization of the various registered and exempted exchanges
hzve been stbjected to constant study by the Commission. The first of thess studies was made
zoursusnt to the direction of Congress embodied in Section 19 (&’ of the Securities Exchange Act
of 193/ which directed the Commission -

"to make a study and investigation of the rules of national securities exchanges with
respect to the classification of members, the methods of election of officers and
comnittees to insure a fair representation of the membership, and the suspension, ex-
pulsion, and disciplining of members of such exchanges.®

This report was made on Jamuary 25, 1935. y Numerous other studies have since been made
@which will be referred to from time to time below.

4s 2 result of the Commission's recommendations, as well as on their own initiative, the
various exchanges have made many changes in their rules, practices and organization which have
been reflected in amendments to their application for registration or exemption. The exchanges
have filed, on an average, about 230 amendments and supplements to these applications each
year during the past ten years. Each of these amendments and supplements has been studied and
analyzed for its effects upon the public interest and its compliance with the relevant regula-
tory provisions,

Reorganization of Securities Exchanges

The Comrzission's early study of the rules and organization of the exchanges, referred to
above, had disclosed certain serious defects which were hindering the exchangest! effective as-
sumption of a substantial degree of responsibility for the conduct of their business. There-
fore, the Commission's report to the Congress recommended that governing committees and other
committees of the exchanges be more truly representative of the members and members! partners,
that nominations be by pebition instead of by nominating committees, that the public be repre-
sented on the governing cormittees and in executive offices, and that expenses of arbitration be
reduced.

After numerous conferences with representatives of the exchanges, the Jommission in 1937
publicly requested the New York Stock Exchange to work out a satisfectory pian of reorganizaiion,
In apcordance with this request, the New York Stock Exchange appointed an indspendent comnittes
to study and report on the need of reorganization. This committee, hesded by Carie 0. Corway,

y 'Report'on the Govermment of Securities Exchanges,® H. R. Doc. No. 85, 74th Cong., ist Sesa.
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Chairman of the Board of Directors of the Continental Can Company, submitted a report to the
exchange on January 27, 1938, The report recognized the fact that national securities exchanges
are public institutions, and it provided a plan for a modern administrative organization.

Six weeks later, Richard Whitney & Company was suspended for insolvency. The facts regard-
ing the administration of the New York Stock Exchange which were disclosed as an aftermath of the
insolvency emphasized the pressing need for a thorough reorganization of exchange affairs; this
case is discussed more fully below. On May 16, 1938, a radically revised constitution was
adopted and a newly elected administration assumed office. The first paid president of the
exchange, as provided for in the revised constitution, was elected on June 30, 1938.

This reorganization provided for direct representstion of the public on the Board of Governors
and increased the representation of exchange firms doing business with the public. It greatly
simplified the administrative structure, reducing the number of standing committees from 17 to 7.
It created a paid president, who must be a nonmember, and executive staffs were created to carry
out functions formerly conducted by the Governors sitting as committee members.

The New York Stock Exchange's constitution was amended on Jamuary 1, 1939, to classify as
ngllied members" all general partners of member firms who do not individually hold seats on the
exchange. This resulted in an extension of the exchange's direct disciplinary powers to such

partners.,

The Chicago Stock Exchange effected a revision of its constitution in 1938, and the Detroit
Stock Exchange materially amended its constitution and rules in the same year following in
various respects the revision undertaken by the New York Stock Exchange.

Effective February 23, 1939, the New York Curb Exchange adopted a plan of reorganization,
following special committee reports and conferences with officials of this Commission. This
reorganization reclassified the constituency of the Board and altered the nominating procedure
so as to give a more equitable representation to members and partners of member firms doing
business directly with the public, to out-of-town firms, and to the public itself. This plan,
too, provided for three governors not identified with exchange members to sit as representatives
of the general public.

The fact that a thorough revision of exchange administration had been long overdue was
illustrated not only by the Whitney case, which involved the New York Stock Fxchange, but also
by the so-called Cuppia case, involving the New York Curb Exchange. In the latter case, the
Commission reviewed disciplinary proceedings of the New York Curb Exchange with respect to
viclations of the exchange's rules by various of its members, including J. Chester Cuppia. 2/
Cuppia, a leading member of the New York Curb Exchange and active in the exchange government,
had for a long period violated an important provision of the exchange constitution prohibiting
the splitting of commissions. For eight years, Cuppia pursued the demoralizing practice of
soliciting floor brokers, whom he was in a position to favor with a share of his firm's ex-
tensive business, for rebates of their commission.

The practice was not confined to one or two floor brokers but was pursued on an extensive
scale and went unchecked until a falling out between Cuppia and one of the brokers led to
litigation. It was only then that the New York Curb Exchange's Business Conduct Committee
undertook to investigate the practice. The investigation took place in 1940, after the New
York Curb Exchange had determined to reorganize but before the reorganization was completed.

Although Cuppia and his associates were found guilty of the charge of commission splitting,
the punishments provided by the constitution for such an offense were not invoked. Cuppia was
permitted to sell his seat and resign from the exchange. Punishment of his associates was
confined to a private reprimand.

In the course of the Businness Conduct Commlittee's investigation, various members made

deliberate and proven falsifications to the Committee, an offense punishable by suspension or
expulsion. Again, punishment was confined to private reprimand,

3/ For a review of the case, see "Report on Investigation," The Disciplinary Proce s of the
New York Curb Exchange pursuant to Section 21 (a) of the MEﬁchgge Act of 193
issued by the Commission in 1941, ’




All of the exchange's proceedings were conducted with the utmost quiet and a complete
absence of publicity. Indeed, so greatly concerned was the exchange with the possibility that
publicity might be harmful that William J, Plate, the member who had instituted the litigation
which “broke" the case, was severely condemned, in his first appearance before the Business
Conduct Committee, for resorting to the courts amd not to exchange arbitration.

The Commission's investigation of the affair disclosed facts which the Business Conduct
Committee's investigation had failed to unearth and for the first time implicated a number of
other members in the commission-splitting practice. In the light of these facts, the New York
Curb Exchange stiffened its disciplinary practice by expelling five of the brokers involved.
The Commission, in its report of the case, said:

"This Commission cannot help but question at least the efficacy of the Curb's investigatory
procedure. The subsequent handling of this case by the Curb also compels us to doubt the
adequacy of its disciplinary procedure."

The report concluded:

"Existing legislation gives this Commission no express power to compel compliance with
exchange rules. The record in this case, as well as its experience in the Whitney case,
convinces the Commission, that in order that the public interest be safeguarded, there
should be appropriate power for it to take direct action where an exchange fails to enforce
its own safeguarding rules of such importance that their viclation entails the penalty of

suspension or expulsion.”

On August 7, 1941, as a part of a joint program of the Commission and the industry for
amendments to the Securities Act of 1933 and the Securities Fxchange Act of 1934, the Commis-
sion proposed amendments to Clauses (1) and (3) of Section 19 (a) of the latter Act. These
proposals,which have never been acted on, would empower the Commission to suspend or withdraw
the registration of an exchange for failure to enforce compliance with the exchange's rules
and would empower the Commission also to suspend or expel an exchange member from his exchange
for wilful violation of an exchange rule which subjects a member to suspension or expulsion.

The Whitney Case and Brokers' Solvency

On March 8, 1938, it was announced from the rostrum of the New York Stock Exchange that
the firm of Richard Whitney & Company had been suspended for insolvency., Whitney, senior
partner of the firm, had been & member of the exchange since 1912, He had been a member of
the governing committee of the exchange contimuously since 1919 and its president from 1930 to
1935, At various times, he had been chairman of the Committee on Business Conduct, a trustee of
the Gratutiy Fund of the exchange and a director of the Stock Clearing Corporation, and had held
numerous other positions of importance and respensibility. His position, prestige and power
were enhanced by the fact that his brother, George Whitney, was a partner of J. P, Morgan &

Company,

Investigation disclosed that the firm had been insolvent for at least three and one-half
years. The firm's insolvency had resulted largely from the personal speculations of Richard
Whitney in ventures entirely unrelated to his brokerage business and involving such widely
diverse products as applejack, peat humus, and mineral colloids. To meet the need for funds in
these ventures, Whitney began misappropriating a customer's securities as far back as 1926;
beginning in 1936, misappropriations became his regular practice. 3/ Eventually, Whitaey
misappropriated not only the securities of his customers but also those of the exchange's
Gratuity Fund, of which he was a trustee.

_3_/ Shortly after his suspension from the exchange, Richard Whitnsy was arrested on two separate
indictaents returned by s New York State grand jury charging him with grand larceny in the
first degree. He pleaded guilty to these indictments and was sentenced on April 13, 1938,
to an indeterminate term of five to ten years om each indictmert.
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In the last four months prior to his suspension, Whitney's need for funds to cover commit-
ments was so great and so contimuous that he negotiated 111 loans aggregating $27,361,500. 1In
addition to borrowing from commercial banks, he borrowed from exchange members, member firms and
partners of member firms on at least 42 occasions. On at least 21 occasions, he made futile
efforts to negotiate loans from individuals or firms connected with the exchange.

Many persons highly placed in the exchange administration, including a former president,
were aware of Whitney's financial difficulties for a considerable time before his suspension,
Two partners of J. P. Morgan & Company were also aware of Whitney's embezzlement of Gratuity
Fund securities. Adhering to an umritten code of silence, none of them reported his knowledge
to the exchange authorities. 4/

These circumstances, coupled with the fact that no disciplinary action was taken by the New
York Stock Exchange against Richard Whitney until March 1938, made it apparent that there should
be a reconsideration of the adequacy of the then existing machinery of the exchange for the
supervision and surveillance of its members. The Commission and the new mansgement of the
exchange Jjointly considered the entire problem. Round-table conferences were held by officials
of the Commission with officers and representatives of the New York Stock Exchange, and certain
other representatives of that exchange. These conferences, begun in June 1938, were continued
at frequent intervals during the summner and fall, Although the statutory powers of the Commis-
sion were also reexamined in the light of the Whitney case, the discussions primarily emphasized
the need of the exchange to be more vigorous in the enforcement of its own rules and the regula-
tion of its members.

The Board of Governors of the New York Stock Exchange approved on October 26, 1938, a program
of imnediate reforms which had been drafted in cooperation with this Commission., This program
proposed to permit member firms of the exchange to organize "affiliated companies" which would
carry on dealer and underwriting activities separately from brokerage activities, in order to
reduce the risk to customers inherent in the combination of brokerage and underwriting business
in the same organization, The program also provided for more frequent filings by members with
the exchange of financial statements and for an annual audit by independent accountants of all
member firms doing business with the public, The extent and frequency of the exchange!s sur-
prise examinations of its member firms and partners were to be increased., The winimum capital
requirements to be met by member firms were to be strengthened and methods were to be studied
whereby, to some extent at least,. .customers might be insilated against risks incident to the
dealer business conducted by many brokerage firms for their own account. The program further
provided that all members, member firms, and partners, with certain exceptions, must report to
the exchange all substantial loans. Furthermore, with but minor exceptions, all loans by and
between officlials of the exchange and its members were to be prohibited. Weekly information as
%o underwriting positions was also to be filed with the exchange by its members.

The program provided also that the exchange was to undertake to study the feasibility of a
central securities depository which the President of the exchange had then anticipated could
serve as the first step toward the ultimate formation of a "Central Trust Institution.” Such
an institution would constitute a depository into which customers! credit balances and securi-
ties could be pliced in such a manner as to remove them from the hazards of brokerage in-
solvencies, Following the disclosures of the Whitney case, the creation of such an institution
had been proposed by William 0. Douglas, then Chairman of the Commission.

Some months later, the President of the exchange appointed a committee of non-members to
study the broad problem of adequate financial protection to customers, and particularly the
question of the feasibility of a "Central Trust Institution.® On August 31, 1939, the committee
published its report, _5_/ urging a mmber of detailed improvements in brokerage practice but
expressing the view that certain objections to the suggestion for a central institution made it
"undesirable in the present situation.?” Many of the specific recommendations were reiterations
of proposals previously agreed upon between the exchange and the Commission which had yet to be
carried out., Some of the proposals were subsequently adopted but many have not as yet been
carried out. As pointed out in the Commission'!s Sixth Anmual Report, although the Exchange
raised the minimm capital requirements of member firms carrying customers' accounts and required

4/ '%;ﬁrt (o;:qalgastigation,' In the Matter of Richard Whitney, et al., Government Printing
ce .

2/ Report of Public Examining Board on Customer Protection, August 31, 1939,
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that the annual independent avdit of member firms be made on a surprise basis, no action has been
taken to require segregation of free credit balances of customers, or the separation of under-
writing risks from brokerage business or fidelity insurance. The Commission is giving considera-
tion to the question whether present conditions in the securities markets require that additional
steps be taken to protect customers' funds and equities in the hands of brokers and dealers

who are also engaged in underwriting or day-by-day trading for their own account.

The Whitney case gave rise to a suit by former customers of Richard Vhitney & Company against
the New York Stock Exchange to recover damages allegedly sustained as a result of the exchange's
failure to enforce its rules governing the conduct of its members. 6/ The Commission filed an
amicus curiae brief in that case, taking no position on the facts but pointing out that the New
York Stock Exchange, as a national securities exchange, is under a duty to enforce its own
rules, that civil liability may exist as a result of the breach of a statutory duty even if the
right of such action is not specifically granted under the Act, and that the purpose of the Act
is to protect investors not only against abuses in security market transactions but also against
insolvent and embezzling brokers. The court!s decision established the legal liability of the
exchange under such circumstances although it held also that the plaintiffs in the suit were
unable to prove damages.

Not content with the adequacy of the measures adopted by the exchanges for the protection of
customers' securities, the Commission promulgated two rules in November 1940, Rules X-8C-1 7/
and X-15C2-1 under the Securities Exchange Act, governing the pledging of customers' securities;
the two rules are substantially identical. 8/ Generally speaking, the rules prohibit brokers and
dealers from risking their customers! securities as collateral to finance their own trading,
speculating or underwriting ventures, First, brokers and dealers are forbidden to commingle the
securities of different customers without the consent of each customer. Second, a broker or
dealer may not commingle customers'! securities with his own under the same pledge. And finally
a broker or dealer may not pledge customers! securities for more than the total amount which

such customers owe him.

This rule was followed in November 1942 by the adoption of Rule X~17A-5 requiring brokers
and dealers to file with the Commission annual reports of their financial condition. This rule
arose cut of the request of representatives of the industry for assistance from the Commission in
the development of uniform finanecial statements to be used by all members of the security in-
dustry for reporting their financial condition to regulatory bodies such as the Commission, the
various state commissions, national securities exchanges, and the National Association of
Securities Dealers, Inc. It was the consensus of everyone who worked on the subject that the
most feasible way to get a uniform statement would be for the Commission to promulgate a rule
and adopt a form which others might adopt. After extended conferences with representatives of
all the interested bodies, a form was agreed upon and is now in use.

Margin Regulations

For the purpose of preventing the excessive use of credit for the purchase or carrying of
securities, the Federal Reserve Board was directed by Section 7 of the Securities Exchange Act
of 1934 to prescribe rules and regulations on the extension and maintenance of credit on

6/ Baird v. Franklin, 141 F. (2d) 238 (C.C.A. 2, 1944), cert. den. U. Se (October
§’ Ig“)' - "

z/ Rules promulgated pursuant to the Securities Exchange Act of 1934 are designated by an »X"
followed by the section and subsection of the Act pursuant to which they are promulgated, and
by a number designating the chronclogical order of the particular rule in relation to other
rules adopted pursuant to the same section and subsections,

8/ Section 8 (c) of the Securities Exchange Act gives the Commission authority over "any member
of a national securities exchange, or any broker or dealer who transacts a business in securi-
ties through the medium of any such member." Seetion 15 (¢) (2) applies to brokers and
dealers who use the mails or any instrumentalities of interstate commerce to effect over-the-
counter transactions in other than exempted securities or commercial paper. In order to give
the widest possible coverage to the new measures for protecting customers! securities, it was
deemed advisable to promulgate rules under both sections, .
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registered securities. Under this section the Board adopted Regulation T governing the exten~
sion of credit by members of national securities exchanges and brokers or dealers transacting a
business in securities through such members; and Regulation U which governs loans by banks for
the purpose of purchasing or carrying stocks registered on a national securities exchange. The
Comnission cooperated closely with the Board in the formulation of these regulations.

Although the Board formulated these rules, the Commission has undertaken to conduct routine
inspections of the books and records of brokers and dealers for the purpose, among others, of
assuring proper compliance with Regulation T. During the initial stages of this work the
efforts of the Commission's inspectors were directed largely to studying the effect of such
regulation on the extension of credit on registered securities and assisting dealers in arriving
at a better understanding of the requirements of Regulation T, Later these inspections were
directed toward the enforcement of the Regulation and of the rules and regulations prommlgated
by the Commission, In the first several years, most margin inspections were of firms which
were members of national securities exchanges since firms in this category more commonly extend
credit on securities than do others. However, beginning in 1938 more emphasis was placed on
the inspection of non-member firms and the inspection of member firms was left largely to the
exchanges, This was in conformity with the Commission's policy of delegating to exchanges in-
sofar as practicable the supervision of their own members.

The margin requirement provisions of the Act were held constitutional in a criminal case,
United States v. McDermott, discussed in the section on criminal proceedings.

Inspections of the books and records of over 4,000 firms have been made during the 10-year
period through June 30, 1944. Numerous violations of Regulation T have been found. Where
these violations were of a minor nature they were merely called to the attention of the firm.
However, where these violations have been more serious, other remedial steps have been taken.
The cooperation of exchanges in this enforcement activity has resulted in a mmber of dis-
ciplinary actions by the exchanges against member firms for violations of Regulation T. By
arrangement, the exchanges report such cases of disciplinary action periodically to the
Commission.

Trading Rules Recommended to the Exchanges

Early in 1935 a comprehensive survey was undertaken by the Commission of the activities
of specialists, floor traders and odd-lot dealers on the New York Stock Exchange and the New
York Curd Exchange and of trading on other exchanges. On the basis of this study sixteen
suggested rules for the regulation of trading on exchanges were formmlated and in April 1935
these were sent to all national securities exchanges with the Commission's recommendation that
they be adopted as exchange rules, This course permitted greater flexibility in the adapta-
tion and administration of the rules according to the varying circumstances of each exchange
and was pursuant to the Commission's policy of permitting the cooperation of the exchanges in
their own regulation to the greatest degree possible.

The rules placed certain restrictions upon trading for their own account by members of
national securities exchanges. g/ These restrictions included a prohibition against effecting
transactions which are excessive in view of the financial resources of the member or in view of
the market for the security; a prohibition against joint accounts in which both members and non-
members were interested, without the prior approval of an exchange; and a requirement that
transactions effected for Joint accounts and interests in Joint accounts be reported to the
exchange., Moreover, members on the floor were prohibited by the proposed rules from effecting
discretionary transactions in which the discretion exceeded the right to choose the time and
price of the security involved. Other provisions of the proposed rules limited the right of a
member, while acting as a broker, to effect transactions for his own account in a security for
which he held a customer's order. At the same time, the rules provided that members holding
options in a security should not effect transactions in a security om the exchange.

Six of the proposed rules dealt specifically with specialists and provided that no member
shall act as a specialist in any security unless registered as such by the exchange; that a
specialist's transactions should be limited to those reasonsbly necessary to permit

g/mmmammtmmm,mwngmmommimmmto
the Commission the prohibition of floor trading in stocks on the New York Stock Exchange
and the New York Curb Exchange. See “Report on Floor Trading”, Jsnuary 15, 1945.
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the specialist to maintain a fair and orderly market; that the specialist should not partici-
pate in any joint account except with a partner or another member; that the specialist should
keep a legible record of his orders for a period of at least 12 months; and that the specialist
should not hold puts, calls or other options in any security in which he is registered as a
specialist, Similar rules were proposed to govern the conduct of odd-lot dealers.

All nationsl securities exchanges adopted the rules either in their entirety, as recom-
mended, or in a form modified to meet the individual trading practice of some of the exchanges.

Short Sellig

Problems relating to short selling received particular attention from the Commission after
its organization in 1934, It was not until the sharp drop in stock prices in the fall of 1937,
however, that an opportunity was afforded to study at first hand the effects of short selling
in a rapidly declining market. The study made at that time included a detailed analysis of
transactions in twenty selected stocks traded on the New York Stock Exchange during two
separate periods in September and October 1937,

As a result of this study, the Commission issued Rules X-10A-1, X-10A-2, and X-3B-3,
effective February 8, 1938, The effect of these rules was to prohibit any short sale of a
security except at a price above the last preceding sale price, 0Odd-lot transactions and
certain round-lot transactions of odd-lot dealers were exempted from the rules. On February
10, 1938, the Commission exempted certain short sales on a domestic exchange effected for
the purpose of equalizing prices between that exchange and -another national securities ex-
change., On April 8, 1938, certain short sales effected in arbitrage transactions between
securities were exempted.

In order to check the adequacy and effectiveness of these rules, the Commission conducted
another detailed study of the trading in the same twenty stocks during the period of price
decline from March 21 to April 2, 1938. Following the study, and upon the recommendation of
the New York Stock Exchange, the Commission, effective March 20, 1939, modified the short
selling rules so as to permit short 3ales at the price of the last sale instead of above the
last sale price, provided that the last sale price was itself higher than the last different
price which preceded it. The rules were further amended at that time to exempt certain short
sales made in the course of international arbitrage.

Special Offering Plans

Prior to the enactment of the Securities Exchange Act of 1934 distributions to the public
of large blocks of stocks which were listed on exchanges were frequently accompanied by a
manipulation of the market. The object of such manipulation would be two-fold——to raise the
price of the security and to stimmlate activity to the point where a demand would be created
large enough to allow the sale of the offered security. After passage of the Act, a method
was developed and widely used whereby comparatively large blocks of listed stocks were
distributed to the public over the counter, These blocks, which emanated from estates,
investment companies, corporate officials and others, were offered to the public through
organized distributing groups after the close of the exchange market. The offerings were
alwost invariably made at 3:00 p.m., immediately after the close of the exchange market, and the
securities involved were offered at or about the closing exchange price on that day, Most of
these offerings were completed prior to the opening of the market on the succeeding day; if not
completed by that time, they were usually withdrawn., Since member firms participeted in these
distributions along with non-mexber firms, the exchanges — particularly the New York Stock
Exchange —- exercised a measure of control over the distributions. 10/

These offerings became especially frequent and large after September 1, 1939, as the
British Covernment sought to dispose in this country of the American securities which it had
sequestered from its nationals. The New York Stock Exchange and New York Curb Exchange, con-
corned with the growth of "off-the-board® sales of securities which had trading privileges on
their respective floors, sought for ways and means to facilitate offerings of comparatively
large blocks of stock directly on the floors of their respective exchanges. In 1941, after
nimercus conferences with representatives of the Commission, the "special offering" was evolved.

2_0/ For a detailed account of these cperations, see "Report to the Commission by the Trading and
Exchange Division on Secondary Distributioma of Exchange Stocks,” published by the Commis-
sion on February 5, 1942,
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On February 6, 1942, the Commission amended its Rule X-10B-2 to permit special offerings of
blocks of securities on national securities exchanges where such offerings are effected pursuant
to a plan filed with and declared effective by the Commission. Briefly, these plans provide
that a special offering may be made when it has been determined that the auction market on the
floor of the exchange cannot absorb a particular block of a security within a reasonable time
without undue disturbance to the current price. The offering is made at a fixed price which is
set within the framework of the existing auction market., Members acting as brokers for public
buyers are paid a special commission by the seller which ordinarily exceeds the regular commis-
sion. Buyers obtain the securities without paying any commission. Full disclosure is made to
the buyer of all of the details relating to his purchase, including the commission paid to his
broker by the seller.

Pursuvant to the terms of the exemption, the Commission declared effective as of February
14, 1942, a plan submitted by the New York Stock Exchange., Similar acticn was taken subse-
quently with respect to plans of six other exchanges. These plans varied in minor respects
from one another and from the New York Stock Exchange plan. The plans of the San Francisco
Stock Exchange, New York Curb Exchange, Philadelphia Stock Exchange, Detroit Stock Exchange,
Chicago Stock Exchange, and Cincinnati Stock Exchange were declared effective in that order,
Several exchanges have since amended their original plans in the light of experience.

The first specizl offering was effected on the New York Stock Exchange on February 19,
1942, Since that time, through June 30, 1944, a total of 182 offerings have been effected on-
that exchange involving 2,325,582 shares at a value of $68,406,000., During the same period a
total of 23 special offerings have been effected on the other exchanges having plans, These
offerings involved 141,253 shares having a value of $2,019,000.

In the year ended June 30, 1944, special offerings were effected on only four of the
seven exchanges with special offering plans, the number of such offerings totaling 80, Data
with respect to these offerings appear in Appendix Table 6.,

The "Multiple Trading Case"

Section 19 (b) of the Securities Exchange Act of 1934 empowers the Commission under cer-
tain conditions to alter or supplement the rules of an exchange in respect of certain matters,
if the exchange itself refuses to make such changes. The only proceeding under this section
was instituted on January 2, 1941, In this case, the Commission served notice on the New York
Stock Exchange of a hearing on the so-called "multiple trading rule® of that exchange.

Over the years, various regional sxchanges had developed so-called "multiple trading®
methods for effecting transactions upon their floors in securities which also were traded on the
New York Stock Exchange. By these methods, the prices established on the floors of the regional
exchange are determined by the prices on the floor of the New York Stock Exchange as reported
upon the ticker of the latter exchange. In this connection, various members of the New York
Stock Exchange who also are members of the regional exchanges have undertaken to participate in
"multiple trading” by setting themselves up as odd-lot dealers or specialists on the regional
exchange floors in the issues in which such trading is effected. The New York Stock Exchange,
by interpretation of Section 8 of Article XVI of its constitution, 11/ barred its members
from such activities. The staff of the Trading and Exchange Division undertook an analysis of
the effects of the New York Stock Exchange's action and recommended tc the Commission that the
exchange be required to rescind its action. 12/

On December 20, 1940, the Commission formally requested the exchange to:

11/ This section provided that "whenever the Board of Governors, by the affirmative vote of

T seventeen governors, shall determine that a member or allied member s s s deals publicly

outside the Exchange in securities dealt in on the Exchange such member or allied member
may be suspended or expelled as the Board may determine."

12/ For a description and history of multiple trading, see "Report to the Commission by the
and Exchange Division on the Problem of Multiple Trading on Securities Exchanges,®
published by the Commission in November 1940,
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%,.. effect such changes in its rules, as that term is defined by Section 6 (a) (3) of
the Act, as may be necessary to make it clear that the rules of the exchange, or their
enforcement, shall not prevent any member from acting as an odd-lot dealer or specialist
or otherwise dealing upon any other exchange outside the City of New York of which he is
a pember,”®

The President of the New York Stock Exchange, by letter dated December 27, 1940, informed the
Commission that the exchange refused to comply with this request. Thus it followed that on
January 2, 1941, the Commission instituted a proceeding to determine whether the Commission
should by rule or regulation or by order alter or supplement the rules of the exchange insofar
as necessary or appropriate to effect the changes requested on December 20, 1940, Pending a
final determination of the question, the New York Stock Exchange extended exemption from the
rule's provisions to those of its members who would have been directly affected by its

mm.

Hearings were held from January 21 to Jamuary 30, 1941. Witnesses from the regional
exchanges, called by the Conmission, offered testimony on the history, methods, and extent of
*mltiple trading® and on the consequences of the "multiple trading rule”, At the same time
the New York Stock Exchange availed itself of the opportunity to cross examine such witnesses
and to present its own case in full. On March 17, 1941, the trial examiner's report was filed
and on May 8 oral argument was held before the Commission. The proceeding was tlosed by an
order of the Commission on October 6, 1941, and no appeal was taken by the exchange. This
order required that Section 8 of Article XIV (formerly Article XVI) of the Constitution of the
New York Stock Exchange be amended to contain the following proviso:

¥+« nothing herein contained shall be construed to prohibit any member, allied member

or member firm from, or to penslisze any such firm for; acting as an odd-lot dealer or
specialist or otherwise publicly dealing for his or its om account (directly or indirectly
through a joint account or other arrangement) on another exchange located outside the City
of New York (of which such member, allied member, or member firm is a member) in securities
listed or traded on such other exchange."

REGISTRATION OF SECURITIES ON EXCHANGES

Section 12 of the Securities Exchange Act forbids trading in any security on a national
securities exchange unless the security is either registered or exempt. The purpose of this
provision is to make available for the investor adequate and current information regarding the
affairs of the companies whose securities are listed, or are to be listed, on a national
securities exchange. These include most of the nationally known companies as well as many whose
activities are of a sectional or local character,

Section 12 also specifies the genmeral nature and scope of the information to be furnished.
The initial task of getting the securities registered was a stremuous one both for the companies
concerned and the Commission. Specific requirements for registration were adopted after lengthy
conferences with representatives of those to be affected thersby. Valuable ideas were received
from representatives of exchanges, Corporation officials, accountants, and others on how to
carry out the purpose of the statute without unduly burdening industry.

Several forms have been déveloped and adopted for basic registration, Each registrant is
required to file an application on the form appropriate to the particular type of :gisue or
issuer involved. Non-financial as well as financial information is required, Pertinent in-
formation must be revealed with regard to the history of the company, the control and manage-
ment of its affairs, and the remuneration of its officers and directors. Date are required
concerning the capital structure of the company and of its affiliates, the amount of securi-
ties of other corporations that it may have guaranteed, its position with reference to out-
standing stock options and the full terms of the securities being registered, together with
ﬁ.nancﬁ statements and supporting schedules breaking down the more significant accounts

The contimance of registration upon an exchange is dependent upon the filing of (1) cur-
rent reports in the event that certain material changes occur in the affairs of the co&pZny and
(2) annmal reports within 120 days (unless an extension is granted) after the close of the
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company's fiscal year. These reports are designed to bring up to date the information con-
tained in the application for permanent registration,

A detailed examination is made of each of these applications for registration, anmal
reports, and current reports to determine whether or not they provide adequate disclosure of
the required information. When it is discovered that material information has been omitted
or that sound accounting practices have been violated, the registrant is so informed and correct-
ing amendments are required. Such amendments, in turn, are examined as were the original
applications or reports, If the examination reveals omissions of an immaterial nature only,
the Commission may not insist upon the filing of a clarifying awendment but merely offer
suggestions to be followed in the preparation of future reports. The Act provides that, in
general, an application for registration shall become effective 30 days after the Commission
receives a certification of approval from the exchange, except when the Commission grants a
request for acceleration. In practice, most of the applications are accelerated.

Pursuant to the registration requirements of the Act, the securities of 2,196 issuers
are listed and registered on national securities exchanges. During the fiscal year ended June
30, 1944, 218 applications for registration, 1943 anmual reports, 13/ 2,572 current reports,
and 632 amendments to applications and reports were filed with the Commission,

Pursuant to Section 24 of the Act, the Commission has prescribed procedures whereby
persons filing any document with it may apply for confidential treatment of the document.
Shortly after the passage of the Act, the Commission's denials of confidential treatment of
various reports gave rise to a group of more than 20 petitioms by various corporations for
court review of the Cammission orders involved., ObJections to disclosure for the most part
related to sales and itemized breakdown of the cost of sales and, in many other instances, to
the publication of salaries and other remuneration paid to officers and directors. In nearly
all instances the petition for review challenged the general constitutionality of the Securi-
ties Exchange Act, as well as the validity of its registration requirements. Most of these
review proceedings were later dismissed on motion of the petitioners and the material involved
was made public., Only one case, American Sumatra Tobacco Corporation v. Securities and Exchange
Commission, 110 F. (2d) 117 (App. D.C. 1940), was actually aecli?asa on the merits, In thal case
the court sustained the Commission's order denying confidential treatment on the ground that the
purpose and intent of the statute require a full and complete disclosure of each registrant's
financial condition in order to protect public investors against the manipulation of securities
by ®%insiders.® The court held that the Commission had properly exercised its discretion by
considering the claimed danger of harm and by weighing it in the scale of public interest.

Pursuant to Section 19 (a) (2) of the Securities Exchange Act, the Commission has the
power, if in its opinion such action is necessary or appropriate for the protection of investors,
to suspend or withdraw the registration of a security if the issuer fails to comply with any
provision of the Act or the rules and regulations pramlgated thereunder.

A reslistic approach to the administration of the Act has caused the Commission to recognigze
that in many cases the effect of delisting securities held by the public and actively traded on a
national securities exchange is to penalize primarily the public security holders rather than
the management which is responsible for the failure to meet the standards of the Act. On the
other hand, the Commission cannot permit its files to contain materially false and misleading
information which would serve as a snare for present and prospective investors. Accordingly,
in cases where the Commission finds that the reports are materially deficient or misleading,
its practice thus far has been to order the security delisted unless the issuer corrected the
defect. In the great majority of instances, however, once the deficiency has been pointed out,
it bhas been corrected.

During the period from July 1, 1935 to June 30, 1944 inclusive, 76 proceedings of this
kind were instituted. Approximately 90 percent of such proceedings was started as a result of
the failure of issuers to file required reports and the remainder resulted from the filing of
reports containing material deficiencies, In 25 instances the required report or amendment
correcting indicated deficiencies was filed and the proceeding was dismissed, in 49 instances
no such report or amendment was filed with the result that the Commission issued orders
withdrawing registration, and two proceedings were pending at the end of the period.

lajAnjorpnrtotthadﬂfmmbemthemofumn'hoae securities are listed
and those from whom annual reports were received is accounted for by issuers located in
enexy and occupied counntries. .
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Substantially all of the 49 cases in which registration was withdrawn involved small companies
possessing negligible assets and commanding little or no investor interest.

Registration of the securities of six issuers was ordered terminated by the Commission
during the past fiscal year because of the failure of these issuers to file anmual reports in
accordance with the requirements of Section 13. There were 6 such proceedings pending at the
begimning of the fiscal year and 2 instituted during the year. While 7 wére terminated during
the year, 2 of these involved securities of the same issuer. One proceeding was pending on
June 30, 1944.

Proceedings involving the Missouri Pacific Raidroad Company, 6 S.E.C. 268 (1939), A.
Hollander & Son, Inc., 8 S.E.C. 586 (1941) and Transamerica Corpcration are illustrative of
Section 19 (a) (2) proceedings pertaining to reports containing deficiencies.

Barly in 1931 Missouri Pacific (MOP) entered into contracts to purchase certain securities
for a consideration of $15,965,201 plus interest, and an additional $4,369,062, the latter
amount to be derived from the income and liquidation of part of the securities, lMoreover, even
if the Interstate Commerce Commission withheld approval, MOP was to be liable for the purchase
price, to the extent that a sale of the securities after MOP's failure to complete the purchase
resulted in the seller receiving less than the price at which MOP had agreed to make the

purchase.

No attempt was ever made by MOP to obtain the approval of the Interstate Commerce Commise
sion for the acquisition of the securities under the agreement, and on March 31, 1933 HKOP filed
a voluntary petition in bankruptcy under Section 77 of the Bankruptcy Act.

Financial statements filed in 1935 by MOP in support of its application for registration
of securities and those filed in 1936 and 1937 in connection with anmal reports for 1935 and
1936 failed to mention the fact that MOP had contracted to pay any deficiency arising out of a
sale of the securities in the event that MOP did not complete the purchase. Since, in the
opinion of the Commission, the contingent liability had material implications with respect to
the financial and operating conditions of MOP, registration of its common and preferred stock
was ordered withdrawmn unless its application for registration and ammmal reports were appro-
priately emended within 30 days, MOP filed the appropriate amendments and the proceeding was
dismissed.

The Hollander case was concerned, among other things, with whether Puder & Puder, who
certified the financial statements of A. Hollander & Son, Inc., were independent of the regis~
trant. The record indicated that certain important items had been handled in a guestionable
manmner in financial statements prepared for the public record in contrast with complete and
accurate explanation of the items in an audit prepared for private distribution to registrantts
management and to banks and other financial institutions but not made available to the public
security holders; that two principal members of the accounting firm and their wives owmned sub-
stantial amounts of stock of the registrant; that one of the Puders, through various brokerage
accounts in his name, had effected transactions for members of the Hollander family and had
helped a Canadian company which was owned entirely by three members of the Hollander family to
conceal its market operations in the registrantts stock., In addition the Puders had loaned to
and borrowed from the Hollanders. The Commission found Puder & Puder were not independent
public accountants with respect to financial statements filed by the registrant and registra-
tion of the Hollander stock was ordered withdrawn unless, within 90 days, the issuer filed
amendments making the public record accurate and complete, mailed a copy of the Commissiont's
opinion to each of its stockholders of record, and undertook to file quarterly reports which
would be available to the public swmmarizing the material transactions effected during the
preceding three months between the registrant, on the one hand, and its officers and directors
and the controlled corporations of such officers and directors. The company complied with the
Commissionts order.

Proceedings, In the Matter of Transamerica Corporation, were commenced by the Commission
on November 22, 1938 by the issuance of an order for hearing under Section 19 (a) (2) of the
Securities Exchange Act of 1934 to determine whether Transamerica Corporation had failed to
comply with certain sections of the Act and the rules, regulations and forms promlgated
thereunder and, if so, whether it was necessary or appropriate to suspend or withdraw the
registration of Transamerica stock on the New York, San Francisco and Los Angeles Stock Ex-
changes upon which exchanges such stock is registered. On Jamary 16, 1939 public hearings
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began on the above order and contimed with some interruption until March 28, 1939, on which
date they were indefinitely adjourned for the purpose of enabling the Commissiont!s staff to
examine the relevant books and records of Transamerica, the latter company having offered the
Commission access to such books and records.

While mumerous anditing investigations had been made of brokers and dealers charged with
violating the Securities Exchange Act of 1934, this was the first case of any magnitude in
which the Commission made an independent imvestigation of the affairs of a company having se-
curities listed on a national securities exchange., The examination, which was made at the
offices of Transamerica, principally in San Francisco, involved approximately 40 companies for
a period of several years and required the services of a number of members of the Cammission's
staff for more than six months. As a result of thls examination, the Commission, on Novenmber
22, 1940, amended its order for hearing and public hearings were resumed on December 9, 1940
and contimed until December 16, 1940 when once again they were indefinitely adjourned. 14/

On March 10, 1941 agreement was reached by representatives of Transamerica and the Commis-
sion as a result of which Transamerica filed, on September 29, 1941, certain amendments to its
application for registration and the Commission's order was amended to eliminate the items
affected by the amendments. Thereafter, representatives of Transamerica and the Commission
were engaged in preparing stipulations of facts as to the principal issues and on November 29,
1943 public hearings were resumed on those charges in respect of which stipulations were not
arrived at, The hearings were completed on February 4, 1944 and the case is under considera-
tion by the Comnission.

Fron time to time, the Commission has found it necessary to amend its rules and regulations
under Section 13 of the Act in order to provide for the publication of more timely or more
detailed information with respect to the affairs of the issuers of registered securities. Om
July 7, 1944, the Commission announced the promilgation of Rules X-13A-6 (e) and X-15C2-2. The
new rules were based largely on the trading experiences in the stocks of several liquor mam-
facturers which had recently declared dividends payable in whiskey., They were intended to pre-
vent potential abuses in trading before adequate information was availsble as to the nature and
amount of the whiskey to be distributed.

Rule X-13A-6 (e) provides that, whenever a company with a security registered on a national
securities exchange declares a dividend or distribution in a form vther than cash or securities,
it shall promptly file a telegraphic report with the Commission, containing a full and accurate
description of the contemplated dividend or distribution. If the Commission finds that the
available information with respect to the contemplated dividend or distribution is inadequate to
permit investors to make a proper appraisal of the value of the security, it may exercise its
authority under Section 19 (a) (4) of the Act to order a temporary suspension of trading in the
security on the exchange on which it is registered, pending the availability of more adequate
information.

Rule X-15C2-2 provides that whenever exchange trading is summarily suspended by the Com~
mlesion under Section 19 (a) (4)5; and such suspension is for the purpose of preventing
fraudulent, deceptive or manipulative acts or practices, any act of a broker or dealer designed
to effect or induce an over-the-counter transaction with a customer in the security during the
period of suspension is a fraudulent, deceptive or manipulative act.

OWNERSHIP REPORTS

Prior to the enactment of the Securities Exchange Act, profits from "sure thing® speculation
in the stocks of their corporations were more or less generally accepted by the financial
commnity as part of the emolument for serving as a corporate officer or director notwithstanmding
the flagrantly inequitable character of such trading, Partly to cope with this situation and
partly to inform other stockholders as to the transactions of insiders, Section 16 of the Secu-
rities Exchange Act provides that (1) each officer and director of & corporation whose securities
are registered, and each beneficial owner of more than ten percent of any class of registered
equity security, shall file with the Commission and the exchange initial reports showing his
holdings in the company's equity securities and reports for each month thereafter in which

14/ Securities and Exchange Act Relsase No. 2718.
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changes occur in his holdings; and (2) profits obtained by any of these persons from transac-
tions completed within six months in equity securities of corporations with which they are so
associasted may be recovered by the corporation or by any security holders in its behalf.

The latter provision is based on the principle that the confidential information which a cor-
porate insider antomatically obtains by virtue of his position belongs, in a real sense, to the
corporation, since he acquired it confidentially in his capaclity as an official oar principal
stockholder of the carporation, There is no doubt but that short-term trading by insiders has
become very much less common than formerly.

Corresponding ownership reporting requirements are included in Section 17 (a) of the
Public Utility Holding Company Act of 1935 and Section 30 (f) of the Investment Company Act
of 1940. The reports filed during the past year are classified below.

Number of ownership reports of officers, directors, principal
security holders, and certain other affiliated persons filed
and examined during the past fiscal year.

Description of Report Fiscal year 1944

Securities Exchange Act of 1934:

Original reports—~Form 4, 10,5213 Form 5, 284; Form 6, 1,642 12,447
Amended reports~-Form 4, 691; Form 5, 123 Form 6, 33 736

Public Utility Holding Company Act of 1935:

Original reports-~Form U-17-1, 117; Form U=~17=2, 390 507

Amended reports—Form U-l?-l% ?; Form U=-17=2, 27 32
Inveshsnt Company Act of 19403

Original reporto—Form N-30F-1, 142; Form N-BOF-Q, 847 989

Amended reports=~Form N=30P=1, 63 Form N-30F=2, 48 54

By the end of the Commission's temth fiscal year an aggregate of mare than 35,000 persouns
closely identified with the management or comtrol of industrial, utility, and investment enter-
prises had filed altogether about 215,000 security ownership reports under these three statutes,

In Smolowe v. Delendo 136 F. (2d) 231 (C.C.A. 2, 1943), cert. den., 320 U,S,
751 (1943), the c tutionality of that partion of SectIon 16 oF the Act
which allows the recovery for the benefit of the corporation of profits realiszed by officers and
directors from in-and-out trading in the corporationts securities. In that case the United
States intervened to defend the constitutionality of the statutory provision and the Commission
filed a brief as amicus curiase dealing with the question of the method of determining the amount
of profits recoverable.

PROXIES

Under three of the Acts it administers—the Securities Exchange Act of 1934, the Public
Utility Holding Campany Act of 1935 and the Investment Company Act of 1940--the Cormission has

the duty to prescribe rnles and regulations concerning the solicitation of proxies, consents
and suthorisations in comnection with securities of companies subject to those Acts,

Prior to the development of the Commission's proxy rules, the average sharsholder received
anmually from his company a proxy card in small type which he was urged to sign and return.
Ordinarily, the proxy anthorised sowme person or persons to vote the stockholders'! shares to
elect a board of directors and to take any other action which was considered desirable, Too
frequently the owner of the shares was given no assurance that the items mentioned in the notice -
of meeting were the only ones which the management expected to bring up for consideration at the
meeting. The stockholder was merely invited to sign his name and return his proxy without being
furnished the information essential to the intelligent exercise of his right of franchise, -
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The Cosmission proceeded slowly in its develomment of rules which would place the solici-
tation of proxiss on a scunder and more equitable basis., The first set of rules, which was not
adopted until September 24, 1935, required only a brief description of the matters to be acted
upon at the meeting and that the proxy material should not contain false or misgleading state-

. wents, While the Comnission realized that these rules were not specific enough to supply secu-
rity holders with the information necessary to formmlate an informed decision on how to cast
their votes, additional study of the problem was needed before a more detailed set of rules
could be successfully fornnlated, As a result of such study and of its experience in the super-
vision of proxy solicitation, the Commission, on August 11, 1938, ammounced rules of a more
positive nature, effective October 1, 1938, substantially increasing the amount of information
to be furnished the persons solicited, the specifications as to such information

asccording to the character of the matters involved. The rules were amended slightly, effective
February 15, 1940, to require that proxy soliciting material be filed with the Commission at
least ten days befare the beginning of solicitation, Previocusly, the rules did not require the
£iling of the material until solicitation started and many corporations were seriocusly
embarrassed when required to send out supplemental material to correct deficiencies which the
Comxissionts staff could readily have pointed out in advance. The ten=day waiting period, which
may be shartened by the Commission upon a showing of umsual circumstances, hss wvirtually
eliminated this difficulty,

The most recent amendment to the proxy rules was announced on December 18, 1942, and made
effective Jamary 15, 1943. These changes were designed to correct deficliencies revealed by
additional experience. 15/

The essence of the rules now in force is that it is unlawful to make a solicitation which
is false or misleading as to any material fact or which omits to state any material fact
necessary to make the statements already made not false or misleading, Each person solicited
mst be furnished the information which will enable him to act intelligently upon the matter in
respect of which his vote or consent is sought. For example, if a proxy is solicited for the
election of directors, the person soliciting the proxy must state whom he represents and must

the nominee’s remuneration and any ®"inside® transaction between the nominee and the company.
Furthermore, when the management of a company solicits proxies for use at an anmal meeting at
which directors are to be elected, it must send out its anmal report with the solicitation or
-  beforehand, If the solicitatiom is with regard to other corporate action, the proposal which
. 1s to be acted upon must be fully described, its pmrpose and -effect stated, and the interest of
the officers and directors and their associates in the proposal--whether because of their posi-
tion in particular classes of securities or otherwise-—must be disclosed. The rules also
emmerate certain specific information which must be given for specified types of proposals and
in certain cases where intelligent action on the proposal depends upon the financial condition
of the company, financial statements are required to be furnished,

The rules also require that the form of proxy permit the person solicited to indicate his
desires on each separate matter upon which action is to be taken so that he will be able to

approve certain proposals while disapproving others, if he so wishes,

The proxy rules contain provisions which enable security holders who are not allied with
the managemsnt to commnicate with other security holders when the management is soliciting
proxies. Under the rules, no management may make a solicitation unless it undertakes to
transxit, at the expense of the security holder involved, any soliciting material which the
security holder may submit for transmission to the security holders being solicited by the
management, This provision eliminates the difficulty which security holders forwmerly encoun—
tered in attempting to obtain a stock list-—a difficulty which was often overcome too late for
any action to be taken.

Jm:mmmwmmhefmamb-cmﬂxm of the House ccl-itteeon
Interstate and Foreign Commerce in commection with a bill to repeal the revisions but no
further action was taken. In the opinion of the Commission, the rules are operating

sucoessfully,



Non-management stockholders may also have included in the management!s proxy soliciting
material the text of a proper proposal which they intend to submit to the meeting as well as
a brief statement in support of the proposal. Under this requirement, it is no longer possible
for the management to vote proxies obtained from security holders in opposition to a proposal
of minority security holders, without first affording the body of security holders an oppor-
tunity to decide whether the minority proposal should be approved or disapproved.

The Commission's proxy rules under the Securities Exchange Act were first brought before
the courts in Securities and Exchange Commission v. O'Hara Re=Election Committee, 28 F, Supp.
523 (D. Mass., 1939). There the court preliminarily enjoined a proxy committee from using

-the mails to solicit proxies from stockholders by means of letters of solicitation which did
not comply with the rules promulgated by the Commission under authority of the statute and from
exercising proxies thus obtained at the anmal meeting of the corporation.

In another case, involving the American Beverage Company, 16/ proxy materlal distributed
by the management in comnection with an electlion of directors failed to disclose thats the
president, a majority stockholder, had given an option on his stock to a third person with
kmowledge that the holder of the option intemnded to assume control of the corporation to its
detriment, The Commission in an amicus curiae brief, without going into the merits of the
private litigation, argued that the proxy material used had not met the disclosure requirements
of the Commission's praxy rules, and this view was upheld by the lower court, which gave Judg-
ment for the plaintiff, On appeal the judgment of the lower court was reverssed without, how-
ever, disturbing the ruling as to the disclosure which the Commission deemed to have been re-

quired by the proxy rules.

Recently, in an election contest between the management and an outside group of stock=
holders of Certain-Teed Products Corporation, the Commission participated in various state and
federal court suits instituted by the opposing parties to contend that the management, having
solicited proxies under the Commission's proxy rules for the stated purpose of holding a meeting
to elect a board of directors, could not properly direct its proxy agents to refrain from
attending the corporate meeting in order to avoid having their proxies counted for the purpose
of determ:l.ning whether a quorum existed. The litigation culminated in a state court decision
upholding the Commission's view. w Thereafter, the management's proxy agemnts attended the
adjourned corporate meeting, the voting at which resulted in the defeat of the managementts
nominees and the election of the directors proposed by the outside group.

In another case, Securities and Exchange Commission v, National Rubber Machinery Co.
(N. D. Ohio, 1944), a Temporary restraining order was secured which 1s still In eﬂecf enjoining
the use of proxies illegally obtained by a minority group.

From its experience in reviewing proxy filings, the Cammission has been able to obtain a
broad view of the effect and operation of its rules. For example, during the fiscal year ending
June 30, 1944, the staff of the Commission examined preliminary and definitive material with
respect to some 1501 proxy solicitations. Of these, 1472 were made by the management of the
corporation and 29 by security holders not comnected with management. It is the Commission's
conclusion that the rules have already made a contribution to a revitalization of the democratic
process in the conduct of corporate affairs. The protection received by investors under these
rules and the opportunities afforded them for active participation in the affairs of the com-
pany may well be the occasion for the development among stockholders themselves of the leader-
snip necessary for further advances along these lines,

AMENDHENTS OF REGISTRATION AND OWNERSHIP FORMS AND RUIES

In line with its program of simplifying f£iling requirements, the Commission during the year
adopted an amendment to Form 18, the form for applications for registration under the Securities

Exchange Act of 1934 of securities of foreign govermments and political subdivisions thereof,
Under this amendment, if securities of such a registrant sre currently registsred under the

16 v. Fo 29 N.Y.S. (2) 550 (S. Ct., 1st D. 1941) reversed 38 N.Y.S. (2) 517
__/ %!Z B o2 » » » 5

Lizars v. Dahlberg, unreported, Super. Ct. of Baltimore City, Docket 1944, Folio 264
e B, 15— ’ ’ ’
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Securities Act of 1933 the registrant is permitted to file its Securities Act prospectus in
lieu of supplying information in response to the various items of Form 18, If a description of
the securities being registered is not containsd in the prospectus, such description must be
furnished with the prospectus,

The Comsission also adopted during the pest year minor amendments to its anmual report
Forms 12-K and 12A-K, Companies which report to the Interstate Commerce Commission on Form A
are permitted, in comnection with reports to the Securities and Exchange Commission on Forms
12-K and 124-K, to fils certain selected schedules in lieu of a complete Form A. The purpose

The Commission also amnounced during the year an amendment to Rule X-24B-3 under the Secu-
rities Exchange Act of 1934 and the repeal of Rule X-24B-4., Rule X=2/B-/ required each nationmal
securities exchange after the receipt of a summary, prepared by the Commission, of security
omership f£iled under Section 16, to make available to the public a copy of such sugmary
and the reports filed with the exchange which are included in such summary. By repealing
Rule X~2/B~} and smending Rule X-24B-3 it is made plain that the original reports filed with the
exchange are public when filed,

mn;xaaa»mammummmw;mniﬁmwmmm

receipt thereof, make and keep them available to the public., Coples of these summaries are
also available for public inspection at all regional offices of the Commission,

DELISTING OF SECURITIES FROM EATIONAL SECURITIES EXICHANGES
Securities Delisted by Application

Section 12 (d) of the Securities Exchange Act of 1934 defines the Commission!'s powers with
respect to applications by an issuer or an exchange to delist securities from an exchange. It
provides that a security may be withdramn or stricken from listing and registration in accord-
ance with the rules of the exchange and upon such terms as the Commission may deem necessary to
impose for the protection of investors,

Pursuant to this section, and in accordance with the procedure prescribed by Commission
rules, delistings of 158 issues were effected upom application of issuers and delistings of 268
issues ware effected upon application of exchanges from July 1, 1936 to the close of the 1944
fiscal year. 18/ During the 1944 fiscal year, 18 issues were delisted upon application of
issuers and upon application of exchanges, In some cases the same issue was delisted from
several exchanges, so that the total removals including this duplication numbered 169 upon
ismuers and 277 upon application of exchanges during the eight fiscal years

%

to delist securities almost invariably are occasionsd by an
event which has had the effect of practically terminating public interest in the security in-
volved., The most frequent reasons given in spplications filed by exchanges for delisting an
issue are that the greater part of an issue has been exchanged for other securities of the sam®
in process of liquidation; or that the seourity is greatly reduced
in amount cutstanding, or has become mearly worthlsss, In such cases the public interest in
the contimation of listing is negligihle,

Strictly comparsble data are nol svailabls for the earlisst years of the Commission's exis~
tence because applications for delisting were required for a wider area of cases during the
earliest period.

&
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Of the 158 issues delisted during the past eight years upon issuer application, sbout 62
are no longer traded to any degree, by reason of liquidations, redemptions, concentrated hold-
ings, or fractional values, and asbout 41 retain a status on some other exchange. Most of the
remuining 55 issues which have lost their exchange status by delisting remain actively quoted
in over-the-counter markets. At current quotations, about 28 of these 55 issues are valued at
over $1,000,000 each, the largest being valued at about $43,000,000; shareholders of these 28
into several thousand in some instences, In
such cases, the public interest is often materially involved in applications by issuers to
delist securities, anmd, as a result, Commission policy in this fisld has undergone considersble
development, Changes have occurred both in the Commission's formal rules with respect to such
spplications and in its policy with regard to their disposition.

On Yebruary 12, 1935, pursuant to Section 12 (d) of the Aet, the Commission adopted Rule
JD-2, paragraph (b) of which was as follows:

»(b) An application for withdrawal or striking from listing, pursuant to Section 12 (d),
if made by the issuer, shall be made to the Coemission in triplicate, copies of which
shall be furnished the exchange, setting forth the reasons for such withdrawal see. ¥

E
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Pursuant to this ruls, Allen Industries, Inc., whose stock was listed on the New York Curd
Exchange and the Detroit and Cleveland Stock Exchanges, applied to delist its stock from the two
latter exchanges., In granting the application on Jamary 19, 1937, the Camnission wrote its
first opinion setting forth its views om the subject of delisting, 19/ In this opinion the
Commissiof held that, even where certain demonstraeble adventages in retaining an
exchange markst for stockholders, the Commission had no power to deny the application to delist.
No term was imposed upon delisting other than g week's delay. It will be noted that in this
case the granting of the application left the applicant's stock listed and registered on the
Rew York Curb Exchange,

The Allen Industries, Inc., case was followed almost immediately by a case involving the
delisting, upon application of the issuer, of the Comnectiocut Railway and Lighting Company
stock. 20/ In this case, the New York Stock Exchange already had suspended the stock from
trading of the likelihood that it had no value, Moreover, the issuer even after de—
listing was to be subject to the requirements of the Public Utility Holding Compsny Act of
1935. Finally, the issuer had obtained 'stockholderst ratification of the application to delist,
Under the circumstances, the Commission felt that no terms were necessary in granting the
application, although, pointing to its power to impose terms, it stated:

® . + « the Commission can and does inguire into the motives that prompt an issuer to
bring sbout a termination of exchange trading in its securities,®

On the theory that its power to impose terms could not be discharged unless it had all the
relesvant facts, the Commission on October 15, 1937, amended its rule on delisting to its
Mfmy In substance, the rule now requires an issuer to set forth in its application
the reasons for the proposed delisting and all the material facts relating thereto, as well as
any facts it wishes to offer with respect to the advisability of imposing tesms. lMoreover, the
issuer may be required to notify holders of its security of its proposal to delist and of their
right to present their views to the Commission with respect to the imposition of terms. The
spplication is acospted as proof of the facts contained therein unless it is objected to by an
interested -

miuﬁm@mmthamm,z_z/tummwmqpnmmor
the Richfield 01l Corporation to delist its warrants from the Los Angeles and San Francisco
Stock Exchanges, baxing its action om the ground that the application was incomplete in that it
failed to state the issuvert's motives for delisting. In this opinion, the Conmission reaffirwed
its right, in comnection with the imposition of terms; to inquire into the issuerts motives,

19/ Allen Industries, Inc., 2 S.B.C. 1 (1937).

20/ Comnecticut Railwey and Lighting Compeny, 2 S.E.C. 21 (1937).

21/ Bule X-12D2-1, per. (b).
22/ Riohfield 011 corparation, 3 S.E.C. 99 (1936).
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The Commission has since dismissed applications in various cases in which it appeared
that the application was rendered misleading by the applicant's failure to state the true
reasons for the delisting ér by other statementa which would have the effect of misleading
stockholders. 23/ In the Automobile Finance Company case the Commission said:

"the fact that the stockholders were erronsously advised ... may well have deterred
some of them from presenting to the Commission their objections to delisting or
facts relating to terms which should be imposed for the protection of investors.®

In anothexr case,
rities Exchange Act Reles : -
MuMdetmmmcmimthmmmmmdbyﬂmfmo
The Commission, however, has consistently held that it is not empowered to dismiss an applica-
timmthé/mwatthejndgmntofthemgmntappemqmsﬁowhwitsm
trivial.

In g1l these cases, it should be noted, the Commission either dismissed the application of
the issuer or granted the application without terms, except for a term delaying the effective
date of the delisting for a brief period. Up to 1944, it had never imposed any material term
upon a delisting,

However, in Puller Mamufac C S.E.C. (1943) , Securities Exchange
Act Relsase No. 3513, the Cammission d TEEE Tt had under Gonsideration proposals for
affording more adequste protection for stockholders. ¥While it granted the spplication of the
issver, it said:

=Tt may well be that our present rules under that section ion 12 (d) of the Act/ do
not provide adequate protection to stockholders. The presented in this
similar cases have prompted us to direct cur staff to study the guestion and to make
recammendations.®

In Shawmt S.E.C. (1944), Securities Exchange Act Release No.
3564, the Hrst time required that the applicant submit the delisting pro-
posal to its stockholders for their consent and that such submission should be accompanied by
the Commissiont's *Conclusion® in the matter as carried in its opinion. Since the case sets
a precedent in the Commission's administration of Section 12 (d), the Commission's findings in
the case should be reviewed.

The management of Shawmut Association, a Massachusetts trust, had applied to delist its
stock from the Boston Stock Exchange on the following grounds:

"For a considerable period of time there has been, in the opinion of the trustees, much
to0 great a discrepancy between the asset value of the shares and their quoted mariket
valus., The asset value today is appraximately $19.65 per share and the market price
only $11.75. It is felt that if the shares were daalt in over the counter a brosder
market would be provided and that, under the sponsorship of high-grade security dealers
the markst value of the shares would be increased and brought materially closer to the
asset valus, which would of course be to the advantage of the existing shareholders.®

The Cammxission found that a portion of the apparemt discrepancy between asset value and
market value was doe to the msthod whereby the applicant had determined its asset value. The
Cémmission also set farth in its opinion the results of a study which showed that the discre-

pancy in the case of the applicant!s stock was not large by cosparison with that existing for
the stocks of comparsble companiss whose securities were traded over the counter, .

Q/%ﬁl cigrmama % 5 S.E.C. 721 (1939); Cincimmati Ldverbia% Products w
Supaly Gor, 10 S.E.6. TIT (AT oo 9 S5 P

ymreck es Gold Mines, Ltd., 3 S.E.C. 462 (1938)3 Rational Oats C 4 S.B.C, 751
3 Company, S.E.C. » Exchange Act
Release ¥o. 3510. -
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The Commission also summarized the results of a dtudy of the over-the~counter market for
the applicantt's stock. The opinion said in parts

"The study further revealed that members of the public usually were obliged to pey more
for the shares when purchasing from or through dealers over the counter than current
Exchange prices; and that in selling, they received leas ...

»In some of the over-the-counter transactions where members of the public sold, it was
found that in the course of one day the shares passed through the hands of two, three,
or four dealers (at successive profits) before being finally sold to other members of

the public,®
In conclusion, the Commission said:

%In considering the application for withdrmwal we must determine what terms should be
imposed for the protection of investors. We have determined to require the Association
t0 submit the question of withdrawal to stockholders for their consent,

'chemlfactorsintheemhaveledustothhcmlmion. Most significantly, there
are presented grave questions as to whether the proposed withdrawal of the trust shares
from listing and registration would deprive the shareholders of substantial advantages
without giving them or the trust itself compensatory benefits. The shareholders are
ths persons whose interests would be affected, and the choice should be put up to them
together with adequate information enabling them to make an imtelligent choice.®

The Associstion filed a petition to review the Commission's order in the Circuit Court of
Amemfwmnntcmt,mchmpmdmnﬁacheeoftheﬁacalm.gj

Securities Delisted by Certification

The Commission early promulgated a ruls, now designated Ruls X-12D2~2 (a), whereby a secu~-
rity which has been pald at maturity or otherwise redeemed or retired in full may be delisted
upon certification by the exchange to the Commission that this retirement has occurred. Delist-
ing becomes effective automatically, after the interval of time set forth in the rule,

Effective May 29, 1943, this rule was amended to permit an exchange also to remove by cer-
tification issues exohanged for other securities, such as occurs in stock splits, recapitalisa-
tions and mergers.

During the past fiscal year, delistings of 198 issues were effected upon certification by
exchanges under this rule, Some of these issues were delisted from more than one exchange, the
total mmmber of removals, including duplications, being 218, In mmnerous cases, the successor
issues became listed in due course,

UNLISTED TRADING PRIVILEGES ON SECURITIES EXCHANGES

On Registered Exchanges

As originally enacted, SootionuoftheSwuritissEmhangeActoflmmhihitedtruding
in securities, other than exempted securities, on natiomal securities exchanges unless such
securities were duly listed and registered in accordance with the provisions of that section,
In subsection (f), however, a limited exemption was made for certain securities already admitted
to unlisted trading priﬂlsgoswt exemption anthorized the Commission to prescribe terms
and conditions under which an might continune wntil June 1, 1936, unlisted trading in

Jmemwdmmopmmmmcmumnm,wmnm

Securities and . «Cods 1, Jammary 15, TOL3Y,
m'ﬂfgmr-&mfz,(mwr—'. (6.0 3, Jammazy 5, !

26/ As origimlly proposed, the Act contained no provision for unlisted trading, Several ex-
changes, and prominently the New York Curb Exchange, whose interests in maintaining unlisted
treding were very strong, attacked the bill on that score, As a result, Section 12 (f) as
ec:lg:ha;isy) was in reality a comprowmise. See Seourities Exchange Act Relsase No.
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securities which had been admitted to such trading on that exchange prior to March 1, 1934, The
Comission was also empowered to permdt unlisted trading privileges upon an exchange until July
1, 1935, provided such security was registered on another exchange and had been listed there on
March 1, 1934,

In addition, the original Section 12 (f) directed the Commission to make a study of trading
in unlisted securities on exchanges. At the conclusion of this study, g_7/the Commission pre-
sented its proposals to Congress. The proposals were adopted with some modifications by Con-
gress and were embodied in the form of an amendment to the Securities Exchange Act of1934._/
On May 27, 1936, Congress amended Section 12 (f) of that Act to provide, among other things,
for three categories of unlisted trading privileges, Clause 1 of Section 12 (f) permits a
national securities exchange to contimue unlisted trading privileges to which a security had
been admitted on such exchange prior to March 1, 19343 Clause 2 permits an exchange to extend
such privileges to a security listed and registered on another national securities exchange;
and Clause 3 permits extension of such privileges to a security in respect of which there is
available, from a registration statement and periodic reports or other data filed under either
the Securities Act of 1933 or the Securities Exchange Act of 1934, information substantislly
equivalent to that avallable in respect of a security duly listed and registered. There is no
time limitation on the effectiveness of privileges continued under Clause 1. Privileges ex~
tended under Clanse 2, however, may last only so long as the security remains listed and regis-
tered on 28 national securities exchange; and Clause 3 privileges may last only so long as the
registration statement remains effective and the periodic reports are filed,

Under all three clauses, an exchange may act only on application to the Commission, and
the Commission's approval may not be given unless it is found to be necessary or appropriate in
the public interest or for the protection of investors, Moreover, the Commission may approve
Clause 2 and Clause 3 applications enly after appropriate notice and opportunity for hearing
have been given to all persons having a bona fide interest in the proceedings. In applications
under Clauses 2 and 3, certain conditions, principslly as to the adequacy of public distribu-
tion and public trading activity in the vicinity of the exchange, must be satisfied.

In determining the adequacy of distribution and trading in the vicinity of an applicant
exchange under Clause 2 or 3, the Commission necessarily makes a finding as to the area which
constitutes that exchange!s "vicinity.® The Commission also looks into the trading mechanics
and practices of applicant exchanges to the extent that they may have a bearing on how the
public interest would be affected by the grant of trading privileges. Thus, in a mumber of
early cases, the Commission approved unlisted trading privileges in odd lets but not in round
lots on the ground that the rules of the applicant exchange were not adequate for trading in
round lots, 29/ However, after the applicant exchanges had adopted rules pemitting and
encouraging meintenance of an independent market for round=lot trading on their floors, the
Cmndsaionpauittadunlistedtradinginbothroundlotsandoddlots.lq/

In Clause 3 cases, in addition to the conditions mentioned above, Section 12 (f) prohibits
the approval of an application by the Commission except upon such terms and conditions as will

g/ See "Report om Trading in Unlisted Securities upon Exchanges," Jamuary 3, 1936,

__/ See "Trading in Unlisted Securities upon Exchanges,® H s before the Committee on
Bank:lnﬁ and Currency on S.4023, 7;th Cong., 2d Sess. ;%E, and "Unlisted Securities,®
% e on rstate and Foreign Comerce on S.4023, 74th Cong., 2d

ions of Pit Stock Exchange, 2 S.E.C. 178 (1937); A tions of Boston Stock
ole of thdﬂlphn Stock. €y oBHale

ons of Boston Stock Exchange, 3 S.E.C. 693 (1938); Applications of Philadelphia
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subject the issuer, its officers, directors and owners of more than 10Z of the security in
question to duties substantially equivalent to those which would arise if the security were
duly listed and registered on an exchange. These duties arise from Sections 13, 14 and 16 of
the Act, dealing respectively with corporate reports, solicitation of proxies and insiders?
trading, Section 12 (f) provides further, however, that such terms and conditions need not be
imposed if it appears to the Commission that the public interest and the protection of
investors would nevertheless best be served by approval of the application.

At the close of the period covered by this report unlisted trading privileges had been
granted under Clause 3 to five equity securities, all of them preferred stocks. 31/ At that
time six consolidated applications were pending which had been filed by the New York Curb
Exchange, They were the first Clause 3 applications to involve common stocks and they were
opposed by the Nationmal Association of Securities Dealers, Inc., an association of over-the-
counter brokers and dealers registered with the Commission under Section 154 of the Act, On
February 19, 1945, the Commission handed down an opinion in which it considered al length the
provisions of Clause 3, 32/ The opinion concluded that, absent duties substantially equivalent
to those imposed by Sections 13, 14 and 16 of the Act, a Cleuse 3 application could be approved
only if the case presented urmsual, exceptional or emergency features. In the case of the
single application which was approved, that relating to the common stock of Northern Natural
Gas Company, the Commission found that, by virtue of Northern's status as a holding company
registered under the Public Utility Holding Company Act of 1935, the test cl "substantially
equivalent duties" was completely satisfied except for the prohibition of short selling by
officers, directors and 10% stockholders (Section 16 (c¢)) and the insider trading provisions of
Section 16 generally as to 10% stockholders (as distinct from officers and directors).
Northern's only 10% stockholder was itself a registered holding company, all of whose sales,
short or otherwise, were subject to the Holding Company Act, and compliance with the prchibition
against short sales was imposed upon the officers and directors of Northern by a cordition in
the Cormission's order. As to the other five applications the Commission found that there was
failure to mest the test of "substantially equivalent duties" to a greater or lesser degree and
that the Exchange had not made out a sufficiently exceptional case to justify waiver of the
requirements.

As of June 30, 1944, the mumber of stock issues admitted to unlisted trading on the several
national securities exchanges under Clause 1 was 908 and the number of bond issues so admitted
was 173. Of these, the mmber of stock issues nobt listed and registered on any other national
securities exchange was 453, and the number of bond issues was 151, comprising respectively
382,436,309 shares and $1,357,978,046 principal amount of bonds. About 80.4 percent of the 453
issues and 81,9 percent of the shares were traded only on the New York Curb Exchange; 3.3
vercent of the issues and 8.5 percent of the shares were traced on this and other registered
exchanges; and the remaining 16,3 percent of the issues and 9.7 percent of the shares were
traded only on the other reglstered exchanges. All of the 151 bond issues, with the exception
of 4 small issues, were traded only on the New York Curb Exchange., Canadian stocks and Ameri-
can depositary receipts for foreign stocks comprised 105 of the 453 issues and about 37 percent
of the sheress neariy all such stocks are listed and have their principal markets on Canadian
or British stock exchanges, A few of the issues are those cf companies having other issues
listed on registered exchanges.

The reduction, since June 30, 1937, in unregistered securities admitted to trading privi-
leges under Clause 1 has been substantial, amounting to 284 stock and 399 bond issues, This has
occurred partly through the dissolution of several stock exchanges and partly through reorgani-
zations, recapitalizations and consolidations of issuers, Since 1934, many issues have become
listed or have been exchanged for listed securities, and a much smaller number (or their
successors) have become the subject of active trading in the over-the-counter markets, Some

4 S.E.C. 560 (1939). Application of New York Curb
of New York Cur 9 S.E
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2/ A%atiom of the New York Curb Exchange, Securities Exchange Act Relsase No. 3658
[ 4
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have become worthless or have been extinguished in liquidation. This reduction in securities
admitted to unlisted trading privileges only is in line with the expectation of Congress when
it authorized the conmtimuance of such privileges under Clause 1, 13_/

On Jume 30, 1944, 168 stock issues and 1 bond issue were admitted to unlisted trading
privileges pursuant to Clause 2, Of the 168 stock issues, 80 had already been admitted to
unlisted trading privileges on one or several exchenges under Clause 1, and 88 have been ad-
mitted exclusively under Clasuse 2, A mumber of the stock issues have been admitted to trading
on more than one exchange under this clause so that the total number of extant grants under
this clause pursuant to which stocks were being traded on June 30, 1944, amounted to 280,
Applications for 409 stock and 11 bond issues were filed pursuant to Clause 2 up to June 30,
1944, 34/ & period of eight years since the amendment of Section 12 (f).

Unlisted trading privileges under Clause 3 existed on June 30, 1944, with respect to 5
preferred stock issues and 27 bond issues, the shares mmbering 1,196,071 and the bonds amount-

ing to $629,038,900 in principal amounmt.

Most of the stocks admitted to trading under Clause 2 are on reglonal exchanges, only 5
issues being on the New York Curb Exchange, while &ll of the bonds and stocks under Clause 3
and the bond issue under Clause 2 are on the New York Curb Exchange.

The total stock and bond issues admitted to unlisted trading on the registered exchanges
under Clauses 1, 2, and 3 were 1,001 and 201, respectively, at the close of the last fiscal
year, }_5_/ This total of issues is exclusive of all duplication arising out of situations in
which a given issue ls admitted to unlisted trading privileges on more than one exchange,

The termination or suspension of unlisted trading privileges may be brought about either by
application of a person having a bona fide interest in the security, upon motion of the Commis—
sion, or by the exchange in accordance with its own ruleés., In considering an application to re-
move a security from unlisted trading privileges, the Cammission must take into consideration
not only the adequacy of trading and distribution but also the operating mechanics of the

exchange.

Since May 27, 1936, when the amendment of Section 12 (f) became effective, there have been
nine proceedings for termination of unlisted trading privileges, Three were on applications by
issuers, one of which was granted; four were on applications by broker—dealers making a market
for the security, three of which were granted; and two were instituted by the Commission, Both
of which were dismissed after hearing. 36/

33/ Sen. Rep. No. 1739, 74th Cong., 2d Sess. (1936) and H. R. Rep. No. 2601, 74th Cong., 2d
Sess. (1936).

34/ see Appendix Table 15.
35/ See Appendix Table 1l.

36/ Applications by the issuer: Disposition
Security-First National Bank of Los Angeles - 1 S.E.C. 923 (1936) Granted
Providence Gas Company - 4 S.E.C. 395 (1939) Denied

Chicago Rivet and Machine Co, Securities Exchange Act Relsase No. 3395, (1943) Denied
Applications by broker-dealers:

Piednont & Northern Railway Company - 1 S.E.C. 916 (1936) Granted

City and Suburban Homes Company = 2 S.E.C. 3 (1937) Denied

Anerican District Telegraph Company (New Jersey) — 2 S.E.C. 450 (1938) Granted

American District Telegraph Company (New Jersey) = 2 S.E.C. 455 (1938) Granted
Proceedings instituted by Commission:

Chicago Rivet and Machine Company = 7 S.E.C. 265 (1940) Dismissed

Crown Cork Intermational Corp. = 9 S.E.C. 235 (1941) ‘ Dismissed
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Where certain changes ocour in a security admitted to unlisted trading privileges, as in
title, interest rate, par value, or amount outstanding, the exchange may contime such
privileges upon notification to the Commission pursuant to subsection (a) of Rule X-12F-2.
Where the changes are more fundamental, however, the privileges may be contimwed only if the
Commission determines, upon application by the exchange pursuant to subsection (b) of that
rule, that the altered or substituted security is "substantially equivalent® to the security

admitted to unlisted trading. During the past fiscal year, applications under
subsection (b) were filed by registered exchanges with respect to 11 issues, Of these, seven
wers granted, one was denied, and three involving more than one class of security, were granted
in pert and denied in part,

The past fiscal year also marked the first court test of a Camnission decision in any
unlisted trading case, On a petition by the Rational Association of Securities Dealers, Inc.,
for review of an order of the Commission approving the grant of unlisted trading privileges to
two bond issues upon application of the New York Curb Exchange, the United States Circuit Court
of Appesls for the Third Circuit sustained the Commission's action. 37/

On _Exempted Exchanges

On June 30, 1944, 47 stock and 3 bond issues had unlisted trading privileges on the
Honolulu Stock Exchange under Clause 1, of which one stock issue was listed and one was traded
unlisted on a registered exchange. There were two stock issues under Clause 1 on the
Minneapolis-St, Paul Stock Exchange, of which one was listed on a registered exchange. There
were four stock issues admitted to unlisted trading privileges under Clause 2 on the Wheeling
Stock Exchange, one of the issues having been admitted during the past fiscal year.

THE SEGREGATION STUDY

Pursuant to Section 11 (e) of the Securities Exchange Act of 1934, the Commission conducted
a study of and prepared a report to the Congress on the feasibility and advisability of the
complete segregation of the functions of dealer and broker-—the so-called ®Segregation
Report," 38

Through the medium of special report forms which the Commission devised for the purpose,
detailed analyses were made of the trading activities of members and partners of members of the
New York Stock Exchange and the New York Curb Exchange during the period from June 24, 1935 to
December 21, 1935. Supplemental information with respect to trading practices on other
exchanges and the broker and dealer functions as exercised in over-the-counter markets was
derived from the examination of the applications filed by exchanges for registration as
national securities exchanges or for exemption from registration and from the examination of
the registration statements filed with the Commission by over-the-counter brokers and dealers,
Information for the study also was obtained through conferences with members of the investing
public, over-the-counter brokers and dealers, investment bankers, exchange officials and
members, and other persons engaged or interested in the securities business,

The report submitted under date of June 30, 1936, presented the results of the Cammission's
study of the broker and dealer functions as exercised on exchanges; a survey of the broker and
dealer functions as exercised in over-the-counter markets; a survey of the power of the Comaisw
sion to deal with the problems arising from the combination of functions; an appraisal of the
economic implications of segregation; and a statement of conclusions and recommendations.

The report included no recommendation for nmew legislation. It was concluded that under
existing law the Commission could take substantial steps to develop an administrative program
directed toward the improvement of certain aspects of dealer activity and trading by members on
exchanges, Some of the steps in this program have been discussed above, namely, those embodisd
in the sixteen trading rules,

3_?/ Nationel Association of Securities Dealers, Tnc. v. Securities and Exchange Commission
EE.E’ m i' tm a ta.EOI. 3’ m’o

38/ % on the Ruibﬂi}; and Advisability of the Complete Segregation of the Functions of
Ty s O
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In the development of the program, the Commission instituted a series of weekly reportis,
beginning with the week ended April 4, 1936, on the volume of trading in stocks by exchange
members. Through the cooperation of the New York Stock Exchange and the New York Curb Exchange,
reports were furnished weekly of the daily volume of all purchases and sales made for their own
account by specialists, odd-lot dealers and by other members while on the floor and while off
the floor. This series also provided, for the first time, figures on the total round-lot
volume of trading in stocks on the two exchanges as distinguished from the somewhat less-than-
complete volume reported by the tickers. Beginning with the week ended September 9, 1939, for
the New York Stock Exchange and Jamary 13, 1940, for the New York Curb Exchange, figures on
the total short sales of stocks, except sales exempted from restriction by the Commission's
rules, were added to ‘this series of published data. ]

As another part of the program and to further the Commission's policy of affording the
exchanges an opportunity to cocperate in regulating the trading activities of their own members,
the Commission in February 1937 sent to all national securities exchsnges a series of suggested
rules designed to put into effect the recommendation of the "Segregation Report" that trading by
members of the exchange and firms and their partners be fully margined at all times, 1In
essence, the rules require members of the exchange to deposit at the close of each trading day
an amount which would represent sufficient margin, under the terms of the Federal Reserve
Board's Regulation T, for the maximum position taken by the member during the trading day.

In March 1937, the Commission acted to effectuate another of the proposals contained in
the Segregation Report concerning member trading. This took the form of an interpretation by
the Director of the Trading and Exchange Division of ithe speciglist rule adopted in 1935 on the
recommendation of the Commission by all exchanges having a specialist system. The interpreta-
tioh sought to make more specific the general limitations which had been placed upon
specialists! trading by the earlier rule,

STABILIZATION AND MANIPULATION

Sections 9, 10, and 15 of the Securities Exchange Act of 1934 prohibit or empower the Com-
mission to prohibit manipulation and to regulate manipulative devices. Section 9 of this Act
prohibits certain specifically described forms of manipulative activity. Transactions which
create actual or apparent trading activity or which raise or lower prices, if they are effected
for the purpose of inducing others to buy or sell, are declared to be unlawful., Certain
practices designated as "wash sales" and "matched orders®" effected for the purpose of creating
a false or misleading appearance of active trading or a false or misleading appearance with
respect to the market for a security are declared to be illegal. Persons selling or offering
securities for sale are prohiblted from disseminating false information to the effect that the
price of the security will, or is likely to, rise or fall because of market operations
conducted for the purpose of raising or depressing the prices of a security. Persons selling
or purchasing securities are prohibited from making false or misleading statements of material
facts, with knowledge of their falsity, regarding securities for the purpose of inducing the
purchase or sale of such securities, Sections 10 and 15 empower the Commission to adopt rules
and regulations to define and prohibit the use of new forms of manipulation which the Commission
mlght encounter from time to time, However, there is ome type of activity, commonly referred to
as "stabilizing,® which is not prohibited per se by the Securities Exchange Act but is left to
regulation by the Commission.

Pursuant to statutory authority, the Commission has adopted rules and regulations to aid it
in carrying out the expressed will of Congress, The three above-mentioned sections, as aug-
mented by rules and regulations, attempt to free the security markets from artificial influences,
thus insuring the maintenance of fair and honest markets and allowing prices to be established
by supply and demand.

The Commission's purpose in its administration of the provisions ¢f the Securities Exchange
Act of 1934 against stock market manipulation is to provide policing of the stock exchange
markets and the over-the-counter markets sufficlent to accomplish the elimination of manipula-
tive practices without interfering with the legitimate functioning of these markets, In order
to accomplish this, the Commission has contimuously modified and sought to improve its procedure
for the systematic surveillance of trading in securitises, The methods used to detect manipu-
lation have, of necessity, been elastic in character since techniques employed by manipulators
have changed comstantly, inoreasing in subtlety snd eomplexity,
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In order to keep abreast of all situations, the Commission's staff scrutinizes price
movements in approximately 6,000 securities, 3,500 of them traded on exchanges, and 2,500 in
the over-the-counter markets. The information maintained with respect to these securities
includes nct only data reflecting the market action of such securities but also includes news
items, earnings figures, dividends, options, and other data which might explain price and
volume changes. When no plausible explanation can be found for an unusual movement in any se-
curity, the matter may be referred to the appropriate regional office of the Commission for a
field investigation. For reasons of policy, the Cormission leeps confidential the fact that
trading in a given security is under investigation, lest knowledge of the existence of such in-
vestigation unduly affect the market or refleot unfairly upon individuals whose sctivities are
being investigated. As a result, the Commission occasionally receives criticism for falling to
investigate situations when in fact it 1s actually engaged in intensive investigation of those
very matters,

The Commission's investigations in respect of matters imvolving umsual markst activity
take two forms, The "flying guis® or preliminary investigation is designed to detect and dis-
courage incipient manipulation by a prompt determination of the reason for umsual market
behavior. Often the results of & *flying quiz® or preliminary investigation point to a legiti-
mate resson for the activity under review and the case is closed. Frequently facts are un-
covered which require more extended investigation and in these cases formal orders of investi-
gation are sought of the Commission by the staff., In a formal investigation, members of the
Commission's staff are empowered to subpoena pertinent material and to take testimomy under
oath, In the course of such investigations, date on purchases and sales are often compiled for
substantial periods of time and trading operations involving considerable quantities of shares
are gcrutinised.

The Commission operates on the premise that manipulation should be suppressed at its in-
ception, Many of the cases investigated never come to the attemtion of the public because the
rromptness of the Commission's investigation, through the *flying quiz® technique, stops the
manipulation before it is fully developed., It is believed that the investigatory methods
adopted not enly afford greater protection to the public but also save the time and money of
security dealers and the Commission.

In the early years of the Commission's axistence, a few large-scale manipulations were
detected. Some of these resulted in jall sentences or other penalties for the cperators. -The
manipnlation of the Bellanca Aircraft Corporation common stock on the New York Curb Exchange in
1935 was an cutstanding exsmple, M. J. Meehan, a well-lmown figure on Wall Street, controlled
30,550 shares of this stock. Between June 8 and June 18, 1935, Meehan succeeded in raising the
price of that stock from 4 to 5-1/2 by a process of matching orders and broadcasting advice to
others to buy the stock. While raising the price, he managed to sell 29,150 shares on the
exchange. loreaver, he sold 16,000 additional shares over the counter at $5 per share. Meehan
maintained the price of the stock at a comparatively high level from June 18 to October 24 by
varicus legel and illegal transactions, but on October 25 Meehan withdrew his support from the
sarket, and the next day the stock fell to 2-3/4. As a result of the Commission's action,
Moehan was expelled fram the New York Stock Exchange, the New York Curb Exchange, and the
Chicago Board of Trade.

Another illustration of a manipulative operation was that effected in the Class WA® stock
of Tastyeast, Inc., in the latter pert of 1935 and early part of 1936 which is suumarised in
the section on criminal proceedings,

In snother case, the Commission found that Charles C. Wright had manipulated the common
stock of Kinner Airplane & Motor Corp., ILtd., and ordered his expulsion from the New York Stock
Exchange and other nationzl securitiss sxchamges of which he was a member. Wright appealed to
the Second Cireuit Court, _3_9_/ which sustained the comstitutionslity of the anti-manipulative
provisions of the Securitiss Exchange Act as well az the Comwissionts finding that Wright had
violated Section 9 (&) (2) of that Act. The court held, however, thst the evidence was

39/ Wright v. S.E.C., 112 7, (2d) 89 (C.C.%. 2, 1940).
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insufficient to support a finding that Wright had violated Section 9 (a) (1) of the Act, as
charged, The case was remanded in order that the Commission might determine, in its discretion,
whether its order should be modified. After reconsidering, the Commission again ordered
Wrightt!s expulsion from the various exchanges on which he held membership, and the order was
subsequently affirmed on a second appeal. 40/

During the years of the Commission's operation, the Commission and its staff have rendered
formal and informal opinions regarding the anti-manipulative provisions which have aided in the
elimination of artificial and fictitious forces responsible for excessive market activity and
unwarranted price changes. It is believed that the Commission's vigilance, together with this
gradual process of education of persons involved in security dealings, has effectively curbed
pool operations and large-scale manipulations.

During the period between July 1, 1934 and June 30, 1944, the Commission's staff conducted
1,137 nflying quigzzes.® In a large number of cases, manipulations were ®"nipped in the bud® and
in many cases references of the activities were mede to the Department of Justice or to the
exchanges where such securities were traded. During this same period, the Commission commenced
166 formal investigations resulting in many instances in injunctions, jail sentences, and sus-
pensions from activities as security dealers.

One of the outstanding cases in which the Commission sought an injunction to restrain
persons from violating various provisions of the Securities Exchange Act involved the dealings
of the firm of Torr & Co. in the stock of the Translux Daylight Picture Screen Corp. listed on
the New York Curb Exchange. The Commission sued to enjoin the secondary distribution of that
stock on the exchange on the ground that the defendants had employed manipulative practices to
raise the market price of the stock to a point at which it might profitably be distributed to
the puplic and had employed tipsters to recommend the purchase of the stock without disclosing
their £i ial interest. The District Comrt sustained the constitutionality of the anti-
mani; tive provisions of the Act as a valid exercise of the federal power and issued a

preliminary injunction.

On appeal, the Second Circuit Court set aside the preliminary injunction issued by the
District Court on the ground that, although the defendants had not halted their practices until
after the Commission's investigations had begun, they had stopped before the hearing on the
preliminary injunction, and it did not appear that there was any likelihood of renewed viola-
tion in the future. 41/ However, following the hearing on the merits before the District Court,
a permanent injunetion was granted which the defendants accepted without further appeal., izj

The problem raised by the Torr and several other early cases arising under the Securities
Exchange Act of 193/ and the Securities Act of 1933 as well, as to whether and under what cire
cumstances the Commission is entitled to an injunction on the basis of evidence as to violations
which have ceased before the filing of the complaint, was considered by the Circuit Court of
Appeals for the Sixth Circuit in Otis & Co. v. Securities and Exchange Commission. In that case
the Court of Appeals held that the Trial court did not lack authority to 1ssue an injunction
nmerely because the defendant had discontinmed the prohibited activity before the Commission
brought suit, since, as the court observed:

WA dealer who saw the challenge of his activities that is implied in an investigation
would probably discontimue them pending the investigation. It would seldom, if ever,
be possible to show that a dealer was engaged in or about to engage in prohibited
acts or practices when sult began, since the necessary investigation would mearly
always have warned the dealer to desist." 43/

40/ Wright vi S.B.C. 134 F. (2d) 733 (C.C.A. 2, 1943).

41/ 5.E.C. v. Torr, 87 F. (2d) 446 (C.C.A. 2, 1937).

42/ S.B.C. V. Torr, 22 F. Supp. 602 (S.D.N.Y., 1938).

43/ 106 F. (2d) 579, 583 (C.C.A. 6, 1939), A similar result was reached in the Circuit Court

of Appeals for the Tenth Circuit in Securities and Exchange Commission v. Thomasson
Panhandle Company, 145 F. (2d) 408 (194%).
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Although the Securities Exchange Act comtains a general prohibition against manipulation,
it does not prohibit certain kinds of manipulation. Thus, Section 9 (a) (6) forbids the
“pegging, fixing or stabilizing® of security prices ohly if in contravention of such rules and
regulations as the Commission may prescribe as necessary or appropriate in the public interest
or for the protection of investors. The Senate Conmittee on Banking and Currency in discussing
the regulatory powers conferred on the Commission stated:

"Practices such as pegging, fixing, or stabilizing the price of a security are
subjected to re, tion by the Commission, which is authorized to prescribe such
rules as may necessary or appropriate to protect investors and the public

from the vicious and unsocial aspects of these practices." 4_4/ (Emphasis supplied)

In March 1940, the Compmission issued a relgase on this subject in which it stated, in part:

"The Commission is unanimous in recognizing that stabilising is a form of
manipulation. The statute itself so recognizes, The Commission also agrees
that stabilizing in many respects is undesirable, That, too, is implicit in
the statute, Nevertheless, the majority of the Commission comsiders that
merely to point to the evils attendant upon stabilizing poses the problem but
does not answer it. The question of how to deal with stabilizing as it exists
today camnot be answered by theory alone. It is am intensely practical problem
which, for the present, must be solved in terms of the existing financial
machinery ... the Comnission is not now prepared to say that, under existing
conditions, all stabllizing should be wholly prohibited. Nor is the majority
of the Conmission content to allow stabilizing to contimme unregulated ...

SPreliminary studies by the Commission's staff led to the adoption on March 15,
1939, of rules and regulations of the Commission requiring the filing of
detailed reports respecting all stabilizing operations conducted to facilitate
the distribution of security offerings in respect of which a registration
statement has been filed under the Securities Act of 1933 ...

%The area in which abuses have been and can again become most prevalent is
-‘stabilising in comnection with so-called 'market offerings! where the price is
represented to be at, or based upon, open market prices establishsed by the ebb
and flow of supply and demand, Before the Act, operations to facilitate this
type of 1pool manipulations' now outlawed by Section 9 (a) (2) of the statute.
Since 1934, stabilizing of the type now covered by Regulation X-9A6-1 /adopted
February 15, 19407 contimued to be subject to various abuses not otherwise
prohibited by the Securities Exchange Act. It was because of the very suscep-
tibility of this kind of stabilizing to grave abuses that the Commission deter=
mined to the first test of substantive regulation of stabilizing to this
field.* 45

Comaissioner Healy, in a separate statement, was of the opinion that the Commission was at
liberty to prohibit stebilizing and was opposed to permitting stabilizing in connection with an
offering at the market,

Regulation X~9A6=1 prohibits any "mark-up® of prices, It also prohibits any rigid
"pegging® of the market, Since stabilizers on each day can buy only on a scale down until the
price has dropped by a fixed amount, the rules in éffect permit no more than the maintenance
of an orderly market during the distribution. The regulation requires stabilizers to giwve
notice of their intention to stabilize, If stabilizing has actually been commenced, that fact
mst also be disclosed. Stabilizers may neither support the market nor profit from its inde-
pendent rise beyond any price which is more than one point abowe the level at which stabilising
is commenced, Of course, the regulation also prohibits any stabilizing at prices to which the
stabilizers have reason to believe the security has been previously raised by illegal

manipulation,
44/ "Stock Exchange Practices,® Sen. Rep. No. 1455, 73rd Cong., 2d Sess. (1934) 55.

45/ Securities Exchange Act Release No. 2446, March 18, 1940, pp. 2, 3, 13-14. Commissioner
Healy's separate statement appears at pp. 19-33.
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Persons required by Rule X-174~2 and Rule X-9A6-6 to file reports with the Commission have
filed approximately 70,000 stabilizing reports during the past 5 years. Each of these reports
has been analyzed, thereby enabling the staff to follow the progress of a distribution and to
determine whether the stabilising activities were lawful.

In November 1943, in order to assist underwriters and distributors of securities to ad-
here to the provisions of the Securities Exchange Act, two releases were issued by the Trading
and Exchange Division, clarifying the distinction between legitimate stabilizing transac-
tions and unlawful activities of underwriters prior to the termination of stabilization or dis-
tribution. y The Releases have had a salutary effect in providing the securities Indnstry
with guides developed in the course of nine years' experience under the Securiiies Exchange
Act.

OVER-THE~COUNTER REGULATION
The Original Statutory Provisions and Their Administration

As originally emacted, Section 15 of the Securities Exchange Act of 1934, dealing with the
Commission's power to regulate the over-the-counter markets, was couched in the most general
and broadest terms, It stated:

4Tt shall be unlawful, in contravention of such rules and regulations as the Commission
may prescribe as necessary or appropriate in the public interest and to insure to
investors protection comparable to that provided by and under authority of this title
in the case of national securities exchanges, (1) for any broker or dealer, singly or
with any other person or persons, to make use of the mails or any means or instrumen-
tality of interstate cammerce for the purpose of making or creating, or enabling
another to make or create a market, otherwise than on & national securities exchange,
for both the purchase and sale of any security (other than an exempted security or
commercial paper, bankers! acceptances, or commercial bills, or unregistered securi-
ties the market in which is predominantly intrastate and which have not previously
been registered or listed), or (2) for any broker or dealer to use any facility of any
such market., Such rules and regulations may provide for the regulation of all trans-
actions by brokers and dealers on any such market, for the registration with the Com-
mission of dealers and/or brokers making or creating such a market, and for the
registration of the securities for which they make or create a market and may make
special provision with respect to securities or specified classes thereof listed, or
entitled to unlisted trading privileges, upon any exchange on the date of the enact-
ment of this title, which securities are not registered under the provisions of
section 12 of this title.,"

In contrast to other areas in which the Commission commenced its administrative duties in
June 1934, there were little or no reliable data concerning the scope or nature of the abuses
to which the directives of Section 15 of the Securities Exchange Act of 1934 were intended to
apply. The long legislative history of the Securities Act of 1933 provided a2 rich source of
information concerning the practices of underwriters and the evils encountered in comnection
with public offerings of new securities, The hearings before Committees of Congress and the
Committee reports on bills to regulate securities markets, resulting in ‘the enactment of the
Securities Exchange Act, contained a wealth of basic data concerning the practices and sbuses
which had permeated the exchange markets during the preceding decade, But, as to over-the-
counter markets, the legislative history of the Securities Exchange Act yields little informa-
tion and sheds little light on the directives of Section 15 relating to over-the~counter regu-
lation, beyond the obvious facts that unique opportunities for abuse existed in that market and
that regulation of exchange markets made necessary the regulation of counter markets, since
business tends to flow from regulated to unregulated areas,

46/ Securities Exchange Act Release Nos. 3505 and 3506, November 16, 1943. See also Securities
Exchange Act Release No, 3056, October 27, 1941.
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Thms the Commnission's first task was to obtain the requisite data from which a program
might be develpoped. Swrveys were initiated on mumerous subjects bearing on problems of the
over~the-counter markets, Because Section 15 expressly authorized rules requiring registration
of over-the-counter brokers and dealers and registration of ®securities for which they make oar
create a market,® the feasibility of such rules became the first subjects of intensive study.
Commencing in Novenmber 1934, frequent conferences were held with representatives of the industry
on the general problem and many inter-related questions.

Concurrently with these studies, the Comnissionts investigating activities ylelded valuable
information concerning fraundulent operations of bucket shéps and tipster sheeis as well as
concerning the more subtle types of fraudulent practices rampant in over-the-counter markets.

From these begimnings the program for regulation of over-the~counter markets has developed
gradually; no important step which would affect the industry generally has been taken without
affording its representatives opportunity to express their views,

In the study of the feasibility of a rule to require registration of brokers and dealers a
conprehensive survey was made of all state securities laws and of rules and regulations promul-
gated by state agencies administering them, with special emphasis on broker-dealer licensing
provisions and standards, After careful comnsideration the Commission tentatively decided to
follow the general pattern of the state regulatory acts, and the proposed rules, released to the
industry on March 16, 1935, for comments and suggestions, included qualifications for registra-
tion and also proposed standards of business conduct., There was little opposition to the
general scheme of registration, After full consideration of all comments received, the final
rules were promlgated on May 6, 1935, Registration became the keystone of over-the-counter
regulation, On Jamuary 1, 1936, when this requirement became effective, 5,325 brokers and
dealers were registered, A tabulation reflecting broker-dealer registrations for the fiscal
year ending Jume 30, 1944, and for the entire period from May 6, 1935 to June 30, 1944, will be
found on a subsequent page. .

BROKER-DEAIER REGISTRATIONS UNDER SECTION 15 (b)
OF THE SECURITIES EXCHANGE ACT OF 1934

For Entire
Period For Year
May 6, 1935 to Ending
June 30, 1944 June 30, 1944

wmm atbegjming ofperiod teevcscsce
filed

[ X RARNRE RN RRYFER RS AR ERE S AN X 13’498 339

Applications I
Applicationl WIthArawn cseceeccevccssccccsscovsossssces
Applications cancelled

0000000000000 850000000000000800 17 -
mmmtim 'imdrm PGPSO OOINLOCOCOIBDOISIOSISINOLIS 7’&2 892
mmum cmlled» 008020000 NCGORBOLOIOPOIOGOROIOISIINISIS 6M 49
Regmtim donied cecscecscccccccscccrcsosncossscace 35 —
Registrations suspended 4_7/ SNVAVIEVIVVIVIYVe e srees e e 20 2
Rﬂmtms TeV0KEd ceesccccssccecssscsssccscnsscsse 155 15
Registrations effective at begimning of period 48/ ... - 4399%
Regimum effective on 6/30/“ 4_9/ R 4,364- 4’36‘
App]ic&l:l.m pending on 6/30/44 200000000000 000 0000000 29 29
TOTALS ceevovccccscscocsescocssssscsssssssssscsee 13!498 13:498 51357 5:357

47/ Excluding three registrations which were under suspension on the enactment date of the
amendment to Section 15 (Public 621) and which were therefore antomatically cancelled by
operation of law. Section 10 of such amendment preserved only registrations effective on
the enactment date, May 27, 1936.

l._g/ Includes 81 brokers and dealers whose registrations have been placed on "involuntary
inactive status®™ because, despite careful inquiry, no information has been obtained as to
their present whereabouts,

i9_/ Includes 86 on Minvoluntary inactive status® for reason given in preceding footnote.
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Section 15 (d) of the Securities Exchange Act

It will be recalled that Section 15 of the Securities Exchange Act of 1934 a&s originally
enacted specifically authorized the Commission to adopt rules and regulations providing for
the registration of securities for which over-the-counter dealers made or created & market,
Although the Commission recognized from the beginning that registration of over-the-counter
securities was extremely desirable, it realized that such registration involved vastly greater
difficulties than the registration of over—the-counter brokers and dealers.

This problem was discussed at length by the Commission in its "Report on Trading in
Unlisted Securities upon Exchanges®, transmitted to Congress on Jamary 3, 1936, pursuant to
Section 12 (f) of the Securities Exchange Act of 1934. In that report a number of suggestions
were considered for achieving the registration of securities which were traded exclusively in
the over-the-counter market as well as those which were admitted to unlisted trading privileges
upon certain national securities exchanges., The Commission did not recommend any of these
suggestions as the solution for the problem. It presented them to Congress in the hope that
public discussion thereof would make judgment as to the desirability of the various suggestions,
both by Congress and the Commission, more certain. Following the making of this report Congress
adopted one of the suggestions contained therein by enacting Section 15 (d) of the Securities

.Exchange. Act of 1934 which provideés in part:

#Each registration statement hereafter filed pursuant to the Securities Act of 1933, as
amended, shall contain an undertaking by the issuer of the issite of securities to which
the registration statement relates to file with the Commission, in accordance with such
rules and regulations as the Commission may prescribe as necessary or appropriate in
the public interest or for the protection of investors, such supplementary and periodic
information, documents, and reports as may be required pursuant to section 13 of this
title in respect of a security listed and registered on a national securities exchange;
but such undertaking shall become operative only if the aggregate offering price of
such issue of securities, plus the aggregate value of all other securities of such
issuer of the same class (as hereinafter defined) outstanding, computed upon the basis
of such offering price, amounts to $2,000,000 or more."

The provisions of this section have served to make available to investors periodie informa-
tion concerning many issuers of securities who have registered under the Securities Act of 1933,
Nevertheless there are many securities now dealt in in the over-the-counter market concerning
which very little public information is avallable anywhere. Moreover, there is substantial
evidence that the mmmber as well as the importance of umregistered securities dealt in in the
over-the—counter market has increased in recent years., The problem of obtaining adequate in=-
formation on over-the-counter securities is being actively considered by the Commission,

Subsequent Regulation of Brokers and Dealers

At the same time that it adopted Section 15 (d) of the Securities Exchange Act, the 74th
Congress also adopted new subsections (a), (b) and (c¢) of Sectiom 15 to replace the former
text of that section. 50/ The first two subsections deal with registration of over-the-counter
brokers and dealers and in effe¢t codify the "schematic device for the registration of these
brokers and dealers® 51/ developed by Cammission rule under the original statute, 52/ Under
the amendment, brokers and dealers, other than those whose business is exclusively ate,
mst register with the Commission in order legally to make use of the mails or other instru-
mentalities ef interstate commerce in commection with over-the~counter transactions in any
security, except an exempted security.

50/ Approved May 27, 1936.

51/ See testimony of James M. Landis, May 6, 1936, inf_leﬁ_r%s before the Committee on Inter-
state and Foreign Commerce on S. 4023, 74th Cong., 88, J 10,

_5_2_/ It should be noted that registrations in effect when the amendments were approved were
preserved, thereby obviating the necessity of re-registration of about 5,800 brokers and
dealers, )
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In the revision of Section 15 the rule-malking powers of the Commission were made more
definite by the enactment of subsection (¢) which makes unlawful, in over-the—counter transac-
tions, the use of manipulative, deceptive, and other fraudulent devices and contrivances, amd
grants to the Commission the authority to define such devices and contrivances, While the
criterion of affording to investers in these markets protection comparable to that provided in
exchange trading was dropped physically from the Act, the history of subsequent amendments to
Section 15 shows that it was the intent of Congress that this standard should nevertheless be
followed. 53/

Two years later, Section 15 (¢) of the Securities Exchange Act was amended., The amendment
extended the Commission's powers so that it was not enly empowered to define and prohibit acts
of fraud and deceit in the over-the-counter mariets but was also empowered to prescribe means
reasonably designed to prevent such acts, except if exempted securities were involved. The
rule-making power of the Commission was also extended to afford protection against fictitious
quotations and safeguards with respect to financial responsibility of over-the-counter brokers
and dealers.

The initial rules of business conduct directed against fraudulent practices in over-the-
counter transactions, adopted in May 1935, were repealed upon the enactment of the 1936 amend-
ments to the Securities Exchange Act, and attention was thereupon directed to rules under the
new Section 15 (c) defining manipulative, deceptive and other fraudulent devices and contri-
vances, The fair practice rules established by the Investment Bankers Code Committee which had
operated under the National Industrial Recovery Act and the rules of various state securities
commissions were examined to determins the extent to which the underlying principles of such
rules could be employed. After discussing preliminary drafts with the industry and weighing
the comments and suggestions received, the final rules, eight promulgated under Section 15 (c),
complemented by two under Section 10 (b) and one under Section 17 (a), were announced on
Auvgust 4, 1937, to become effective October 1, 1937. The new rules, while retaining the
substance of the 1935 rules, extended the principle of disclosure to additional phases of
business conduct, Subsequently, seven additiomal rules affecting over-the-counter brokers and
dealers were prommlgated, one under Section 10 (b); one each under Section 15 (c) (), () and (3) and
3 under Section 17 (a).

Broker-dealer Inspection Program

Even before the Comxission had adopted the over-the-counter rules effective October 1,
1937, the need for the sxercise of visitorial power granted under Section 17 (a) of the Securi-
ties Exchange Act had become manifest. The adoption of comprehensive rules emphasized this
need, A limited program of imspection of brokers and dealers on an experimental basis was
commenced in 1937, The data assezbled in these inspections determined the scope of the broadsr
program commenced in 1940, Broker—dealer inspections, made by accountants attached to the
Commission!s regional offices, are designed in gemeral to educate brokers and dealers in the
legal requirements of the federal securities laws and the Commission!'s rules promlgated pur-
suant thereto as well as to check compliance therewith, and to detect and prevent fraudulent
practices. They are also an aid in the correction of practices which, though not fraudulent,
fall short of representing good business standards, Moreover, they afford information useful
in appraising the need for new regulations or for changes in existing regulations in order to

53/ ?;;B;I)iezulanm of Over-the-counter Markets,® Sen. Rsp. No. 1455, 75th Cong., 3rd Sess,
3

*Section 15 (of the 1934 Act), in its original form, expressly contemplated the adoption
by the Securities and Exchange Commission of rules and regulations concerning the over-
the-counter markets *necessary or appropriate in the public interest ,.. to inswre to
investors protection comparabls to that provided by and under authority of this titls in
the case of national sequritiss exchanges! ... In the judgment of the committee, this
bill, like the amendment of Section 15 (of the 193, Act) enacted in May 1936, ... repre-—
sents the essential process of £illing in and implementing the original ocutline in order
to make possible the realization of the original objective,®

54/ These rules under the mmbering system subsequently adopted were designated as X-1501-1 to
X-15Ci-8, X=-10B=2, X=10B~3, and X-17A-1l, Rule X~17A-1, however, was repealed upon adoption
of the comprehensive bookkeeping rules X-17A=3 and X=17A=4.
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carry out the purposes of the Act, The following is a tabulation of inspections by fiscal
years made under the definitive program:

June 30, 1940 - 646
June 30, 1941 - 1,087 55/
June 30, 1943 - 830
June 30, 1944 - 746

The decline in the mmber of inspections in 1943 and 1944 is due largely to limited
personnel and to the need to shift inspection personnel to the examination of reports of
financial condition filed under Rule X-17A-5 during each of the last two fiscal years.

It is worth noting that on only three occasions has it been necessary to institute actions
in United States District Court for mandatory injunctions to compel firms to make their books
and records availsble. In each case consent judgments were obtained. 56/

The improper practices discovered in inspections range from relatively minor infractions
of rules to serious violations of law, Failure to keep adequate records, to make the required
disclosures in confirming transactions, or to comply with the requirements of Regulation T
with respect to extension of credit is usually due to unfamiliarity with the rules; corrective
meagures are generally taken by the firm when the infractions have been discussed with it., But
with respect to more serious situations the Commission has frequently found it necessary to
invoke the sanctions of the Act; thus, in the public interest, the Commission has from time to
time moved to enjoin framdulent practices, to revoke registration, or to suspend or expel a
firm from membership in the Natiomal Association of Securities Dealers, Inc., or from member-
ship on a national securities exchange. It has moved to invoke criminal sanctions by referring
the facts to the Department of Justice for consideration of criminal prosecution, and to State
authorities in some instances where violation of State law is involved., Without enumerating all
of the types of improper practices which have been discovered in these reports, attention is
directed to the more flagrant abuses:

JImproper Use_of Customer's Property.

Although under the statute the commingling of customers! securities without the consent of
the customers is unlawful, such commingling is occasionally discovered., Many instances of even
more serious misuse of customers' securitles have been uncovered--~for instance, their unlawful
hypothecation, Such wrongful use of customers! securities is often directly related to a poor
financial condition and under such circumstances customers' losses have sometimes been
substantial. 2'_7/

Secret Profits

Ancther type of fraudulent conduct sometimes discovered involves the taking of secret
profits by brokers. This is accomplished by misrepresenting to the customer the price paid for
the securities purchased, or the price received for securities sold, for his account, For
example, the registration of Hope & Company 58/ was revoked for such unlawful conduct. Its
secret profits in such transactions had exc d $9,000 in a relatively short period of time.

55/ Revised figure.

5_6/ S.E.C. v. Gerber Co tion,; S.D.N.Y., April 1, 1942, unreported. S.E.C. v. Harlow &
__Eo., D. Mass., » , unreported, S.E.C. v. Moonan, D. Mass,, ¥arch I3, s
unre

27/ For instances involving improper use of customers' property, see Seventh Anmual Report,
p. 156 and Eighth Annual Report, pp. 13-14.

58/ 7 S.E.C. 1082 (1940). See also Geo. W. Byrom, 9 S.E.C. 158 (1941); Bond & Goodwin, Inc.,
S.E.C. (1944) 5 8 Act Release No. 3543.
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Transactions at Unreasonable Prices

Among the most serious violations of law discovered in the course of inspections are cases
involving the sale of securities by dealers to customers at prices which bear no reasonable
relation to the prevailing market price. The doctrine that it is fraudulent for a dealer to
sell securities to customers at prices bearing no reasonable relation to the prevailing market,
without disclosing the market, was first established in a proceeding in which the registration
of Duker & Duker was revoled; _5_9_/ in a long series of subsequent proceedings involving similar
business conduct, the Commission has reiterated and clarified the law in such cases, 60/ In
substance, the holding of the Commission is that special obligations upon the dealer flow from
certain inherent characteristics of the business of dealing in sscurities. The dealer holds
himself out as one with specialized knowledge and skill in securities markets and investment
matters generally. He cultivates his customer's trust and confidence in him and invites
reliance on his skill and honesty. That there is an inherent representation that he will deal
fairly is plain from the confidential relationship which he establishes, and the very price at
which he sells or buys a security, in the absence of express representation to the contrary,
carries with it the implied representation that the price is closely related to the current
market, The duties of the dealer, under such circumstances, are not to be measured by the same
rules which apply to axm's length bargaining; he is bound to higher standards because of the
unique position which he occupies,

This view of the doctrine of fraud has been applied chiefly in cases involving fraudulemt
pricing of corporate securities, but with some modifications it was also applied in a rewoccation
proceeding in which sales of oil royalties were the subject of the Commission's complaint, 6.
In that proceeding the Camnission's order revoking registration was based on the finding tha
the firm, in its transactions with two women customers, was charged with the high fiduclary
obligation of an agent and that this obligation had been violated repeatedly in taking secret
profits at the expense of these customers, In the same case the Commission also held that the
duty of fair dealing at fair prices rests on dealers in oil royalties as it does on dealers in
the mare conventional types of securities. Since oil royalties do not have a market comparable
to that which exists for corporate securities, it was necessary for the Commission to resort to
other tests to determine the fairness of retail prices charged for oll royalties; and the
Commission concluded, with certain reservations, that "the least required of a dealer by the
standards of fair dealing is that, unless special circumstances appear, he must charge a price
bearing a falr relation to the curremt wholesale Eg.' The Commissign held that in charging
retall prices having no fair o curren olesale prices, without disclosing the
magnitude of its marie-ups, the firm omitted to disclose material facts necessary to make its
genersl representation as a dealer not misleading and that its conduct operated as a fraud on
the customers,

Litigation Arising Out of Enforcement .

During the past nine years the Commission has issued 218 orders involving denial, suspen-
sion or revocation of registration of brokers and dealers, or expulsion or suspension from

59/ Duker & Duker, 6 S.B.C. 386 (1939).

60/ See Jansen and s 6 S.E.Ce 391 (1939); Gs Alex Hope, 7 S.E.C. 1082 (1940)3 Allender
Coupary, Toc;.9 S-EC. 1043 (W.c. 975 (1942); Scott MeTntyre &
«Ce (1942)’ Act Release No, 3235’ »
% S.E.C. (1942), Securities Exchange Act Release No. 3261; Trost
& P S.E.C. (1942), Securities Exchange Act Release No. 3345; Theodore
Te 5.E.C. (1943) , Securities Exchange Act Release Nos 34Q04; Lawrence N
S.E.C. ~(15943), Securities Exchange Act Release No. 3450; Guaranby
3 Inc., S.E.C. (1943), Securities Exchange Act mm

61/ Lawrence R, Leeby, S.E.C. (1943), Securities Exchange Act Release No. 3450.
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membership in the NASD. Only two of these orders have been taken to a Circuit Court of Appeals
for review, and in each case the Commission's order has been affirmed. 6_2/

The most significant case was an appeal by Charles Hughes & Co., Inc., from a Commission
order revoking its registration for violating the Securities Exchange Act. In this case, the
Commissionts application of the fraud doctrine to sales of securities at prices bearing no
reasonable relation to current market prices was subjected to jJudicial review for the first
time., 63/ The Conmission had found that this firm had violated the fraud provisions of the
Securities Act and the Securities Exchange Act in its dealings with certain women customers to
whom it had sold securitiss at prices from 16.1 percent to 40.9 percent in excess of the pre-
vailing market, without disclosing the prevailing market prices to them. In its opinion the
Camission said:

#In the setting in which respondent effected the foregoing and other transactions
with these customers, the approach and entire conduct of respondent were intended
to induce an atmosphere of trust and confidence, of which the respondent took
gross advantage ceee

"Fundamental to the issue before us is the premise that any person, regardless of
his knowledge of the market or his access to market information, is entitled to
rely on the implied representation, made by a registered dealer in securities,
that customers will be treated fairly."

The Circuit Cowrt sustained the Commission's order on an independent interpretation of the
statutes and the Commission's rules. In reaching its conclusion, the Court did not have re-
course to the doctrine that the consistent and contemporaneous construction of the statute by
an administrative body should control unless plainly erroneous, In its opinion the Court said:

"An over-the—counter firm which actively solicits customers and then sells them
securities at prices as far above the market as were those which petitioner
charged here must be deemed to commit a fraud., It holds itself out as competent
to advise in the premises, and it should disclose the market price if sales are to
be made substantially above that level, Even considering petitioner as a princi-
ral in a simple vendor-purchaser transaction ... it was still under a special duty,
in view of its expert knowledge and preferred advice, not to take advantage of its
customers' ignorance of market conditions. The key to the success of all of pebi-
tioner's dealings was the confidence in itself which it managed to instill in the
customers, Once that confidence was established, the failure to reveal the mark-
up pocleted by the firm was both an omission to state a material fact and a
fraudulent device. When nothing was said about market price, the natural implica-
tion in the untutored minds of the purchasers was that the price asked was close to
the market. The law of fraud knows no difference between express representation on
the one hand and implied misrepresentation or concealment on the other ,.."

Concluding that the Commission had "correctly interpreted its responsibilities to stop such
abusive practices in the sale of securities," the Court placed special emphasis on the impor—
tance of price in securitiss transactions,

62/ The Commission became a party in other litigation, however, brought by Guaranty Under-
writers, Inc., in an attempt to stop hearings in the proceedings instituted under Section 15
in August 1942 against that company to determine whether its broker-dealer registration
should be revoked and whether the firm should be suspended or expelled from membership in
the NASD. This litigation, which included an action before the Circuit Court of the Fourth
Judicial Circuit of the State of Florida, another action before the Supreme Gourt of
Florida, and varlous actions before the United States District Court for the Southern
District of Florida and the Circuit Court of Appeals, Fifth Circuit, is described in the
Ninth Anmual Report.

6_3/ Charles H 924? Coe Im., Ve S.E.C-, 139 F. (2d) 434 (C.C‘A. 2, 1943)’ cert, g_no 321
U. S. .
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"The essential objective of securities legislation is to protect those who do
not know market conditions from the overreachings of those who do, Such pro-
tection will mean 1littls if it stops short of the point of ultimate consequence,
namely, the price charged for the securities. Indeed, it is the purpose of all
legislation for the prevention of fraud in the sale of securities to preclude
the sale of dsecurities which are in fact worthless or worth substantially less
than the asking price.! People v. Federated Radio Corp., 244 N. Y. 33, 40, 154
N. E. 655, 658, If after several years of experience under this highly pub-
liciged legizlation we should find that the public cannot rely upon a Commission-
licensed broker not to charge unsuspecting investors 25 percent more than a
market price easily ascertainable by insiders, we should lsave such legislation
little more than a snare and a delnsion.®

The Commission's order of June 13, 1942, revoking the registration of W. K, Archer & Co.,
and expelling that firm from membershlp in the NASD and on the Chicago Stock Exchange, was
taken to the Eighth Circuit Court for review and the Cammission's findings and arder were
sustained. 64/

There have been several cases holding that Section 29 of the Securities Exchange Act gives
a purchaser of securities the right to rescind the purchase or to recover damages for fraud in
an over-the-counter sale of securities. 65/ In each case the Commission appeared as amicus
curiae to argue that the stabutory right rescind the transaction was clear,

Criminal Proceedings Arising Out of Enforcement
From time to time, criminal proceedings have been instituted by the Department of Justice

which have been based upon Commission investigations of violations of Section 15 (c) of the
Securities Exchange Act. These casses are discussed in the section on criminal proceedinga.

The Maloney Act and the NASD

On November 27, 1933, the President of the United States, acting pursuant to the pro-
visions of the National Industrial Recovery Act, approved a Code of Fair Competition for
investment bankers, This code embraced all brokers and dealers who transacted business in the
. over-the-counter market., By an amendment to the Code approved by the President on March 23,
1934, certain rules of fair practice became a part thereof., After the National Industrial
Recovery Act was declared unconstitutional in the spring of 1935, represemtatives of the in-
dustry discussed with the Commission the feasibility of a new organization of over-the-counter
brokers and dealers which would undertake to perpetuate the objectives sought to be attained by
the Code of Fair Competition by regulating brokers and dealers in a manner comparable to the
regulation by exchanges of their members,

On Jermary 5, 1938, the late Senatar Malonsy introduced in the Senate a bill, jointly
sponsored by the Commission and the Investment Bankers Conference, Inc., to amend the Securi-
ties Exchange Aot of 1934 in order to provide for the establishment of a mechanism for the
regulation of over=the-~counter brokers and dealers, This amendwent, which added a new Section
154 to the Act, gave legislative sanction to the formation and registration of national secu~
rities associations which would supervise the conduct of their members under Commission regu—
lation, Thereafter, the Hational Association of Securities Dealers, Inc., applied to the Com-
mission for registration as a national securities association., On August 7, 1939, after a
public hearing, the Commission granted the application of the Association on findings that the
statutory provisions were satisfisd, Membership in the NASD, which was about 1,500 at ths time
registration became effective, subsequently rose to a high of approximately 3,000 in mid-1941
but thereafter declined to & current figure of sppraximately 2,100 members, It is the only
national securities association registered with the Commission, The following tables show the
record of broker-dealer proceedings since 1935 and registratioms revoked in the past year,

y mr 'Q’ SOEILO_, ]33 F. (2d) 'Bs (c.c.‘. 8, 1943)’ “rt. d-en. 319 U. s. %7 (1%3)0

Geismar v. Bond & Goodwin, Inc. 40 F. Supp. 87 (s.n.n.z. 1941)3 arten v. Leo
—/m:r., ¥ov. Y7, Y013, uareported ’s.n.u.z.'%&-z', 5 1943, unre-

ported; % imer v, ¥ c. A0 2, 1944). Cf. also Baird Ve
oUa 2, 1944)’ cert. den, U. S. (wm’ 19“)’
action for viclation of Securities Exchange Xct of 1934.
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REGISTRATIONS REVOKED
DURING FISCAL YEAR ENDING JUNE 30, 1944

Charles Hughes & Co. Inc. Securities Exchange Act - Release Nos 3464
Guaranty Underwriters, Inc. » . " " " 3481
Patrick A, Trapp " " n " " 3527
Brentlinger & Hosea, Inc. " " " " " 3460
Frederick A. Peterson " " " " ' 3565
Patrick H. McClellan " " . . " 3463
Earl Porter Beckwith e " " " " 3‘66
The Renaud Corporation " " " . " 3499
Hermann Graen & Co. Inc. " L ®  ® 3500
Samuel Segel u n " . ® 3,92
Kurt H, Schurig & Co. . " . . * 3517
Fred F. Peterson & Co, Ince " " . " ® 3453
Larson, Honochan & Co. (Not Inc, )% n - . " B 3476
Frances J. Lubbe* . " " s " 3456
United Securities Carporatioms " " . " " 3557

# Also expelled from NASD membership by order of the Commission.

SUSPENDED FROM NATIONAL ASSOCIATION OF SECURITIES DEALERS
BY ORDER OF COMMISSION DURING FISCAL YEAR ENDING JUNE 30, 1944

Bond & Goodwin, Incorporated Securities Exchange Act - Relsase No. 3543

(Suspended for a period of 30 days
commencing March 24, 1944)

REGISTRATIONS SUSPENDED
DURING FISCAL YEAR ENDING JURE 30, 1944

William Js Adams, d/b/a Securities Exchange Act - Release Nos 3491
Transatlantica Exchange &
Securities Company

William R, Carver Securities Exchange Act - Release No. 3462



The major portion of the NASD!'s activities has been devoted to raising the business
standards of over-the-counter brokers and dealers. In that commection, the NASD adopted Rules
of Fair Practice which, among other things, prohibited certain unfair and fraudulent acts and
required various disclosures under certain circumstances. In general, the fraud and disclosure
provisions of the Rules are pattermed after the Commission's Rules under the Securities
Exchange Act of 1934.

To enforce its Rules of Fair Practice, the NASD has put into operation a method providing
for the anmial questionnaire examination of the business practices of each of its members, By
the close of the fiscal year, this program had resulted in the institution of more than 330
formal disciplinary complaints against members, the majority of which were concluded by the
imposition of a penalty such as censure, fine, suspension or expulsion from the membership., A
tabulation summarizing the disciplinary activities of the Association follows:

DISPOSITIONS BY THE NASD OF FORMAL COMPLAINTS AGAINST MEMBERS

: * No. of Complaints on Which Final Action was

Membership Reported to Commission in:
. 88 of 12-31-43 39.0 1941 . 1942 . 1943 1944 , :
District : $ 7=1 :1-1 : 7-) :1-1 : 7=1 :1-1 : 7=1 : 1-1 :7-1=40 :
: Number :Percent : to : to ¢ to : to : to : to : to : to : to :
: : $ 12=31 :6~30 $12=31 $6~30: 12=31: 6~30: 12~31: 6=30 1 6=30=44 :
1 67 3.0 4 2 3 9
2 138 6.3 5 8 6 7 1 3 4 34
3 36 1.6 1 5 6
A 40 1.8 1 1 15
5 41 1.8 2 1 3
6 4, 2.0 1 1
7 54 2.4 6 1 1 8
8 321 15,1 2 2 29 16 yA 4 4 6 67
9 123 5.6 1 4 5
10 12 5,1 5 1 1 2 1 1 11
n 82 3.7 1 8 2 2 2 1 16
12 168 7.6 6 9 2 3 1 31
13 764 34.8 2 3 50 14 15 8 1 4 97
14 203 9e2 7 4 12 6 2 1 3 35
Totals 2,193 100,0 16 19 143 68/ 63 31 2 VA 31 338

Another phase of the NASD's work has been devising a Uniform Practice Code designed to
eliminate disputes and misunderstandings between members, For the most part the Code gave
sanction to practice, custom and usage in technical matters such as deliveries of securities,
computation of interest, claims for dividends or interest and similar matters,

Early in its history the Association concernmed itself with the development of uniform
methods for the compilation of over-the-counter quotations for newspaper publication which
theretofore had been handled in different ways in each locality. The Commission has had recent
occasion to study and crifjcize the methods employed by the Association in this field and has
advised the Assocliation that, in its opinion, improvement in the character of such quotations
is both desirable and necessary. Discusslons between the Commission's staff and the Associa~
tion's National Quotation Committee were in progress at the close of the fiscal year.

68/ Includes some 92 "PSI® and related cases.
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Commission Supervision ef NASD Activity

Section 154 of the Securities Exchange Act requires the Coemission to exercise gensral super-
vision over certain of the activities of a national securities association. gg/ Examples of the
Commission's supervisory activities are the following:

The Proposed Capital Ruls.

In June 1942, the Board of Governors of the NASD proposed and the membership approved a
substential revision of its By-Laws and the Rules of Fair Practice, including a requirement that
menbers maintain a minfrum net capital of $5,000 or $2,500, depending upon the character of the
membert!s business, Because of the controversial nature of a minimum capital requirement, the
Comnission held a public hearing to determine whether the proposal was in the public interest or
for the protection of investors and whether it was consistent with the purposes of the Malomey
Act,

In its consideration the Camission affirmed the necessity of rules on solvency and re-
called that, in approving registration of the NASD, it had pointed to the lack of such provisions.
It stated,that when the proposed rule had first been informally discussed, the Commission had
been incléned to view it favorably, These factars to the contrary, the Commission found the pro-
posed amendment inconsistent with the generalpurposeofﬂxe&ct.@/ Recogniging the gravity
of the problem for which this proposal was designed, the Commission prommlgated its own Rule
X~-15C3=1, referred to above,

The Mark-Up Policies.

On Qctober 25, 1943, the Board of Governars of the Association announced to the membership
that it had approved an interpretation of Section 1 of Article ITT of the Rules of Fair Practice
thats ’

%7t shall be deemed conduct inconsistent with just and equitable principles of trade for
a mepber to enter into any transaction with a customer in any security at any price not
reasonsbly related to the current market price of the security."

In making this announcement, the Board referred to statistics on the pricing practice of the
membership. Specifically, the Board referred to a finding that, of more than 50,000 over-the-
counter transactions reported by the members as a part of the 1943 inspection program for which
some computation could be made, 71 percent had been effected at a gross spread or mark-up over
the current market of not over 5 percent. Subsequemtly, on November 9, 1943, a letter was semt
to the district business conduct committees of the Association which stated among other things:

"The general import of this statement and the comstruction that should be placed upon it
is that, when transactions show a wark-up of over 5 percemt on the part of a member, it
ralses the question as to whether there is a violation of the Rule and interpretation., 1In
such a gltuation, a duty is imposed upon the member to show to the satisfaction of the
Business Conduct Committee that no violation has occurred,”

By subsequent letters and briefs it was made plain that the November 9th statement did not in-
tend to impose upon an accused member the burden of proving his innocence merely because his
spreads may have axceeded five percent.

Two separate groups attacked the Board!s action as improper, arguing among other things
that the interpretation was in fact a rule and as such was a mullity since it had not been sub-

nitted to the membership for approval., Each group filed a petition with the Cammission

gg/ One of the first such matters to come before the Commission concerned the spplication of
Jeo A. Sisto & Co, for an order approving or directing admission of the firm to membership
in the NASD. The application was denied. See J, A, Sisto & Co., 7 S.E.C. 647, 1192 (1940)
and Securities Exchange Act Release No, 3614, N s

0/ Securities Exchange Act Release No., 3322,
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irequesting a public hearing on the matter, A hearing was held before the Commission on Jume 13,
‘1944 Permission to file briefs was granted and thereafter ths Commissiom took the matter under
,consideration. 71/

The Sherman Gleason and Company Case,

Two disciplinary actions by the Association against a member have come before the Commission
for review on application of the member (in addition to a case pending at the close of the fiscal
year), Both cases concern the same member and were joined for the purpose of hearing and dis-
position. The first of these complaints alleged that Sherman Gleason and Company of Boston,
Massachusetts, had failed to maintain required books and records, had improperly commingled cus-
tomers! securities and had charged customers unfair prices. The second was based on the firm's
.refusal to supply information on its business practices in response to a questiomnaire circulated
by the District Business Conduct Committee,

In the first case, the District Business Conduct Comnittee found vioclations of the Rules of
Fair Practice and imposed the penalty of severe censure and fine of §250. In the second case,
the Committee found a violation and expelled the firm from membership. Gleason sought review of
:both these cases before the NASD's Board of Governors. The Board ftxlspendently reviewed each
rcase, found violations and affirmed the penalties. Gleason them petitiomed the Commission for
review., The Commission affirmed the penalty of severs cemsure and fine of $250 imposed in the
first action but cancellsd the penalty of expulsion imposed in the second, _72/

The ®PSI Case®,

At the end of the fiscal year, the so-~called "PSI Case®™ was before the Commission for deter-
‘mination, On October 8, 1941, the Commission announced that it would call up for review, on
its om motion, six representative cases of disciplinary actions by the NASD against soms
seventy members. 73/ These actions involved findings by various district business conduet com-
mittees and the Board of Govermors acting as an appellate body that the members had violated high
standards of commercial honmor and just and equitable principles of trade in transactions in the
First Mortgage Bonds of the Public Service Company of Indiana during an oariginal distribution
of $38,000,000 of such securities in a public offering made December 7, 1939. The decisions
rested on a.finding that the failure of a member to observe a contract voluntarily entered into
for the purpose of maintairning a uniform offering price during the course of a distribution was
& violation of Secticn 1 of Article IIT of the Rules of Fair Practice which requires observance
of high standards of commercisl honor and just and equitable principles of trade.

The Department of Justice was admitted as a party in intereat over objection by the Associ-
ation, its interest in the case arising out of the possibility of violations of the Sherman Act.

Extendsd hearings in the matter were held after which the Commission heard orsl argument,
The decision was pending at the close of the fiscal year.

ENFORCEMENT OF SECTION 10 (b)

Under Section 10 of the Securities Exchange Act, it is unlawful for any person to employ,
in comnection with the purchase or sale of any security, any manipulative or deceptive device
in contravention of the Commission's rules and regulations. In May 1942, the Commission *
adopted Rule X-10B~5, generally prohibiting the employment of manipulative and dsceptive
devices by any person in the purchase or sale of securities,

71/ On November 25, 1944, the Commission dismissed the petitions, holding that the NASD's
announcements were simply policies and not rules, and that the Commission could not
prohibit or approve them on their merits, apart from individual cases wherein such
policies were given specific application. Securities Exchange Act Release No. 3623,

.2/ Securities Exchange Act Release No. 3550.
-'LB/ Securities Exchange Act Release No. 3035,
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From time to time since the adoption of that rule, the Commission has detected instances
in which persons other than brokers and dealers have resorted to fraud in the purchase of se-
curities from others, By virtue of Rule X~10B-5, such persons were gullty of violating the
Securities Exchange Acte The leading case so far reported in detail in a Commission report,
is "The Purchase and Retirement of Ward LaFrance Truck Corporation Stock." 73/

In that case, two officers who were in control of Ward LaFrance entered into negotiations
with another corporation with a view to selling their interest and merging Ward LaFrance with
the purchasing corporation. The two officers, after it appearsd probable that the deal would
be consummated, and well aware of the figures at which it probably would be made, authorized a
broker to buy the Ward LaFrance shares in the over-the~counter market for Ward LaFrance's
account, Shares were obtained from the company's stockholders at prices ranging from approxi-
mately §3 to $6 a share. None of the stockholders who sold their shares was advised that Ward
LaFrance was the ultimate buyer., Nor were they told of the negotiations to sell the controlling
shares at approximately $45 a share, or of the proposal to liquidate Ward LaFrance at a figure
which would give shareholders $25 a share on liquidation. Also withheld from them was the fact
that the companyt!s earnings had improved since the last published statement from $2.75 to
$15.75 a share,

There was a clear necessity for the issuer and those in control to make timely and
adequate disclosure of these facts. The Commission stated that the purchase of securities
under such circumstances unaccompanied by appropriate disclosure comstituted a violation of
Rule X=10B-5.

When the Commission brought these facts to the attention of the parties involved, arrange-
ments were made to pay the stockholders who had sold their shares the difference betwsen
$35.98 per share and the price they had received in selling their shares, Such payments
amounted to approximately $165,000,

While this is the only case arising under Rule X-10B-5 in which the Commission has issued
a public release, others have occurred and the number of alleged violations is increasing,
Although the Cammission took no action in several such cases when rescission was extended
shareholders by the violators of the rule, the need for more drastic action to prevent viola-

tions of this type is becoming increasingly apparent.

73/ Securities Exchange Act Relesse No. 3445, June 12, 1949
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PART III
THE ADMINISTRATION OF THE PUBLIC UTILITY HOLDING COMPANY ACT OF 1935

The Public Utility Holding Campany Act of 1935 deals with holding campanies having subsidi-
aries which are electric utility companies or which are engaged in the retail distributiom of
natural or mamufactured gas. The Act was passed for the express purpose of eliminating certain
evils and abuses which the Congress had found to exist in camection with the activities of such
companies, and was intended for the protection of both investors and consumers. It provides for
the registration of holding companies (Section 5); supervision of security transactions of hold-
ing companies and their subsidiaries (Sections 6 and 7); supervision of acquisitions of securi-
ties and utility assets by holding companies and their subsidiaries (Sections 9 and 10); the
supervision of payment of dividends, solicitation of proxies, intercompany loans and other intra-
system transactions (Sectiom 12); the supervision of service, sales, and contruction contracts
(Section 13); and the supervisiom of accounting practices (Section 15). The key provisions of
the Act, however, are contained in Sectian 11, which requires the limitation of holding company
systems to an integrated system or systems and related other businesses and the corporate
simplification and equitable distribution of voting power of companies in holding company systems.

NECESSITY FOR FEDERAL REGULATION OF INTERSTATE HOLDING COMPANY SYSTEMS

The Act was passed by Congress after a thorough study of eYectric and gas utility and hold-
ing companies conducted by the Federal Trade Commission from 1928 to 1934 pursuant to Senate
Resolution 83, 70th Congress, lst Session. The resulting 101 volumes of reports made to the
United States Senate have been characterized as "the most thorough investigation of an American
industry that has ever appeared.® 1/ The House Cammittee on Interstate and Foreign Commerce,
pursuant to H. Res. 59, 72d Congress, 1lst Sess. and H. J. Res, 572, 72d Cong., 2d Sess., also
econducted an extensive study of the practices of holding company systems, This study, conducted
by Walter W, Splawn, consists of six volumes and was submitted to Congress shortly before passage
of the Holding Company Act.

A brief description of the excessive concentration of control of the utility industry which
led to many of the evils against which the Act is directed and the need for financial rehabili-
tation of many of the public utility holding company systems is given in the following sections.

Concentration of Control of the Electric and Gas Utilities

The electric utility industry, unlike many other major industries, is essentially local in
its operations and markets. By existing means, power ¢an be transmitted economically for only
limited distances. In the mamufactured gas industry ecimamic transmission is much more limited.
Consequently, there are no operating econamies in the organization of these industries on a
national scale. Regianal power groupings on an integrated basis correspond to the economic
needs of such public utilities and appear to be the appropriate ownership pattern in the pres-
ent state of the arts. These are the findings of Congress in Sections 1, 10 (c), and 11 (b) of

the Holding Company Act.

To the extent that concentration of comtrol in the public utility industry reflected the
merger of competing plants serving the same areas, the absorption of small plants in outlying
toms, and the coordination of urban and rural plants into intercomnected regional systems, the
public interest appears to have been definitely served. During the period 1920-1930, however,
holding companies, irrespective of any econamic or functional relation to other properties in
the system, acquired utility properties all over the country in order to build extensive utility
empires, These empires grew enormously in the speculative period preceding 1930, For example,
the consolidated assets of the Associated Gas and Electric system, now in bankruptcy, grew from
approximately $6,000,000 in 1923 to $1,000,000,000 in 1929.

1/ Barnes, The Econamics of Public Utility Regulstion (1942), p. 7l.




The realization, by banking, engineering and promotional interests of the variety and
magnitude of the.available gains and emoluments of control led to a race for the acquisition of
utility properties, in the course of which prices were driven up to fantastic levels. 2/ Hold=-
ing company expansion was stimulated in many instances, on the ong-hand by investment bankers
who were eager for commissions and profits in the sale of securities, and on the other by hold-
ing company promoters who desired to increase the sources fram which they collected fees for
management and engineering services. It has been estimated that, from 1924~1930, utility hold-
ing companies floated some $5 billions of securities, the great bulk of which went not to build
or improve utility properties, but to purchase already outstanding voting securities of operat-
ing utility companies,. 2/ Part of the total represented the securities issued by super holding
companies, such as the United Corporation, which was organized in 1929 by J. P. Morgan & Co.,
Drexel & Co., and Bonbright & Company, Incorporated.

By 1932, according to the data presented by the Federal Trade Commission, the holding com-
panies had obtained control of the great bulk of the electric and gas utilities of the country.
Of the electric power produced (privately owned plants) in the United States in 1932, the
operating companies controlled by the eight largest utility holding company systems generated
72.7%. Of the national production of manufactured and natural gas, the holding company systems
accounted for 66.4% and 25,3%, respectively, Of the trunk line mileage of natural gas pipe line,
four holding companies controlled 56.3% and 15 holding companies controlled 80.3%. y

the subsidiaries in the holding company systems were .companies engaged in one or more
of a variety of enterprises-—coal mining, production, refining, and transportation of oil; wood,
coal and oil retailing; foundries; textiles; farming, irrigation, orchards; taxicabs; ice and
cold storage; towing and lighterage; real estate, finance and credit, water, street railways,
railroads, bus transportation, and telephone campanies. Obwiously the reasons for placing such
heterogeneous collections of enterprises under a common control did not have to do with func-
tional interdependence or with operating ecomomies.

The scramble of rival holding company systems to acquire local operating utilities also
impeded the development of integrated systems, In this comnection, the National Power Policy
Coamittee found:

#The growth of the holding company systems has frequently been primarily dictated by
promoters' dreams of far-flung power and bankers' schemes for security profits, and has
often been attained with the great waste and disregard of public benefit which might be,
expected from such motives, Whole strings of companies with no particular relation to,
and often essentially uncomnected with, units in an existing system have been absorbed
from time to time. The prices paid for additional units not only have been based upon in-
flated values but frequently have been run up out of reason by the rivalry of contending
systems, Because this growth has been actuated primarily by a desire for size and the
power inherent in size, the controlling groups have in many instances done no more than
pay lip service to the principle of building up a system as an integrated and economic
whole, which might bring actual benefits to its component parts from related operations
and unified management. Inatead, they have too frequently gliven us massive, over-
capitalized organizations of ewer-increasing complexity and steadily diminishing coordina~-
tion and efficiency.”

These huge :systems proved beyond the power of any single state to regulate. As the
President said in his message to Congress of March 12, 1935 (quoted in S, Report Ne. 621, 74th
Cong., 1st Sess. at Pe 2)3

g/ "Fundamentally, the holding company problem always has been, and still is, as much a problem
of regulating investment bankers as a problem of regulating the power industry." Report of ,
the National Power Policy Committee to the House of Representatives, 74th Congress, lst Sess.
(1935), H. Doc. 137, pe 56.

3/ Senate Report No. 621, 74th Congress, 1st Sess. (1935), pe 15.

l_./ Summary Report of Federal Trade Commission to the Senate, No. 72-A, pp. 389, 47. Figures
adjusted to include the electric output produced by Pacific Gas & Electric Co., Detroit
Edison Co., and Central Hudson Gas & Electric Co., being companies then controlled by the
large systems through ownership of 17.9%, 35.8%, and 29.7%, respectively, of their voting stock.



- 60 -

"Regulation has small chance of ultimate success against the ldnd of concentrated
wealth and economic power which holding companies have shown the ability to acquire
in the utility field. No Govermment effort can be expected to carry out sffective,
continuous, and intricate regulation of the kind of private empires within the Nation
which the holding campany device has proved capable of creating.”

The Need for Financial Rehabilitation of Holding Company Systems

The vast concentration of control of the public utility industry was accomplished by methods
which led to the creation of unsound and top-heavy financial structures, many of which could not
weather slight declines in earnings. The pyramided capital and corporate structures and the
arbitrary "write-up" of the assets of operating and holding companies were two devices which en-
abled the promoters and bankers to acquire utility properties all over the country with a
minimm of investment and these devices are likewise reponsible for many of the present finan-
cial difficulties of holding company systems. These camplex overcapitalized structures resulted
in huge losses to American investors and the bankruptcy of many holding company systems,

Write-ups were sometimes based on appraisals made by closely affiliated interests, fre-
quently on sketchy evidence, Very few of them were subject to any check by govermmental
authority. They were usually based on an estimate of what it would cost to reproduce the prop-
erty. That application of the doctrine of S ve. Ames has cost American investors many
millions of dollars, In the first place, ﬁ vs Ames was not authority for the consideration
of reproduction cost in anything except rate cases, and in the second place, even in a rate
case, it was but one of several elements to be weighed. Write-ups alone, or excessively
pyramided structures alone, were highly dangerous financial practices, but their combination
could have no other effect than catastrophe,

The typical holding company consists of pyramids of companies, as well as of pyramids
of securities within a company, 5/ all resting chiefly on the common stocks of operating com-
panies. The pyramids are held together by the stock of the top holding company. The debt secu=
rities and preferred stock of the systems are held by the public. This technique afforded a
maximm area of economic control with a minimum of investment. 6/

The pyramiding device resulted in the highly speculative quality attached to the holding
company securities through "leverage®™ kmown as Wtrading on the equity® or "the lifting power of
other people's money®™, As a result of leverage small changes in the earnings of the underlying
campanies became magnified into large changes in the earnings applicable to holding campany
securities; during the 1929 boom, the profits thus appeared to be huge but when the boom col-
lapeed, leverage worked in reverse and many holding companies and their subsidiaries were forced
to default on their obligations and to cease dividend payments to stockholders. The complex
capital structure also afforded many opportunities for the manipulation of accounts and finances,
and for diversion of profits or losses through intercompany channels, to the detriment of in-
vestors and of the public. The corporate pyramide had the further effect of enabling holding
companies to defeat or obstruct local regulation of operating companies.

-5/ An extreme example is afforded by the capitalization of Associated Gas & Electric Company
which issued 3 classes of comman stock, 6 classes of preferred stock, 4 classes of preference
stock; also 24 classes of debentures (some of them convertible at the option of the ¢
into equity securities), 7 issues of secured notes, 4 issues of investment certificates, as
weulé. as various warrants and rights. These securities rest on securities of underlying com-
P 08,

_6/For example, the Commission recently found that two sub-holding companies, American Power and
Light Company and Electric Power and Iight Corporation, with consolidated assets of about
$851,000,000 and $750,000,000, respectively, were controlled by Electric Bond and Shars Com—
paqysw;ri.ﬁ}osedmthe s:;_;epmr::ent:pm only 3.3 and 8,72% of tlfxs total capit:(mzation of the sub-

8 o c 8, are nt for wri H c Act
Release No. 3750, pp. 65-66). The Federal madgnstmmnm reponedwotheroﬁmgﬁhn?pﬁmes,
@egey the Standard Gas and Electric Company had pyramided control until an investment of less
than $1,000,000 exercised dominion aver a system with a reputed investment of $370,000,000,
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The write-up permitted holding companies to acquire valuable properties om a "shoestring®
investaent by inflating the value of the assets acquired, selling sufficient semior securities
td the public to recoup the cash outlay, and retaining the controlling common stock for itself
at 1little or no cost. As long as the public would buy the securities, there was every incentive
to employ the scheme to acquire amy property no matter where located and irrespective of the
clear advantages of the property's integration with adjacent properties. 7/

The fair-weather capital structures of the systems were ill-adapted to withstand any sudden
decline in earnings. The dataon bankruptcies and defaults indicate in part the scope and
character of the task of reconstruction facing the Commission., From September 1, 1929 to April
15, 1936, 53 utility holding companies, with about $1.7 billions of securities outstanding, went
into receivership or bankruptcy. Some of these were liquidated and present no further problem;
others, rearganized in bankruptcy proceedings, subsequently began to default on their preferred
stocks. An additional 23 holding companies, with ahout $535 millions of outstanding securities,
defanlted on interest and offered readjustment plans., The corporate income of many of the hold-
ing companies was insufficient to service both their debt securities and preferred stock, and
arrearages on the latter were mounting. As of December 31, 1940, the registered holding com-
panies had about $2,501,723,000 of preferred stock ocubstanding of which $1,442,188,000 was in
default, the total arrearages as of that date being approximately $476,000,000.

The financial practices of the holding companies had also resulted in serious injury to
nany of their operating subsidiaries. From September 1, 1929 te April 15, 1936, 36 utility sub-
sidiaries, with outstanding securities of $445 millions, went into bankruptcy or receivership.
An additional 16 companies, with $152 millions of securities outstanding, offered readjustment
or extension plans after defanlting on imterest. Many other operating companies escaped bank-
ruptcy or receivership by deferring needed replacements, stinting on maintenance, and by stop-
ping dividends on the publicly held preferred as well as the comtrol stocks. Of preferred stock
of operating subsidiaries aggregating about $1.6 billion at December 31, 1940, some $453 millioms
were in default, such accumlated arrearages then amounting to about §165 millions.

The facts and financial data pointed out above indicate that the nation's vital interest
in its electric and gas public utility companies had been seriously jeopardized by financial
practices conducted in the interest of a small group of promoters and bankers, that public in-
vestors and consumers of such industries had suffered heavily as a result of such practices,
and that a constructive program of rehabilitating and simplifying the corporate structures of
holding company systems was highly desirable in the natiomal interest. Such a program was pro-
vided by Congress in the corporate simplification and integration provisions of Sectiom 11 of

the Holding Company Act.
INTEGRATION AND SIMPLIFICATION OF HOLDING COMPANY SYSTEMS

The provisions of Section 11 of tha Holding Company Act are carefully designed to
the capital structures of utility systems and to return control over the nation's utilities to
local management and state and local regulation. Section 11 (b) (1) of the Act requires the
limitation of each holding campany system to a single integrated public utility system with pro-
visions for the retention of additiomal uwtility systems and related incidental businesses under
certain designated circumstances. It is, in effect, a specialized anmti-trust act designed to
meot the problem of the serious and uneconomic concemtration of control of public utility
companies, Section 11 (b) (2) provides for the simplification of the structures of holding cam-
pany systems, including the elimination of wnnecessary and “Ygreat-grandfather® holding campanies
and the reorganisation of holding companies which are unduiy complicated and over-capitalized,
and the redistribution of voting power among security holders of holding and operat: companies.
The basic provisions for carrying out Section 11 (b) are to be found in Section 11 (d), which
permits recourse to the courts by the Commission, if necessary, to enforce the Commission's

7/ The ™wtite~ups® took place at the level of the operating, sub-holding, and top or apex
campanies, In an examination of the capital assets of 18 systems, the Federal Trade Com-
mission ascertained write-ups of nearly $1.5 billions, of which about $854 millions were
found in the operating subsidiaries. The capital assets of the operating subholding and
holding companies contained write-ups, on the average, of 22.1%, 16.5% and 9.6%, respectively.
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orders, and in Section 11 (e), which permits the filing of voluntary plans for compliance with
the standards of Section 11 (b). To a wvery large extent, Section 11 vresults in the Holding Com~
pany Act being self-liquidating, for, as utility companies are freed from holding company con—
trol, the Commission penerallly loses jurisdiction over them under this Act.

The problem of conforming the electric and gas utility holding companies to the requirements
of Section 11 (b) is a task of great magnitude. Progress under Section 11 was slow in getting
underway., Although the statute was enacted by Congress in August 1935, the Commission was
directed to enforce the integration and simplification provisions only ". . . as soon as prac-
ticable after Jamuary 1, 1938." In the intervening period holding companies were given an oppor-
tunity to take voluntary steps to comply with Section 11l. However, the companies did not avail
themselves of that opportunity but chose instead to test the constitutionality of the Act. After
the decision of the Supreme Court in March 1938 upholding the constitutionality of the registra-
tion provisions, the Commission gave all holding companies a further opportunity to submit to
the Comnission their plans for voluntary compliance. They responded to the Commission's invita~
tion by submitting tentative plans which on examination were clearly impractical and not in
conformity with the statute. In general their plans amounted to little more than attempts to
Justify the retention of existing scattered holdings,

Jt thus became clear to the Commission that compliance with the Act could be achieved only
by the institution of affirmative proceedings, pursuant to the statutory direction in Section
11 (b). Accordingly in the spring of 1940, the Commission instituted integration proceedings
with respect to nine major utility hclding company systems and corporate simplification pro-
ceedings with respect to three major systems., The two classes of proceedings are interrelated,
since action taken to comply with the geographical standards may also facilitate corporate
simplification, and steps taken in the direction of corporate simplification may serve to
eliminate substantial problems which would otherwise require determination in proceedings under
Section 11 (b) (1).

Once proceedings under Section 11 are instituted by the Commission (or are initiated by the
£iling of a volunbary plan), full hearings are held in which all interested parties are given
the opportunity to present evidence and voice their views before the Commission. On the basis
of the record before it and the contentions made as to the applicability of the law to the facts,
the Commission issues its findings and opinion and order. All such orders are subject to full
judicial review in the federal courts,

The Commission's decisions to date under Section 11 (b) have clarified most of the im-
portant interpretative problems which arose under that section., In the Columbia Gas & Electric
Corporation 8/ and The United Gas Improvement Gompany 9/ cases, the Cammission held that gas and
electric utility companies cannot be considered as together constituting a2 "single integrated
public-utility system®™ within the meaning of the Act. Thus a holding company must satisfy the
requirements prescribed by Congress for the retentiomn of additiomal systems if it desires to
retain both an electric and gas utility system.

In a subsequent case, En@%? Public Service Company and its Subsidiary Companies, %g/
the Commission's opinion settled the most important interpretative issue arising under Section
11 (b) (1). The company had contended that it was not precluded under clause (b) of Section
12 (b) (1) from having one integrated system in Virginia and states adjoining Virginia, and
another in Texas and statés adjoining Texas, Interpreting clause (B) in the light of its
leglislative history, and in the light of other provisions of the statute, the Cammission con-
cluded that additional systems are retainable under clause (B) only if they are located in the
state or states in which the principal system operates or in states adjoining thereto. The

8/ Holding Company Act Release No. 2477.
9/ Holding Company Act Release No. 2692.
10/ Holding Company Act Release No. 2897.
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Comnission's decision in this respect was upheld by the Court of Appeals for the District of
Columbia. 11/ This case is now pending before the United States Supreme Court. 12/

The application of the standards of Sectiom 11 (b) (1) to the retention by holding compan—-
ies of non~utility businesses, has led to such conclusions as that coal mines which do not
supply the utility may not be retained, nor may transportation systems unrelated to the opera-
tions of the utility system; whereas coal mines the cutput of which is comsumed by the utility
and even railroads used to carry such coal to the utility may be rétained, Whenever the problem
of retention of gas and electric appliance businesses has been presented to the Commission, the
Comeission has permitted retention. In many instances, the Commission has been unable to find
$hat ice and water businesses have been shown to be reasomably incidental or economically neces-
sary or appropriate to utility operations. In several cases, the Commission has permitted the
retention of ice and water businesses where statutory requirements were satisfied. Each situa~-
tion has to be considered on_its omn merits and in the 1light of all the relevant evidence.

In the enforcement of Section 11 (b) (2), the Commission orders have required numerous
holding companies to dissolve, many others to recapitalize so as to achlieve a simple structure,
and certain operating companies where control was exercised by a class of stock which had an
insufficient investment in the company in relation to the investment of all the security holders
to change their capital structures so as to achieve an equitable distribution of voting rights.

The orders issued by the Commission under Section 11 have carefully against any
forced liquidations or dumping of securities on the market. Although it is the Commission's
view that it has the power to specify methods of compliance, its practice in most cases is to
issue a gemeral order specifying the objective to be achieved, but without detailing the manner
in which the campany should comply. This is intended to encourage voluntary compliance, assist
the company by indicating the goal to be reached, and give the company a reasonable opportunity
to work out the specific methods of campliance. Recently, the Circuit Court of Appeals for the
Third Circuit, in Commonwealth and Southerm Corp. v. S.B.C., _12/ unanimously upheld this method
of enforcing Section ll.

In the Appendix to this report there is included a group of tables which indicate some of
the progress that has been made in carrying out the objectives of Section 11 (b) of the Holding
Company Act. The information given in Parts 1, 2 and 3 of Table 17 relating to the electiic,
gas and non~utility subsidiaries which have been divested by registered holding companies from
December 1, 1935 to Jume 30, 1944 is summarized below:

11/ 138 F. (24) 9%.

l_g/hﬁemmcm,thecircutcmdlppemforthe&cmdwt also upheld
the Comsission’s interpretation of Clause (B) of Section 11 (b) (1) (133 F. (2d) 148). This
case is pending before the United States Supreme Cowrt but the company requested and was
granted certiorari only on the issue of constitutionality.

13/ 134 P. (24) 747.
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SUMMARY
ELECTRIC, GAS AND NON-UTILITY PROPERTIES SOLD OR OTHERWISE DIVESTED
BY REGISTERED PUBLIC UTILITY HOLDING COMPANIES
December 1, 1935 to June 30, 1944

Assets of Companies Divested
____Number of Q%anies (000,000 cmitted)
Elec- on- Elec- Yon-
tric  Gas Utility Total tric Gas Utility ZTotal

Divested by Exchang% or Distribu-
on of Securities to Security

Holders

No longer subject to Holding Com-

pany Act ~ 6 1 15 $ 649810 $& 2 $1,06
St111 subject to Holding Company

Act a/ 5 b/ - 5 1,285 b/ 0 1,285
Divested by Sale of Property or
Securities c/

No longer subject to Holding Com-
pany Act &/ % 63 80 217 845 233 134 1,212
Sti11 subject to Holding Company .

Act 18 9%/ _29 178 _ 11 20 209
TQOTAL DIVESTED 105 78 83 266 $2,957 $654  $156  $3,765
Partial Sales of Property Not Number of Companies
Included in above Totals Making Such Sales Sale Price

Assets sold no longer subject to
the Act 42 6 19 67 73 4 12 89

Assets sold still subject to the
Act 8 2 1 1 1 1 3
Totals 29 1 20 .} $ 74% 5 $ 13 $§ 92

a/ By reason of their relationship to other registered holding companies.

y Northern Natural Gas Company, which was a subsidiary in three different company systems and
itself a registered holding company having consolidated assets of $63,178,222, was not in-
cluded in the above summary; Lone Star Gas Corporation distributed its common stock invest-
ment therein to its own stockholders and United Light and Power Company sold its holdings
fm' 310’533,6]2c

<_:/ Includes all cases where total divestment was effected by sales of entire property to one
or more than one buyer.

In the case of sales to mare than one buyer, the company was classifiea in accordance with
the disposition of the majority of the assets sold.

It will be noted that 266 electric, gas and non-utility subsidiary companies with total
assets of approximately $3,765,000,000 have been divested in this period. This includes 105
electric utility companies with total assets of $2,957,000,000, 78 gas utility companies with
total assets of $654,000,000, and 83 non-utility companies with total assets of $156,000,000,
Most of the electric utility companies and substantially all of the gas and non-utility
companies were divested for the purpose of, or with a view to, meeting the integration require-
ments of Section 11.

Of the total mumber of these divested companies, 232 companies, with toisl assets of
$2,273,000,000, are no longer subject to the Holding Company Act and 34 companies, with total
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assets of $1,494,000,000, are still subject to the Act by reason of their relationship to other
registered holding companies.

In addition to the divestment of companies, as such, the tables show that 78 other subsidi-
ary companies have sold parts of their electric, gas and non~utility properties for a total con-
sideration of $92,000,000. The greater part of these properties are no longer subject to the
Act,

Reference is made to Appendix Table 18 which 1lists the subsidiary utility and non-utility
companies, the control of which must be divested by their respective parents under Section
11 (b) (15 orders outstanding as of June 30, 1944. By virtue of these orders, 17 holding com-
panies must divest themselves of their control over 196 subsidiary companies having aggregate
total assets of $3,887,000,000.

In a number of holding company systems, there are holding companies which are merely
pyramiding devices and perform no useful function. Many of these have already been ordered
dissolved after appropriate Section 11 (b) (2) proceedings. Table 19 in the Appendix lists the
holding companies which have been ordered to dissolve or liquidate under Section 11 (b) (2)
orders ocutstanding as of June 30, 1944. The tabulation includes 14 holding companies and shows
that 11 of these companies have 229 utility or non-utility subsidiaries with total assets of
approximately $3,946,000,000,

The Carrying Out of Section 11 Orders

Section 11 (¢) provides that all orders of the Commission under Section 11 (b) should be
complied with within one year except that an additional year may be obtained upon a showing of
due diligence, If the company does not voluntarily comply with the order, the Commission is
empowered under Section 11 (d) to seek the aid of a United States District Court to enforce the
order, Under Section 11 (d) the Court may take jurisdiction and possession of the company and
its assets, may appoint a trustee, and may enforce a plan to meet the Section 11 (b) order, if
the plan has been approved by the Commission.

It was Congress' intemtion, however, to encourage the various holding company systems to
comply with the Act voluntarily. For this reason Section 11 (e) provides that a company may
file a voluntary plan with the Commission, that the Commission shall approve the plan, after
a public hearing in which investors are encouraged to voice their views, if the plan is found
necessary to effectuate Section 11 (b) and fair and equitable to the affected persons, and that
on the request of the company the Commission may seek enforcement of the plan in the courts.
The courts are uired to enforce Section 11 (e) plans if they are found appropriate to effec-
tuate Section 11 (b), and fair aend equitable. Thus, security holders have the protection of
findings as to the fairness and equity of plans by both the Commission and a United States Dis~
trict Court.

Many plans for complete or partial compliance with Section 11 have already been approved
by the Commission and have been or are being consummsted, Many more systems have filed plans
which are cwrrently being considered by the Commission, and a mumber of other holding companies
are discussing with the Commission's staff drafts of plans which they have prepared. The fil-
ing, approval, and consummation of these plans represent major achievements in the financial
and operating reorganization of the American utility industry.

The Protection of the Rights of Secwrity Holdérs in Section 11 (e) Rlans

Voluntary compiiance with Section 11 (b) does not mean, as the alarmists once comtended,
dumping or forced sales of securities on the markets, There has not been a single instance
of "dumping® of securities upon a market unable to pay a fair price for them in the entire
history of emforcement of the Act. Indeed, in many instances the sales have resulted in sub-
stantial profits. In addition to sales, other methods of compliance such as exchanges of under-
iying portfolio securities for holding company securities, or exchange of securities of a
sourdly reorganized company for the old securities thereof, have been widely used by the hold-

ing companies,

Exchenge plans have been successfully used by such holding companies as The United Gas
Improvement Company, Standard Gas and Flectric Compeny, Natiopal Power and Light Company and
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The United Light and Power Campany. In all of these cases holding company preferred stockholders
or bondholders were offered underlying portfolio securities in discharge of their claims, A
variant was employed by The North Amerlcan Company, which has distributed all of its holdings of
The Detroit Edison Company common stock and a large part of its holdings of Washington Railway
and Electric C and Pacific Gas and Electric Company, which it was not permitted to retajin
under Section 11 (b; (1), by paying them out over a period of time as dividends to North
Americants stockholders. Similarly, Lone Star Gas Corporation distributed all of its holdings
in Northern Natural Gas Company as a dividend to its stockholders. Cases where corporations
were reorganized and the new securities of the simplified structure were (or are being) passed
out to the old stockholders and bondholders were Jacksonville Gas Company, Puget Sound Power and
1ight Company, Southern Colorado Power Company, International Utilities Corporation, and The
Laclede Gas Light Company. The arguments of the opponents of the Act to the effect that Section
11 could not be enforced without the dumping of securities on the markets in enormous quantities,
have not been borne out in practice.

Up to June 30, 1944, a total of 115 plans had been filed with the Commission under Section
11 (e)e The Commission approved 48 of these plans, frequently after securing necessary modifica~
tions; 19 were withdrawm or dismissed, 3 were denled, and 45 were pending before the Commlssion
in various stages of completion. In addition a great mumber of steps have been taken to meet the
standards of Section 11 without the filing of Section 11 (e) plans, Thus, for example, in cer-
tain cases there have been divestments by holding companies of underlying securities without
the filing of Section 11 (e) plans to effectuate the divestment.

In some cases where Section 11 (e) plans have been approved by the Commission, the compan-
ies are unable to carry them out without obtaining a court order., The Act permits the Commission
at the request of the companies to go to court for the purpose of obtaining enforcement of such
plans. Court orders have been entered enforcing Section 11 (e) plans filed by Commmnity Power
and Light Company, Columbia Oil and Gasoline Carporation, Puget Sound Power and Light Company,
The United Iight and Power Company, United Gas Corporation, Southern Colorado Power Company,
North American Gas and Electric Company, Centrsl States Power and Iight Corporation, North Con-
tinent Utilities Corporation, Consolidated Electric and Gas Company, Clarion River Power Company,
American Gas and Power Company, Internmational Utilities Corporation, Great Lakes Utilities Com-
pany, and The Laclede Gas Iight Company. 14/

As has been said, security holders are not required to accept Section 11 (e) plans unless
they are found fair and equitable by both the Commission and a United States District Court. In
determining whether plans are fair and equitable the Commission has sought to enforce the intent
of Congress that Section 11 should not have the effect of destroying values for any security
holder, that it should not cause any portion of the legitimate investment interest of any secu-
rity holder to be given to another, Two principal types of cases in which this problem has been
before the Commission are those involving the relative rights of preferred and common.stock=-
holders and those involving bond or debenture holders whose securities are redeemable at the

option of the company.

In the first type of case, the Commission has held that where a company is being reorganized
or liquidated under Section 11, fairness and equity require that the common stock be permitted
to participate in the reorganization where it has a legitimate investment interest in the holding
company, and but for the necessity of winding up the company under Section 11, it would be in a
position to receive earnings in the future., If, therefore, on a "going concern" basis, the com-
mon stock has an equity, the Commission protects this valuable right fully and does not permit
the Section 11 order to have the effect of maturing the liquidation claims of the preferred
stock,

14/ For citations see Appendix Table 32, Part 2.
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A majority of the Commission has consistently applied this principle. l5j Companies which
have been reorganized on this basis include Federal Water Service Corporation, 16/ Puget Sound
Power and Light Company, 17/ and International Utilities Corporation 18/ In the Commumity,
Puget, and International cases the plans were also approved by United States Distriet Courts
under Section 11 (e), while in the Federal case the company was able to put the plan into effect
without court enforcement. The Commission has also applied this principle to the reorganization
of Southern Colorado Power Company, an operating company, and to the winding up of The United
Iight and Power, a holding company. _Zgg/ In both cases the Commission applied to United States
District Courts for enforcement, and the District Courts affirmed this principle and ordered
that the plans be put into effect. In the United Iight case an appeal was taken from the Dis-
trict Court's order o the Circuit Court of Appeals, 2_0/ which upheld the Commission's decision,
and the question is now pending before the Supreme Cowrt. 21/ In the Southern Colorado case
an appeal from the District Court's order is pending in a cuit Court of Appeals, 22/

The principle that fair and equitable plans should not cause any class of securities to
sacrifice valuable rights and confer a windfall on anbbher class is also illustrated in the pre-
mium cases., In many cases the carrying out of Section 11 requires the retirement of bonds and
debentures. For example, if a holding company is ordered to wind up it obviously cannot contimue
to have bonds outstanding, and the bonds must be paid to conform to the standards of Section 11
(b). Similarly, if a company has to be reorganized on such a basis that there is a substantial
debt reduction or indeed the elimination of all of its indebtedness, the standards of Section
11 (b) require retirement of the debt, In a number of cases where bonds or debentures were
being retired in the course of such plans to meet the standards of Section 11 (b) the Commission
has held that such retirements are not voluntary and that the bonds or debentures are not en-
titled to the call premium specified in the indenture as payable in the event of a voluntary
redemption, The Commission's decisions in this respect have been enforced by United States
District Courts in a mumber of cases Q/ and have been upheld by two United States Circuit Court
of Appeals. 24/

y Conmissioner Healy, while agreeing with the proposition that investment values should not
be sacrificed and that valuations should be made on a going concern basis » has dissented
from all these cases, claiming that the preferred stockholders were not recelving the
equi:iblzdequivalent of what they were surrendering and that their rights were not fully
recognized,

16/ Holding Company Act Release No. 2635.

17/ Holding Company Act Release No. 4255,

18/ Holding Company Act Release No. 4896.

_]_.2/ Holding Company Act Release No. 4215, Commissiomer Healy's dissenting views are set forth
in detail in his dissenting opinion in this case and in his dissenting opinion in the
Federal Water Service Company case.

2_0/ Otis & Co. Ve soE.Co, 142 F. (Zd) mo

2_1_/ The Supreme Court has rendered its decision in Otis & Co. v. S.E.C. oving the Commdission's
holding (three justices dissenting), 65 S. Ct. 283 (1943). il

£2_/ On appeal the Tenth Circuit Court of Appeals upheld the Comrission's approval of the plan,

23/ In the Matter of Consolidated Electric and Gas C 55 Fo Supp. 211 (D.C. Del., 1944);
mmMn ation, 54 F. Supp. 527 (D.C. Del., 1944);

e Matter e Lac Gas 1i C et al,, F. Supp. (D.C. Mo.,

W———ME—; and Matter of Central ot Power & Light Corporation, plan enforced without
opinion (D.T. Del., 19ZZ).

24/ New York Trust Co. ve Securities and Exchange Commissicm, 131 F. (2d) 274 (C.C.A. 2d, 1942),

cert. . . S, s e . O 3 and City National Bank and Trust
Co. v, Securities and Exchange Commission, 134 F. (2d) 6§ (c.C.A. h, 1943).




The "Deep Rock" Principle

In the "Deep Rock" case, 25/ the Supreme Court held that under the circumstances there
present, a parent corporation could not participate on the same basis as the public security
holders in a reorganization of a subsidiary, and that the parent's debt claims mmst be sub-
ordinated to the publicly~held preferred stock of the subsidiary. One of the principles
derived from the decision is that this restriction or subordination applies where a parent is
guilty of mismanagement or unfair treatment of the subsidiary. As a principle of equity this
is simple of statement, but in practice it has been found that each case where the issue arises
presents a complicated set of facts requiring careful analysis. Since one of the cardinal abuses
which led to the passage of the Holding Company Act was overreaching by holding companies in
their dealings with their subsidiaries, the Commission examines every situatiom with care to
ensure that the public security holders will be protected.

In many situations, plans filed by Companies under Section 11 have given recognition to this
principle. For example, Empire Gas and Fuel Company which was being recapitalized under the Act,
had outstanding a large amount of preferred stock in the hands of the public. It was indebted to
its parent, Cities Service Company, in the amount of more than $100,000,000. Empire had been
incorporated by Cities in 1912 and had been contimuously dominated and controlled by it. No
dividends had been paid on the preferred stock for more than ten years although interest had been
paid regularly on the debt owed to the parent., The history of the intercorporate relationships
between Citles and Bmpire raised serious doubts as to the validty and proper rank of the huge
debt claim of Cities, After consultation with the Commission's staff, Cities agreed to a plan
whereby the public preferred stockholders of Empire received new debentures of Empire in an
amount equal to the par value of the preferred stock plus accumulated unpaid dividends, and
Cities' $100,000,000 of intercompany debt claims against Empire were made junior to those new
debentures. 26/

It is noteworthy that although the market price of the preferred stock of Empire was $57.50
per share the day before the proceedings were commenced, the preferred stockholder could have
sold the new debenture he received for $157,00 immediately after the plan was put inmto effect.

Elimination of Inequitable Distribution of Voting Power

An important effect of Section 11 (b) om operating companies is the requirement that neces-
sary steps shall be taken to ensure that the corporate structure of an operating company does
not involve an inequitable distribution of voting power among its security holders. One of the
significant evils against which the Act was directed, was control over operating companies by
holding companies which had a disproportionately small equity investment in the operating com-
pany. Frequently in holding company systems an undue portion of the capital of the operating
utility companies was raised by selling bonds and preferred stock to the public and the holding
company paid 1little or nothing for the common stock which had voting control.

In considering what steps should be required to cure dituations of that kind, and in passing
on voluntary plans designed to bring operating campanies into conformity with Sectiomn 11 (b) (2),
the Commission has been faced with the problem whether the inequitable distribution of voting
power might not be cured simply by giving voting control to the preferred stockholders or bond-
holders of the operating company and leaving the security structure otherwise untouched. After
careful consideration, the Commission determined that half measures of that type would not solve
the problem, for such plans would not be feasible. Over—capitalized operating companies which
are so top~-heavy with senior securities that it is inequitable for the common stockholder to have
control, have structures which impede the raising of new capital, and obstruct regulation. Fur-
thermore, it is financially unsound to have a company controlled by a senior security with a
limited dividend claim, for then the more junior securities would be powerless to protect them-
selves. The Commission determined that when an inequitable distribution of voting power is
attributable to an operating company's bad structure, Lo its excessive senior securities, the
proper remedy may well be Lo change the corporate structure and reduce the high amount of senior
securities,

25/ Taylor v. Standard Gas & Electric Company, 306 U.S. 308.

26/ Holding Company Act Release No, 3711.
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An example of the Commission's action in this respect is found in the Jacksonville Gas
case, 27/ Jacksonville Gas Company, an operating subsidiary of American Gas and Power Company,
had and debentures outstanding in amounts greatly exceeding Jacksonville Gas' properties.
The maturity of the debt was nearing and the company filed a Section 11 (e) plan providing for
the issnance of new bonds in greatly reduced amounts, and common stock; the bonds and stock
were to be distributed to the company's creditors in a fair proportion and the old stock which
was admittedly worthless was to be cancelled., There was no doubt on the facts that the deplor-
able corporate structure of Jacksonville Gas Company caused an inequitable distribution of wvot-
ing power among its security holders, for its creditors who had the sole interest in the com-
pany, had no voice whatsoever in its management. It was equally clear that merely glving votes
to the bondholders and debenture holders would leave the company as sick as it ever was, and
would not be a feasible solution of the company's problems. The Commission accordingly approved
the plan and at the company's request applied to a United States District Court for its approval
and enforcement of the plan. The District Cowrt found the plan appropriate to effectuate Sec-
tion 11 (b), and fair and equitable, and thus Jacksonville Gas Company was soundly reorganized
in a manner bemeficial to all of its security holders, and to consumers and the public at large.
Under the procedure available in Section 11, the court order approving the plan was entered
within four and one-half months from the time the Commission made application to the court to
enforce the plan.

Other companies which have filed recapitalization plans designed to cure an inequitable
distribution of voting power among their security holders, are Southern Colorddo Power Company,
International Utilities Corporation, Virginia Public Service Company, Puget Sound Power and
Iight Company and The Laclede Gas Light Company. All of these companies except International
Utilities Corporation are operating companies. These plans as amended, were all approved by
the Commission but the Virginia Public Service plan was not put into effect because the company
instead was merged with a meighboring utility. In regard to the other plans, on application of
the Comrission, appropriate orders were entéred by United States District Courts approving and
enforcing the plans. The Southern Colorado plan, however, is now on appeal in a circuit court
of appeals.

In reorganization cases which involve the issuance of equity voting securities to senior
security holders, the Commission has taken steps to ensure that the election maphinery at the
initial slection of directors gives the security holders an effective opportunity to exercise
their newly acquired voting rights. Although this machinery is still being improved, it
generally provides for two steps: First, nomination, and second, election, To facilitate
nominastions and electiims the company is required to make available lists of stockholders and
their addresses and all of the holders of the new voting stock are invited to nominate
candidates for directorships, with a certain pumber of votes necessary for each nominee. The
slate of candidates is twice as large as the board of directors will be, and consists of those
who receive the largest number of nominating votes. After the close of nominations, an im-
partial proxy is circulated among the new stockholders at the expense of the company, and those
receiving the largest number of votes (cumulative voting being generally required) are elected
to the board. The Commission examines all proxy solicitation material, both in the selection
of nominees and in the election of directors, to ensure full and fair disclosure.

Beneficial Effects of Section 11 upon Investors and Consumers

The above discussion outlines only briefly the progress in enforcing Section 11, the most
controversial provisions of the Holding Company Act during the time the bill was being considered
by Congress. The history of the administration of Section 11 shows that the fears of certain
opponents of the legisiation that there would be destruction of values and hardships to investors
if Section 11 were adopted, were unfounded. The effect of Sectiomn 11 (b) (2) on operating com-
panies has been to substitute sound structures which fairly allot voting rights for top-heavy
structures where the senlor security holders, who supplied almost all the capital, were dis-
franchised. Section 11 (b) (1) has the effect of releasing operating companies from absentee
control and permitting the management of each operating unit to be truly responsive to the needs
of the commmity it serves. The effect of Section 11 (b) on holding companies has resulted in
many cases in the distribution of underlying portfolio securities to the holding company

27/ Holding Company Act Release No. 3570.
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investors. Thus, their investors have acquired securities close to the "rails" instead of the
highly speculative holding company securities. In both holding companies and operating compan-
ies, there are many instances where the effectuation of plans of corporate simplification to
comply with Section 11 (b) has permitted the flow of dividends to investors who have not re-
ceived any income for mnany years. In many other cases holding companies have retired their
senior securities by cash payments. Pursuant to the requirements of Section 11 (b) (1) many
holding companies have been reducing the scope of their operations, thus reducing a concentra-
tion of economic power which, as Congress found, had reached dangerous proportions.

In all of these situations investors have been fully protected. Thus, before Southern
Colorado Power Company, an operating subsidiary of Standard Gas and Electric Company, filed its
recapitalization plan with the Commission, its preferred stock was selling at $32 per share;
after the Commission approved the plan the stock was selling at $60 per share and by the time
the District Court's order was entered also approving the plan and directing its enforcement,
the stock was selling at $70 a share., The United Gas Improvement Company, a registered holding
company, divested itself of its holdings in Philadelphia Electric Company and Public Service
Corporation of New Jersey (which companies have combined assets of $1,200,000,000) by distribut-
ing these holdings plus cash to U.G.I.'s own preferred and common stockholders. dJust before the
plan was filed, the market price of U.G.I. common stock was about $4 per share although as in
the case of most other holding company stocks the break-up value of the shares was substantially
greater than that amount. Since the plan proposed to eliminate a large portion of this discount
by transferring direct ownership of certain of these investments of U.G.I.'s common stock-
holders, the common rose to $6 per share immediately after the plan was filed and just before
the distribution of the securities to stockholders the common stock sold at $9-7/8 per share.
¥Many instances of similar benefit to investors as a result of the enforcement of Section 1l are
available in the Commission's files.

Investment analysts such as Standard and Poor's have long pointed out that "there seems
little justification for any fear that holding companies will be forced to dispose of properties
at inadequate prices or to take any action that would adversely affect true values.," Standard
and Poor's, Moody's Stock Survey and Barron's frequently publish studies showing that holding
company securities sell at substantial discounts on their liquidating values. In its publica-
tion "The Outlook®™ for June 7, 1943, Standard and Poor's state:

"Holding Company stocks have benefited from integration or liquidation plans filed
with the SEC in recent months . . . Since utility holding company stocks normally sell
at a discount from their liquidating value (just as do investment trust equities) the
filing of liquidation plans has caused the price of securities involved to advance
sharply to approximately those values,

“"This was the experience of the common stocks of Federal Water and Gas, National
Power & Light, Niagara Hudson Power and United Gas Improvement, all of which have lately
filed integration nlans, as well as the preferred stocks of Standard Gas & Electric and
United Light & Power. Many of these issues more than doubled in price with the announce-
ment that liquidation or integration of the holding company was planned . . . Additional
utility holding companies will probably file integration or liquidation plans, which
should prove beneficial generally to the market price of their securities."

Similar expressions concerning the beneficial effects of Section 11 have been made by a number
of holding company managements,

Status_of Each of the Major Holding Company Systems Under Section 11

A brief sumnary of the status of each of the major holding companies under the more im-
portant aspects of Section 11 at the close of the past fiscal year is presented in the Appendix
at the end of this chapter.
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REGULATION OF SECURITY ISSUES

The control over security issues given to the Cammission under the Act in Sections 6 and
7 is an important part of the statutory aim to restore the utility industry to full financial
health, 28/ These sections are well designed for the achievement of these objectives. Section
7 prescribes qualitative standards in regard to proposed security issues and changes in priori-
ties, preferences, voting power or other rights of outstanding securities. In brief, the
Commission may not permit the issuance of a security if the terms and conditions thereof are
detrimental to the public interest or the interest of investors and consumers; if the proposed
financing is not necessary or appropriate to the efficient operation ofs;the applicant's busi-
ness; if the proposed security is not reasonably adapted to the earning power or security
structure of the declarant; if the fees, commissions, etc. paid in connection with the issue
are not reasonable, The Commission may not permit changes in priorities, rights, etc. of
outstanding securities if it finds that such changes are detrimental to the public interest or
the interest of investors and consumers. Any order permitting a security issue may contain
such terms and conditions as the Commission finds necessary to insure compliance with the above
standards,.

Subject to the Commission's powers to impose "such terms and conditions as it deems ap-—
propriate in the public interest or for the protection of investors and consumers" Section 6
(b) directs the Commission to exempt from the requirements of Section 7 an issue and sale of
securities which has been expressly authorized by a state commission of the state in which the
issuer is both organized and doing business and where the securities are solely for the purpose
of financing the business of the issuer, These provisions limit the Commission's powers over
security issues where a state commission has full authority over the subject matter and where
the other conditions for exemption are met. In granting a Section 6 (b) exemption, however,
the Commission is empowered to impose terms and conditions appropriate in the public interest
even where state commission approval has been secured. As discussed in a later section of
this report, the Cammission usually consults with state commissions with regard to the imposi-
tion of terms and conditions in Section 6 (b) cases.

The determination of whether a particular security issue meets the standards of the Act
demands accounting, engiheering, and legal skills, together with an expert kmowledge of public
utility financing. While insisting at all times upon adherence to the standards of the Act,
the Commission does not approach security issues with a rigid set of requirements applicable
to all situations. It considers one of its major functions to be that of helping companies to
meet the requirements of the Act., For example, where the terms of a proposed security issue,
as initially filed with the Commission, fail to meet one or more of the statutory standards,
the Commission doss not simply refuse to permit the declaration concerning the issue to become
effective, but seeks to strengthen the terms of the issue to a point where investors and con-
sumers receive the protection afforded by the safeguards of the Act. This work is done largely
around the conference table and in informal meetings with the company's officials and its
financial and legal advisers.

In a great number of cases, conferences precede the formal filing of the issue with the
Cammission and here the company and the Commission work out the terms of the issue to meet the
requirements of the Act. For example, adequate maintenance and depreciation charges, restric-
tions on dividends, effective voting rights for preferred stock in the event of default in
dividends, limitations on the future issuance of securities having a preference over the pro-
posed issue, elimination of conflicts of interest of indenture trustees, correction of account-
ing practices, and similar matters, have been worked out informally, both before and after
filing., In many instances, it has been possible to promote the rehabilitation of a weak com-
pany and to convert a speculative issue into a more conservative one.

28/ The Senate Committee on Interstate Commerce, revi the sed holdin

28/ lation stated that the intent of Sections 6 (a) ax;e;il';g was ";:r?p:) to give tﬁecmsﬁxgnis-
continuous supervision over the revamping of holding-company systems to meet the require-
ments of Title I looking toward the establishment of financially sound and economically
integrated units and the avoidance of injury to investors and consumers.® Sen. Rep. No.
621, 74th Cong., 1lst Sess. on S. 2796, May 13, 1935,
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Balanced Capital Structures

A major objective of the Commission's regulation of security issues has been to achieve a
balanced capital structure with a substantial amount of common stock equity. A balanced
capital structure provides a considerable measure of insurance against bankruptcy enables the
utility to raise new money most economically, and avoids the possibility of deterioration in
service to consumers if there is a decline in earnings., Since, by and large, the utility in-
dustry has been characterized by an excessive amount of debt and other senior securities, the
Commission's regulatox¥ efforts under Sections 6 (b) and 7 have been in considerable part de-
voted to reduction of these senior securities and the increase of the common stock equity.

In some instances, conditions have been attached requiring that the interest savings from re-
funding or a certain amount of net earnings be reserved to redeem outstanding debt. In other
instances, the Commission has required the inclusion of sinking fund provisions whereby the
issuer agrees to devote annmually a stated amount to retirement of bonds or to property addi-
tions, In still other instances, the objective of debt reduction has been achieved by financ~
ing through the issuance of securities with short-term serial maturities.

Equity Financing

As a corrective measure, the Commission insists that, wherever possible, more common stock
equity be built up to improve the capital structure of those companies which have a high ratio
of bonds to (a) "capitalization" and (b) net property, adjusted for write-ups. 29/

Cne method of increasing common stock equity has been to require the conversion of open
accounts, bonds, or preferred stock held by the parent company into coammon stock of its sub-
sidiary, 2(_)/ When the Appalachian Electric Power Company 31/ refinanced its bonds and preferred
stock, its parent, American Gas and Electric Company, made a $30,670,000 capital contribution
to its subsidiary. This was accomplished by the surrender of an open-account advance and pre-
ferred stock with the provision that $22,500,000 of that amount be placed in an appropriate
reserve to be available for possible adjustments to fixed capital accounts and depreciation re-
serve, The principles of the Deep Rock case 2@/ established by the Supreme Court of the United
States have given considerable impetus to the conversion of senior security holdings into com=
non stocke

A number of holding companies have increased their equity investments in their subsidiaries
elther by outright cash contributions or the purchase of additional common stock. An additional
method of increasing the common stock equity is illustrated in the West Penn Power case. _3_3/
That company issued and sold common stock to the public to finance needed property improvements
rather than increase the proportion of senior securities in its structure as it proposed to do
in its initial application to the Commission.

Elimination of Inflation in Property Accounts

In passing upon security issues the Commission has consistently required that the securi-
ties proposed to be issued be based upon actual sums invested in utility property and not
"watered" assets. The Securities and Exchange Commission, like the State Commissions and the
federal Power Commission, has required the elimination of write~ups and other inflationary
items from the plant accounts, either by direct write~offs or by an amortization program. In
this comnection the operating utility subsidiaries of registered holding companies wrote-domn

29/ See appendix, El Paso Electric Company, Holding Company Act Release No. 2535.

30/ See Public Service Co. of Colorado, 5 S.E.C. 788, Gulf Public Service Company, Holding Com-
pany Act Release No. 2253; East Tennessee Light & Power Co., Holding Company Act Release
No. 2344. See also Georgia Power Campany, Holding Company Act Release No, 2586.

31/ Holding Company Act Release No. 2430.
32/ Taylor v, Standard Gas and Electric Company, 306 U.S. 307 (1939).
33/ 7 S.E.C. 69 (1940).
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their property accounts by more than $500,000,000 in the seven years ended December 31, 1942.
The process has contimued since then at an accelerated rate as the companies! original cost
studies have beer completed. 34/

Depreciation Accruals and Depreciation Reserves

Correct accounting for "depreciation' is especially important in public utility enter-
prises because of their relatively large investment in depreciable fixed property. The under-
statement or overstatement of depreciation distorts net operating income and gives a misleading
picture of the financial condition of the enterprise; investors are given an illusory and false
impression with regard to earnings coverage, earned surplus and the depreciation reserve.

Prior to the adoption of revised systems of accounts for electric and gas utilities in
1937, which provide specifically for depreciation accounting, the retirement-reserve method of
accounting for property retirements was in general use in the electric and gas utility industry
with the sanction of most of the regulatory agencies having jurisdiction. While a sound use of
the retirement-reserve method did not preclude adequate accruals and did not, of course, alter
the fundamental nature of depreciation, many companies charged amounts sufficient to provide
for only a little more than current property retirements and did not take into account the
depreciation currently accruing on the property which continued in service, That practice was
not only inherently deceptive but, because of the growing need for capital, it resulted in the
issuance and sale of a considerably larger volume of securities than otherwise would have been
necessary., It is now generally recognized that adequate provision for depreciation is essen-
tial to the protection of the interest of investors.

To protect new and existing investors against the ill-effects of inadequate depreciation,
the Commission has insisted upon certain protective measures. In the case of inadequate de-
preciation reserves coming before the Commission in connection with security issues, the Com-
mission has attempted to make up for the mistakes of the past in a number of ways. In certain
cases, the reported earned surplus has been made unavailable for any dividend charges or for
any other charges, except certain limited and specified ones. In other cases, the Commission
has required a direct transfer of earned surplus to the depreciation reserve. In the Georgia
Power Company case 25_/ the company, after round-table conferences with the Commission, agreed
fo_ﬁfé?e%s)_e'gts depreciation reserve by an amount in excess of $13,000,000. In the Appalachian
Electric Power Company case, 2/ the company consented to a condition in the Commission's order
requiring the creation of a reserve account of $22,500,000 to be available for possible adjust=
ments to its fixed capital accounts and/or its depreciation reserve accounts.

To prevent future dissipation of the pledged properties and to preserve the operating ef-
ficiency of the utilities the indentures securing proposed new debt issues are required to

_3_4/ The system of accounts prescribed by the Federal Power Commission for electric utilities,
effective January 1, 1937, originally required the submission of original cost studies
within two years, Substamtially the same system of accounts was adopted by the great
majority of State Commissions at approximately the same time, upon recormendation of the
National Association of Railroad and Utilities Commissioners. The uniform system of ac-
counts for gas companies, likewise recommended by the Association LT\T.A.H.U.CJ was adopted
by most states,

This Commission has promlgated no system of accounts for public utility companies
which are subject to the accounting jurisdiction of either a State Commission or the
Federal Power Commission. By Rule U-27, however, this Commission has required all other
public utility companies subject to the Holding Company Act to keep their accounts in the
manner currently prescribed by the Federal Power Commission if the company is an electric
utility and in the manner recommended by the National Association of Railroad and Utilities
Comnissioners if the company is a gas utility company.

35/ Holding Company Act Release No. 2586.
36/ Holding Company Act Release No. 2430.
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contain certain protective provisions. In most financing cases the obligor has been required
to set aside, anmually, a fixed percentage usually 15%, of its gross operating revenmues for
maintenance, replacements, improvements, or other property additions, or for the reacquisition
of bonds issued under the indenture. In some cases, the requirement as to depreciation has
been measured in terms of fixed property. Such portion of the stipulated minimal amount as is
not expended for these purposes is required to be deposited with the Indenture Trustee. Subse-
quently accumulated earned surplus is restricted to the extent that operating expense has not
been charged with the stipulated amount of depreciation and maintenance. Frequently, earned
surplus as of the date of the issue is "frozen" for dividend purposes. The Commission also
requires that plant and property acquired with funds arising from depreciation accruals shall
be “funded" -~ i.e., shall not be made the basis for the authentication of additional bonds, or
for the release of cash deposited with the Trustee, or for the purpose of sinking fund
requirementss

The insistence of the Commission and other regulatory authorities upon more adequate de-
preciation practices have materially strengthened the operating utilities, It will be observed
from the following table that the accumulated depreciation reserves have been built up from
an average of 10.05% of property in 1938 to 17.53% in 1943, and that the annual depreciation
accruals have risen from 1.72% of property in 1938 to 2.28% in 1943. 37/

Electric and Gas Subsidiaries with Assets
of $5,000,000 or More

Percent Percent
Annual Depreciation
Depreciation reserve of
of  property property
1938 1.72 10.05
1939 1.90 10,85
1940 1.98 12,71
1941 2.08 13.64
1942 2,21 14.98
1943 2,28 17.53

Source: Financial Statistics of Electric and Gas
Subsidiaries of Registered Holding Companies,
Annual Report of the S.E.C.

It should be noted that the increased depreciation requirements like many other restrictions
imposed in connection with proposed security issues, do not require an actual outflow of cash.
On the contrary, their effect is to increase the amount of cash retained in the business.

Bond Indentures

The prineipal financing medium of utilities has been the corporate bond secured by an in-
denture of mortgage upon the plant and property of the obligor., The ready market and low
yield _3_8/ of utility bonds are doubtless to be attributed to the security conferred by a
modern indenture and to the protective margin of earnings and assets over and above the claims
of bondholders resulting from an increased common stock egquity.

Until the enactment of the Public Utility Holding Company Act of 1935 and the Trust In-
denture Act of 1939 the terms of indentures were largely determined by the holding companies and
affiliated investment banking interests. The experience of the depression led to the enactment
of the Trust Indenture Act, the primary purpose of which was to require the trustee to assume
a more active and responsible function in enforcing the terms of the indenture, and to prevent
the designation of a trustee if a conflict of interest would result. In addition to applying
the provisions of the Trust Indenture Act, it is the practice of the Commission, in connection

_3_'7/ The increase both in the average annual depreciation accrusl and in the depreciation re~
gserve ratio since 1939 is partly attributable to the great rises in gross operating revenues
during the war,

_3_8/ Allowing for supply and demand conditions in the capital markets.
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with applications or declarations respecting proposed bond issues, to review the financial pro-
visions from the viewpoint of the Holding Company Act.

Utility indentures are almost invariably "open-end". The additional (equally ranking) bonds
that may in the future be issued under the indenture, usually unlimited in absolute amount, are
related to the additional property acquired by the obligor, 0ld indentures permitted the issu~
ance of bonds in principal amount equal to 70-80% of the "fair value" of additional property;
under current practice as reflected in Commission decisions the maximum allowed has been 60% of
the cost or fair value, whichever is less, of net additions to fixed property. Net additions
are required to be defined carefully in order to assure, among other things, that property
which has been purchased by funds generated from depreciation accruals shall not form the basis
of additional bonds, The issuance of additional bonds is also conditioned upon a conservative
interest coverage requirement. To prevent dilution or dissipation of the pledged property it
is, of course, necessary to incorporate adequate provisions respecting maintenance and deprecia~
tion, the nature of which has been described above. Sinking fund provisions have been generally
required, particularly where satisfactory ratios cannot be obtained at the time of the issuance
of the securities for which the Commission's approval is sought.

Preferred Stock Protective Provisions

The abuses associated with the issuance of preferred stock by holding companies and operat-
ing companies are evident from the huge losses suffered by investors in these securities. These
abuses have been so serious that they have led to a public policy, as expressed in Section 7 (c)
of the Act, against the issuance of preferred stock except under limited circumstances. Where
preferred stocks have been permitted to be issued by the Commission, it has insisted that the
articles of incorporation contain various protective provisions.

These usually consist of the right to elect a majority of the board of directors in the
event of default in the payment of four quarterly preferred stock dividends, and certain voting
rights in connection with the following matters: the issuance of short term debt in excess of
prescribed amounts, mergers and consolidations, the authorization of any cless of stock rank-
ing prior to or on a parity with the outstanding preferred stock, the amendment of the charter
to change the express terms of the preferred stock in any substantially prejudicial manner, the
issuance of authorized but unissued preferred stock and increasing the amount of authorized but
unissued preferred stock. In addition, the Commission has required that the charter limit the
amount of initially authorized but unissued preferred stock and contain certain provisions with
respect to the payment of common stock dividends which will reasonably safeguard the interests
of the preferred stockholders.

Securities Issued under the Holding Company Act
For the period November 1, 1935 to June 30, 1944 approximately $6,015,000,000 of securities

were permitted to be issued by the Commission pursuant to the provisions of Section 6 (b} and 7.
The following table indicates the classes of securities issued and the purposes of the financing:

Type of Issue: Amount Percent
Bonds $3,246,037,778 54,0
Debentures 278,002,800 Leb
Notes 767) 5&,325 12.8
Preferred Stock 662,498,313 11.0

Common Stock 1,061,060, 696 17.6
Total %!515513'7!93 160.0
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Purpose of Issue: Anmount Percent
Refunding $4,103,592,287 68,2
Reorganization 536,188,523 8.9
“rchange for other securities 648,942,147 10.8
Acquisition of property or other assets 449,574,204 75
New financing 268,470,471 4be5
Miscellaneous 8,400,280 0.1
Total ¥8,015,187,912 m.0
b — ]

Of this large volume of security lssues new or additional financing accounted for only
some $268,470,000 or 4.5%. The bulk of new construction has been financed by the use of cash
derived from depreciation accruals, amortization of debt discount, amortization of account 1005
(plant acquisitions) and other non-cash charges to income, and retention of profits, There is
little question but that the conservative financial practices required by regulatory authori=
ties, including this Commlssion, contributed substantially to the ability of the utilities to
finance the new construction needed for the war program.

Refunding issues accommted for approximately 68% of the securities issued during this
period. Lower money rates and an improved credit situation, due to more conservative financial
policies, engbled most of the utilities to refund their bonds and to a considerable extent to
refinance their preferred stocks on very favorable bases, The "cost to company® of money
obtained on long term utility bonds of the best investment quality has been as low as 2.58% and
the like cost of preferred stock capital has been as low as 3.85%. In some instances utilities
which refunded at the begimning of the period of lower money costs have refunded a second time
and achieved further savings in money costs.

Of the total amount of securities sold, operating utility companies have issued
$5,143,119,542 and registered holding companies only %872,048 375. Of the $268,470,000 of new
financing the issues of holding companies accounted for only 51,555,134. The financial posi-
tion of the holding companies has been such that relatively few have been able to effect re-
funding operations, Their bonds and preferred stocks frequently carry rates of 6% to 8%, The
holding companies have not been a substantial source of capital for their operating utilities
and the credit enjoyed by the operating utilities of even moderate size has been substantially
better than that of most holding companies. =

This great mass of security issues was cleared through the Commission, on the basis of
a great many individual applications and declaratioms, 39/ each of which required a careful
scrutiny of the position of the issuer, the terms of the issue, and the effect upon the enter-
prise and upon investors.

The table below shows the security issues during the fiscal year, ended June 30, 1944.
The total issues of that year, $985,981,951, were $373,402,588 or 61% larger than the total for
the preceding fiscal year.

Z}j Up to June 30, 1944 the mumber of applications and declarations under Sections 6 and 7
aggregated 1145. Of these 964 were approved (frequently after substantial amendments),
124 were withdram or dismissed, 43 are pending, and only 14 were denied.
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Summary of Security Issues
Under Sections 6 (b) and 7 of the
Public Utility Holding Company Act of 1935
July 1, 1943 to June 30, 1944%

Type of Issue: Amount Percent
Bonds $488,530,500 49.6
Debentures 22,000,000 2.2
Notes - 148,426,770 15.0
Preferred Stock 83,794,250 8.5
Common Stock 243,230,431 247

Total 985,381,551 100.0
L]

Purpose of Issue: Amount Percent
Refunding $650,892,705 66.0
Reorganization 42,847,395 4.3
Exchange for other Securities 157,095,160 15.9
Acquisition of property or other assets 132,059,691 13.4
New financing 3,087,000 0.4

Total $85.98,931 00.0

# These figures do not include outstanding issues the rights of which were sltered under
Sections 6 (a) (2) and 7 (e), nor do they include the guarantee of other issues.

It will be observed from the table that refunding issues accounted for 66% of the total for
the fiscal year 1944, securities issued in exchange for cutstanding issues an additional 15.9%,
and new financing only 0.4%. In respect of the classes of securities issued debt obligations
constituted 66.8% of the total and common stocks 24.7%. Of the debt issues, $148,426,770, or
152 of all securities issued during the year, were serial and other short-term notes, issued
(along with bonds) in refunding operations for the purpose of effecting a gradual reduction of
the outstanding debt.

COMPETITIVE BIDDING

On April 7, 1941, the Commlssion adopted Rule U-50, requiring competitive bidding in the
sale of securities by registered public utility holding companies and their subsidiaries. The
rule, applicable both to new security issues and to the sale by holding companies of portfolio
securities, prescribes public invitation of sealed bids, Certain transactions are specifically
exempt, including securities sold for less than one million dollars; securlities issued pro rata
to existing security holders pursuant to any preemptive right or privilege or in connection with
any liquidation or reorganization; and loans of a maturity of ten years or less, where the lender
is a financial institution not purchasing for resale and no finder's fee or other negotiation
charge 1s to be paid to any third person, In addition, there is a general provision for exemption
from competitive bidding by order of the Commission.

Prior to the adoption of Rule U-50, the customary method of selling utility securities in-
volved a sale by the issuing corporation to an underwriting syndicate at a price determined by
private negotiation with the principal or so-called originating underwriter., It was an
established policy of investment bankers not to compete among themselves for the securities
business of any issuer which had a continmuing investment banking relationship with a particular
firm., Similarly, with very few exceptions, the issuing corporation made no attempt to seek
competitive bids or to "shop around" for better terms than those offered by its customary banker,
In some cases, moreover, there was a clearly traceable affiliate relationship, sometimes extend-
ing over a considerable period of time, between the originating underwriter and the issuer., In
fact, some of the underwriters had been promoters of some of the major holding company systems.
As a result of these conditions there was a definite absence of free competition in the under-
writing of utility security issues,

Some two and one-half years before adopting its competitive bidding rule, the Commission
attempted to meet the problem of maintaining arm's-length bargaining in the issuance and sale of
public utility securities by means of 2 rule which prohibited, with exceptions, the payment .of
any underwritert!s fee by registered holding companies or their subgidiaries to any affiliate

v
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unless the affiliate had been awarded the securities as the most favorable bidder in open
competition. After more than two years experience with that rule, however, the Commission
concluded that it was difficult to administer and was burdensome and costly to issuers and
underwriters. Accordingly, in February 1940, the Commission instructed its Public Utilities
Division to make a full study of the problem, At the same time a letter was written to each
holding company system subject to the Act, as well as to State commission, investment bankers and
securities dealers throughout the country, inviting their suggestions as to the method by which
the Commission might "best insure the reasonableness of fees and commissions and the fairness of
the terms and conditioms of any proposed issue and sale of utility securities". Many replies
were received and were analyzed by the Commission's staff. The staff concluded that none of the
suggestions received, other than competitive bidding, gave promise of meeting the problem
effectively.

In December 1940 the Public Utilities Division rendered its report to the Commission
formally recommending the adoption of a competitive bidding rule. 40/ Copies of that report were
distributed to registered holding companies, State and Federal regulatory bodies, and to a broad
list of investment bankers and dealers, both directly and through the Investment Bankers Associa-
tion and the National Association of Securities Dealers, Inc. In distributing the report,
written comments were invited, following which numerous responses were received. The Commission
then called a public conference to ¢onsider the recommended rule and public discussion continued
for four and one-half days. The conference was attended by approximately 200 persons from every
part of the country, including two members of Congress, investment bankers, securities dealers,
and representatives of other govermmental agencies. Four members of the Commission were present
at all times. All shades of opinion, pro and con, were expressed on the question, both in the
written responses and at the conferences.

After weighing the evidence and considering all aspects of the problem, the Commission
concluded that there was no way short of competitive bidding that would afford it satisfactory
means of determining the fairness of prices, the reasonableness of spreads or assure disinter-
ested advice in financial matters to the companies concerned, and effectively control their
dealings with affiliates. 41/

In the three-year period ending June 30, 1944, 59 public utility issues in the aggregate
amount of approximately $960,000,000 were sold competitively under the procedures specified in
Rule U~50. Pertinent information concerning the results of competitive bidding under the Rule
is presented each year by the Commission in a report emtitled "Security Issues of Electric and
Gas Utilities®, 42/ It may be noted that except in one or two instances, insurance companies
and other institutional investors have not submitted bids for issues sold pursuant to Rmle U-50.
It may also be observed that since the Commission's competitive bidding rule became effective
there has been a substantial decrease in the relative amount of public utility securities that
have been privately placed.

Prior to the adoption of the competitive bldding rule, the Commission's staff had made a
study of underwriting spreads prevalling during the five-year period ending Jamary 1, 1940.
It was found that slightly over one~half of the 159 utility mortgage bond issues covered by that
study were s0ld by underwriters on the basis of a 2-point spread and that the spread fell below
that level in only four cases. The average spread for the 159 issues sold under the traditional
method of private negotiation was 2.49 points ($2.49 per $100). From June 1, 1941 to June 30,
1944, 37 electric or gas utility mortgage bond issues were sold to underwriters under the
;::peti;ive bidding rule, and the underwriting spreads for these lssues are shown in the follow-

table:

§_0/ Report of the Public Utilities Division on "The Problem of Maintaining Arm's-Length Bargaim-
ing and Competitive Comditions in the Sale and Distribution of Securities of Registered
Public Utility Holding Companies and Their Subsidiaries." 1940.

Q/ Holding Company Act Release No. 20676, "Statement of Securities and Exchange Commission upon
the Promulgation under the Public Utility Holding Campany Act of 1935, of Rule U-50."

42/ i‘h; I:tzzt report under this title was published February 28, 1945 covering the period
935-1944 .



Underwriting Spread No. of Iasues
Under 1.00 18
1.0 to 1.25 10
1.26 to 1.50 8
Over 1.50 A i
Total 37 |
-
It will be noted that in 18 of the 37 issues the underwriting spread was less than one point and !

in only one case was the spread more than a point and a half. The total principal amount of the
37 issues was $788,627,000 and the total underwriting spreads and commissions were 9,568,615,
giving a weighted average spread of $1.21 per $100.

Based on the experience of three years, the competitive bidding rule has functioned with
marked success, has materially alded the Commission in the determinations it must make in passing
upon the issuance and sale of securities under the Holding Company Act and has benefited the
issuers of such securities.

The insistence upon competition in the sale of public utility securities under the Holding ;
Company Act follows the traditional American pattern of the Sherman Act, the Clayton Act and !
the Federal Trade Commission Act, all of which aimed to preserve competition and to keep that
competition fair. The principles embodied in these laws, batked by both major political parties,
are among the foundation stones of our democratic system of capitalism, '

PROGRESS IN SERVICE COMPANY REGULATION

One of the most serious of all the holding company abuses was the exploitation of their
operating subsidiary companies through unwarranted service fees, commissions, and other charges.
These charges, dictated by the holding company sitting on both sides of the table, in nowise
represented bargains freely and openly arrived at by the subsidiary on the basis of the lowest
cost in a competitive market., FPrior to the passage of the Act, and particularly of Section 13 of
the Act, the anmual profits made from subsidiaries by holding companies ran into many millions of
dollars anmually. While some of the service fees were earned, there were many more cases where
the charges were either exorbitant or campletely spurious. Service charges were generally
operating expenses ahead of interest on the books of the utility companies, and were deductible
in computing the fair rate of return. In many instances they were capitalized and found their
way into the rate base. They were in the nature of a special dividend to the holding company
disguised on the books of the operating company as an operating expense or as a capital charge.

The electric Bond and Share Company, for example, in 1930, collected total service fees
and charges from its operating public utility companies amounting to $14,057,111, or 26% of the
holding company'!s total gross income of $54,387,000, and in 1931 collected service fees totalling
$9,870,312, or 30% of its total gross income of $32,560,000, These service fees were charged to
the local operating companies by the holding company management in New York for alleged services
which the holding company management accorded to them, usually without request. The history of
the Standard Gas and Electric System is also of interest in this connection. During the years
1919 to 1929, the service company in the system collected $36,990,000 from the operating com-
panies. The net income for this ll-year pericd, after deducting expenses, was in excess of
$17,134,000, In 1927 alone this management campany collected over $5,000,000,

Section 13 of the Public Utility Holding Company Act was designed to retain the benefits
but to end the abuses of servicing relationships. It provides that holding companies can no
longer perform services or construction work for, or sell goods to, any operating company for a
charge. All such services, etc., may be rendered to operating companies only by a system serv-
ice company which performs such services ", . . economically and efficiently for the benefit
of such associated companies at cost, fairly and equitably allocated among such companies."”
Since Section 13 outlawed profits, savings of millions of dollars anmially resulted immediately
to the operating subsidiaries, their inveators and consumers.

The Commission has enforced the provisions of Section 13 by rules and regulations and by
proceedings under the fct. In addition, it has adopted a Uniform System of Accounts for service
companies as well as Ammal Report Forms which, for the first time, have opensd the books of
service companies for inspection and analysis. State Commissions, as well as this Commission,
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are thus enabled to follow closely the expenses of these companies and their charges to
associate operating companies.

The rules and regulations adopted by the Commission permitted the contimuation of central
service, sales and construction contracts provided these were performed by a subsidiary of the
holding company or a mutual service company, that is one which is owned by the companies being
serviced. The standards of the Act required that these contracts be performed at cost, fairly
and equitably allocated, that the transactions be necessary ones for the benefit of the companies
receiving them, and that they be performed efficiently and economically. Procedurally it was
required that the proposed methods of operation and conduct of business of the companies engaged
in the performance of these contracts be submitted to the Commission's scrutiny for approval or
disapproval as warranted.

When these companies submitted their proposed methods of doing business several difficult
problems were confronted by the Commission in disposing of these cases. There had been no
uniformity in practices among the various systems to serve as a basis of comparison. The
functions to be performed by the service company were described in broad and general terms,
making it almost impossible to identify the specific transactions to be performed for specific
system companies. The costs of these organizations, generally, were billed to the system com-
panies on a percentage of gross revenues or a percentage of comnstruction costs.

With the experience gained in these early cases it became increasingly apparent that a sub-
stantial portion of the amounts charged to operating companies should be borne by the holding
company. The Commission's problem then was one of determining what holding company costs
actually are and requiring that these costs be paid by the holding companies and thus eliminated
as an item of expense to the operating companies. This problem presented difficulties because of
the commingling of holding company and operating company activities in the central organizations.

In a series of proceedings initiated by the Commission and in comnection with the considera-
tion of cases which had been pending for some time, the Commission dealt with this apparent
shifting of holding company expenses to the operating companies. In essence the condition con-
fronting the Commigsion in these cases, in greater or lesser degree and in one form or another,
was the use by the holding company of common officers and employees between it and the service
company to supervise in its own interest the daily operations of the operating companies and
the passing on to those companies of the major portion of the cost of such supervision, The
questions at issue were whether or not it was possible to allocate such expenses between the
holding company and operating companies "fairly and equitably™ pursuant to the requirements of
Section 13 (b), and whether, in effect, the holding company was not in reality rendering
services for a charge to its operating subsidiaries in contravention of Section 13 (a).

In its opinions with respect to these cases, the Commission established the broad principle
that compensation and collateral expenses of all holding company officers, directors, and employees
mist be borne directly by such holding companies and could not be shared with their controlled
service companies and thus passed on to the operating companies. In other words, the Commission
has taken the position that operating companies should not be asked to pay the cost of the control
activities of the holding company.

In the case of Ebasco Services, Incorporated, 43/ the system service company of Electriec
Bond and Share Company, it appeared that six of Bond and Share's directors and principal
executive officers held identical positions in the service company and received portions of their
compensation from both of these companies, The Commission held that the functions of the princi-
pal executlives as officers of Ebasco were commingled with their functions as officers of Bond and
Share and that it was an "almost impossible and wasteful task® to ascertain what segments of the
services of each of the common officers were for Ebasco and hence properly included in the cost
to the service company, and what part was for Bond and Share and therefore chargeable only to it.

After the Ebasco decision, numerous service companies voluntarily adjusted their practices
to conform to the opinion of the Commission. 44/

43/ Holding Company Act Release No. 2255.
44/ Holding Compeny Act Release No. 20608 and 2696 relating to the United Light and Power Service

- Company and Middle West Service Company respectively.
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The Atlantic Utility Service Corporation case (formerly the Utility Management Corporation),
a mtual Bervice company in the Assoclated Cas and Electric Corporation System, presented many
complexities due to the replacement of the Hopson management. The trustees, prior to the finmal
disposition of this case, had made material changes resulting in substantial anmial reductions in
charges to the operating companies, For instance, when this company first filed for approval,
it reported service fees of $4,868,191, Subsequent revisions of its operations had reduced these
fess to $1,940,805. However, the issue was still before the Commission as to whether the serv-
ices performed by this company were not essentially holding company activities. As a result of
the proceedings before this Commission and the review of these transactions as related to the
Rew York companies by the Public Service Commission of New York, the latter Commission denied
approval of the proposed contracts, This resulted in the complete elimination of this company
as a service company. The technical staff formed Gilbert Associates, Inc., an independent com-
pany, and under the proposals submitted to this Commission proposed that all future business
would be obtained on a competitive basis from the operating companies., All of the holding com-
peny functions, with their related costs, were transferred to the system holding companies,
thus reducing materially future anmual charges to the operating companies.

‘One of the most important of the service company cases was In the Matter of Columbia

#}mrghg:moratim, Columbia Gas and Electric Corporation. 45/ In the kbasco opinion the

ommission stated that interlocking personnel could not be permitted and that those involved
must resign either from the holding company or the service company. In the Columbia case, the
issue was raised that it was the functions rather then the positions held or situs on any
particular pay roll that would determine whether or not any particular individual was an
officer or employee of the holding company. Following the briefs and oral arguments in this
matter, the companies submitted certain proposals for the purpose of complying with the statutory
requirements, In the opinion and findings in this case, certain principles and standards as to
holding company, service company, and operating company relationships were crystalized. The
Commission held:

(1) DNo operating company should be charged or have allocated to it, directly or through
the medium of a service company or by any other arrangement, including treasurerts or
agent's account, split-check system, or other devices, any portion of the salaries or

s of any person or persons who are holding company officers or employees, or
whose functions relate primarily to the functions of supervision of the holding com-
pany system and review of the activities of operating companies, their officials and
staffs.

{(2) A corollary to the above principle is that no holding company officer or person or
persons whose functions relate primarily to the holding company functions of super-~
vision of the holding company system and review of the activities of operating com-
panies, their officials and staffs, should receive any compensation or reimbursement of
expenses from any operating company directly or through a service company or any bther
arrangement including treasurer's or agent's account and split-check systems.

(3) Each service compeany should confine itself to functions which the operating subsidi-
aries cannot perform as efficténtly and economically themselves. These services should
be limited to services of an “operating nature® as distinguished from managerial,
exscutive, or policy-forming functions,

Following the termination of the Columbia Engineering Corporation case, the above principles
were uppi‘j in several other situations including two cases discussed in the next section of this

COOPERATION BETWEEN STATE COMMISSIONS AND THE SECURITIES AND EXCHANGE COMMISSION

It is the established policy of the Securities and Exchange Commission to foster effective
cooperation with the State Commissions in all matters where their respective jurisdictions inter-
lock and in 21l additional matters where such coopesration is desirable and appropriate in the case
under cousideration. The purpose of the Holding Company Act is, in large part, to free operating

£8/ Holding Company Act Release No. 4166.
46/ Holding Company Act Release Nos. 4432, 4395, 3135, 4749.
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companies from the absentee control of holding companies, thus permitting them to be regulated
more effectively by the State. This fundamental purpose of the Holding Company Act - the
facilitating of State regulation - underlies the Commission's efforts to work cooperatively
with the various State Commissions in the administration of the Act.

The protection of state regulation is specifically provided for in several sections of the
Act., For example, certain issues of securities by registered holding companies and their sub-
sidiaries are exempted by Section 6 (b) from Section 6 (a) if they have been approved by the
State Commission, subject to such terms and conditions as the Securities and Exchange Commission
may deem appropriate in the public interest or for the protection of investors or consumers,
Certain security and utility asset acquisitioms are likewise exempted under Section 9 (b) from the
provisions of Section 9 where they have been approved by a State Commission. Moreover, the Com-
mission may not authorize security issues éEection 7 (g)/ or the acquisition of assets /Section
10 (f)7 unless applicsble State laws have been complied with, Section 8 prevents the ownership
of both electric and gas utility properties in violation of State law, while Section 20 (b)
requires that accounting standards established by the Commission shall not be ineonsistent with
the provisions of applicable State law,

A mumber of specifie sections of the Act reflect the Congressional intent that the Commis~
sion's work whould be coordinated with the work of State Commissions., Section 19 of the Act,
for example, expressly provides that in any proceeding before the Commission, the Commission,
in accordance with such rules of practice as it may prescribe, shall admit as a party any inter-
ested State, State Cammission, municipality or any political sub-division of the State. Pursuant
to this provision, the Commission uniformly notifies interested State Commissions of proceedings
before it which may affect the work of such commission. Many State Commissioms have taken
advantage of thig provision and have intervened in proceedings before the Commission and in these
and other cases there has been an interchange of ideas and information between the Securities
and Exchange Commission and the State Commission concerned. In one instance, although there is
no specific statutory authority for joint hearings by the Commission and a State Commission, a
Joint hearing was, in fact, held by the Securities and Exchange Commission and the Public
Utilities Commission of the District of Columbia. 47/

Section 18 of the Act places at the disposal of the State Commissions the investigatory
power of the Securities and Exchange Commission in regard to the business, financial condition,
or practices of registered holding companies and their subsidiaries and Section 18 (a) authorises
the Commission to make available to State Commissicns the results of its own investigations
made pursuant to the Act, Pursuant to this and other provisions of the Act, the Commission was
requested on September 19, 1942 by the Public Utilities Commission of the District of Columbia to
undertake an investigation of the various relaticnships between Washington Railway & Electric
Company and the North American Company, its parent. The investigation was completed in accordance
with the request of the District of Coluxbia Commission.

The Securities and Exchange Commission, through its jurisdiction over intra-system service
charges, has been in a position to render significant assistance to State Commissions in this
field, and such assistance, in fact, has been renmdered in several notable instances, Under
Section 13 (d) of the Act, the Commission, upon the request of the State Commission, is author-
ised, after notice and opportunity for hearing, to require by order "a reallocation or reappor-
tiomment of costs among member companies of a mutual service company if it finds the existing
allocation inequitable and may require the elimination of a service or services to a member
company which does not bear its fair proportion of costs or which, by reason of its size or
other circumstances, does not require such service or services.”

Nlustrative of the workings of this provision of the statute was the proceeding which the
Securities and Exchange Commission instituted at the request of the Vermont Public Service Com-
mission in 1940 concerning servicing arrangements between the New England Power Service Company,
a subsidiary of New England Power Association, and associate operating companies in Vermont,

A hearing was held at Montpelier, Vermont at which representatives of the Vermont Commission
participated as well as Commissioner Healy of this Cammission. The results of the proceeding,
described in Holding Company Act Release No. 3135, were the complete reorganisatiom of the
service company, including a reduetion of its persomnel from 1048 employees to 6263 in additiom,

47/ see Potamsc Electric Power Company, Holding Compeny Act Release No. 2283,
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the service company payroll was cut approximately in half, and numerous other changes were nade
in its accounting and operating practices. Those results are indicative of the type of assis-
tance which the Securities and Exchange Commission can render to State Commissions with regard
to the functioning of service organizations.

Again, in the American Water Works and Electric Company, Incorporated service company
case, 48/ a proceeding was instituted by the Commission at the request of the New Jersey Board
of Public Utility Commissioners. The New Jersey Commission was concerned with the service
charges made to New Jersey subsidiaries of American Water Works. The Securities and Exchange
Commission exercised its power under Sections 13 and 18 of the Holding Company Act to investigate
the service arrangements within the American Watar Works System, to determine what actitm
was required by Section 13 and, at the same time, to obtain information which would be available
for the use of the New Jersey Commission., To that end, the Commission directed that the first
hearings be held in the offices of the New Jersey Commission in Newark, At the hearing, Com-
xissioner Healy of the Securities and Exchange Commission, sat jointly with members of the New
Jersey Commission., Representatives of the Public Utilities Commission of Connecticut, which had
Jurisdiction over some of the American Water Works subsidiaries, also appeared at the hearing in
New Jersey. During the pendency of the proceedings, conferences were had among the staffs of
the Commissions concerned and between representatives of the staffs and representatives of
American Water Works, An agreement was reached as to changes in future servicing activities,
and after the hearing in New Jersey, American Water Works filed an application for approval of
the organization and conduct of business of a new subsidiary service company. Hearings on that
application and on the proceedings instituted by the Commission were held in Philadelphia be-
gimning in April 1943. Representatives of New Jersey and Connecticut Commissions became parties
in these proceedings, and representatives of the Public Utility Commission of Pennsylwania also

participated.

There have been many other instances of close cooperation between the Securities and Ex-
change Commission and State Commissions. In The Laclede Gas Light Company reorganisation pro-
ceedings, for example, a plan was filed with the Securities and Exchange Commission and the

Missouri Publie Service Commission for the reorganisation of The Lacleds Gas Light Company and
the sale to Union Electric Company of Missourl of the electric properties operated by Lacledse
Power & Light Company. These transactions could not be consummated without the approval of the
Missouri Public Service Commission and the Securities and Exchange Commission, The case was
characterised by the very closest cooperation between the two commissions and between the staff
of this Commission and representatives of the Public Utilities Department of the City of St.

In the Portland Electric Power Compeny reorganisation proceedings, the Securities and
Exchange Commission had to pass upon a plan of reorganization of the company pursuant to the
Bankruptey Act, as required by Section 11 (f) of the Public Utility Holding Compeny Act. The
Public Utilities Commissioner of Oregon and the Washington Department of Public Service had
Jurisdiction over transactions which comstituted important parts of the plan. Hearings before
the Securities and Exchange Commission were started in Washingtan, D. C. Both the Oregon and
Washington Commissioners intervened in the proceedings, and the Oregon Commissioner participated
in the examination of company witnesses. In February 1943, at the request of the Washington and
Oregon Commission, the hesring was reconvened im Portland, Oregon. Both State Commissions were
represented by counsel and introduced evidence in the proceeding. In addition, many conferences
were held between the Securities and Exchange Commission staff and the staffs of the State Com-
missions involved. The active cooperation among the commissions was particularly helpful in

thoeubirewnge.

The above examples illustrate the pattern of cooperation between the Securities and
Exchange Commission and State Commissions. This Commission has found such cooperation most
helpful in its own work and believes it has been helpful also to the State Commissions.

48/ Holding Company Act Release No. 4749.
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LITIGATION UNDER THE HOLDING COMPANY ACT _Iz?_/
(a) Registration

The Commission's record of litigation under the Public Utility Holding Company Act of 1935
dates back to September 1935, two and one-half months before the effective date of the Act., Be-
tween that time and December 1935, 58 proceedings were brought by or on behalf of holding compas
nies to enjoin enforcement of the Act and for declaratory judgments holding all of its provi-
sions unconstitutional. None of these proceedings resulted in a decision on constitutionality
by the Supreme Court. However, in the test case instituted by the Commission on November 26,
1935, to enjoin Electric Bond and Share Company and the intermediate holding companies in its
system from violating the registration provisions of the Act, the Supreme Court, on March 28,
1938, held that only the registration provisions of the Act could be challenged by an unregistered
holding company; that the regulatory provisions are applicable solely to registered holding com-
panies and their subsidiaries; and that the registration provisions are constitutional. 50/ This
decision effectively terminated the flood of litigation over the constitutionality of the Act and
resulted in registration by all companies affected by the Act, excepting those companies that
claimed exemption from its provisions. 51/

(b) Exemptions

The first problem to arise under the Act involved applications for exemption from the
registration and regulatory provisions of the Act. The first case to deal with this problem and,
indeed, the first instance in which a Circult Court of Appeals was petitioned to review an order
of the Commission under the Holding Comwpany Act, was Lawless v, Securities and Exchange Commis-
sion. 52/ There a holding company, which had been granted a temporary exemption Irom the
requirements of the Act, applied to the Commission, while its application for permanent exemption
was pending, for a report on a plan of recapitalization and an order exempting the company from
the provisions of the Act applicable to the proposed plan., The Commission issued the report and
granted the order, Commissioner Healy dissenting, On review the order was reversed on the ground
that unregistered companies are not entitled to the benefits conferred by the Act and, according-~
ly, the Commission was without power or authority to issue the order in question.

By June 30, 1944, 565 applications for exemption had been filed with the Commission, 164 had
been approved, 317 had been withdrawn or dismissed, and 52 had been denied by order of the Commis-
sion. In almost all of these cases the right to exemption has depended upon whether the applicant
i3 a holding company, subsidiary, or affiliate with respect to another company., This question
under the statute is answered in terms of the existence or absence of control or conmtrolling
influence of onme company over the other. The Commission's orders denying exemption applications
of Hartford Gas Company, Public Service Corporation of New Jersey, Detroit Edison Company,
racific Gas & Electric Company, 23/ American Gas and Flectric Company, and Koppers United

49/ Ses Appendix Table 32 Part 2 for list of citations of court cases involving the Public o
Utility Bolding Compexny Act.

50/ Electric Bond and Shars Co. v. S.E.C. 18 F. Supp. 131 (S.D. N.Y.,1937); 92 F. (2d) 580
{C.TE 2, 193705 303 U.S. 419 (1938).

g}/ A sweeping decision of the District Court of Maryland holding the Act unconstitutional in its
entirety was limited by the Fourth Circuit to the specific facts of the American States Public
Service Co. reorganisation proceeding, Burco, Inc, v. Whitworth, 81 F, [33) 72l.
The Government, as amicus curise, urged m c eny certiorari in that case on
the ground that the case was collusive and not a proper vehicle for determining comstitu-
tional questions which could be better considered in the Electric Bond and Share case. The
Suprems Court denied certiorari.

5_2/ Lawlees v, Securities and Exchange Commission, 105 F. (2d) 574 (C.C.A. 1, 1939).

53/ Hartford Gas Co, v, S.E.C. 129 F. (2d) 794 (C.C.A. 2, 1942), 2 S.E.C. Jud. Dec, — (C.C.A. 2,
Wo. 250, 1942); Public Service Corporation of New Jersey v. S.E.C. 2 S.E.C. Jud. Dec. —
(C.C.A. 3., No. . -C.A. 3, 1942)3 317 U.S. 6913 63 S. Ct. 266
(1942); Detroit Edison C v, S.E.C. 119 F. (2d4) 730 (C.C.A. 6, 1941); 314 U.S. 618;
Pacific Wﬁtﬂ?ﬁ?ﬂa ¥. S.E.C. L F. (24) 378 (C.C.A. 9, 1942), 139 F, (2d) 298

Ny W . has affirmed the decizion of the Circuit Court of Appeals
the h%hr case.
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Company, 21_./ have been subjected to judicial review and in these cases the Commission‘'s orders
were affirmed by the circuit courts of appeals for the Second, Third, Sixth, and Ninth circuits,
and the Court of Appeals for the District of Columbia, respectively.

(c) Corporate Integration and Simplification

The most significant litigation under the Holding Company Act since the Bond and Share case ‘
was the group of review proceedings involving the constitutionality of the corporate Integration I
and simplification provisions of the Act (Sections 11 (b) (1) and (2)). In 3 of these cases,
filed by the North American Company, United Gas Improvement Company, and Engineers Public Service |
Company, 22/ the Second and Third Circuits and the Court of Appeals for the District of Columbia
in unanimous decisions upheld the constitutionality of Section 11 (b) (1), 56/ while the
constitutionality of Section 11 (b) (2) was similarly sustained by the First and Third Circuits
and the Court of Appeals for the District of Columbia 57/ in review proceedings instituted by
American Power & Light Company and Electric Power & Light Corporation (one case), Commormealth
& Southern Corporation, and Central and Southwest Utilities Co. 5_8/ In addition to upholding
the constitutionality of Sections 11 (b) (1) and 11 (b) (2), these decisions have affirmed, in
virtually all respects, the Commission's views as to matters of statutory interpretations.

To assist holding companies and operating subsidiaries in achlieving voluntary compliance
with the corporate simplification and integration provisions of the Act, the Commission has, at
the request of companies concerned, instituted 15 proceedings in federal district courts under
Section 11 (e) of the Act to enforce and carry out voluntary plans of reorganization previously
approved by the Commission as fair and equitable and necessary to effect the corporate simplifica-
tion and integration provisions of the Act. In these cases involving Community Power and Light
Company (D.N.Y.), Great Lakes Utilities Company (D. Pa.) Jacksonville Gas Company (D. Fla.),
United Light and Power Co. (D. Del.), Puget Sound Power & Light Co. (D. Mass,), Southern Colorado
Power Co, (D. Colo.), North Continent T€iIIties Corp. (D. Del.), Columbia 0il & Tasoline Gorp.
(D. Del.), North American Gas and Electiric Company (D. Del.), Central States Power & Light Corp.
(D. Del.), Consolidated Electric and Gas Co. (D. Del.), Clarion River Power Co, (D, Pa.),
American Gas and Power Co. (D. Del.), The Laclede.Gas Light Co. (D. No.), and International
Utilities Corporation, the courts have not only assisted in elfectuating the Congressional
policies expressed in the Act but, in so doing, have accomplished a uniformity of reorganization
procedures., 2/ Beginning with the Community Power and Light Company case decided in 1940, the

54/ American Gas & Electric Co. v. S.E.C. 134 F. (2d) 633 (App. D.C. 1943); 319 U.S. 763 (1943);
Koppers United Co. v. S.E.C. 138 F. (2d) 577 (App. D.C., 1943).

ﬁ/ North American Co. v. S.E.C. 133 F, (2d) 148 (C.C.A. 2, 1943); 318 U.S. 750; 63 S. Ct. 764;
- United Qas Improvement Co, v. S.E.C. 138 F, (24) 1010 zC.C.A. 3, 1943); Engineers Public

Service 0. V. 5.E.C. 138 F. (2d) 936 (App. D.C., 1943).

éé/ In the North American case the Supreme Court has granted a petition for writ of certiorari

- but has been unable to hear arguments in the case because of the lack of a quorum of justices
qualified to hear it, In the Engineers Public Service Company case, a petition for writ of
certiorari has been granted by the Supreme GCourt.

ﬂ/ The American Power & Light Company, Electric Power & Light Corporation case is now pending
before the Supreme Court on petition for a writ ol certiorari.

5_8/ American Power & Light Co. and Electric Power and Light Corporation v. S.E.C. 141 F. (2d)

«C.A. 1, 3 Commonwealth & Southern Corp. v. 5.R.C. 134 Fe (2d) 787 (C.C.A. 3,
1943), 2 S.E.C. Jud. Dec. — (C.C.A. 3, No, 8032, 1943)F Central & South West Utilities Co,

v. S.E.C. 136 F. (2d) 273 (App. D.C., 1943), 2 S.E.C. Jud., Dec. — (App. D.C. No. 8333, 1943).

g'y In re Community Power and Light C 33 F. Supp. 901 (S.D. N.Y., 1940); In re Great Lakes
Jtilities Com 2 5.E.C. Jud, ﬁ?c. = (E.D. Pa. No. M 989, 1942); In re Jacksonville Gas Co.
Z'GT"S_% uppe .C. Fla., 1942), 2 S.E.C. Jud, Dec, — (S.D. Fla. Wo. 483-J, 1922); I re
United t and Power Co, 51 F, Suppe 217 (D.C. Del., 1943); In re Puget Sound Power &
%ght Co. 2 S.E.C. Jud, Dec. — (D. Mass. No., 2308, 1943); In Te Southern Colorado Power
% 2 S.E.C. Jud. Dec, — (D. Colo. No. 670, 1944). AfTIrmed on appeal by the Tenth

Court of Appeals. In re North Continent Utilities Corporation 54 F. Supp. 527
(Continued)




Commission's orders approving Section 11 (e) plans have been upheld by the courts with respect
to both holding companies and operating subsidiaries. In these proceedings the settled practice
of the courts has been to consider the plan solely upon the evidence presented before the Com-

mission, and to consider new evidence only for the purpose of determining whether it could and
should have been considered by the Commission. In addition, the Commission, in a number of

cases, has passed upon, pursuant to Section 11 (f) of the Act, plans of reorganization of hold=
ing companies and subsidiaries in proceedings under Chapter X anmd former Section 77B of the
Bankruptey Act.

A corollary to the reorganization of holding companies and their subsidiaries under the
Holding Company Act is the Commission's determination to prevent holding companies from escaping
the requirements of the Act by liquidating under state procedures. This policy of requiring
that the reorganization of holding company systems shall be in accordance with plans which are
fair and equitaeble and comply with the purposes of the Act is illustrated by the Commission's
injunction suit against The North American Cmpany and its subsidiary, North American Light &
Power Company, to prevent Light & Power from dissolving or liquidating under state law., The
case wag ultimately dismissed by stipulation and the liquidation of Light & Power is proceed-
ing under the Act.

A comparable problem has arisen in several cases wherein stockholders of registered
holding companies in process of reorganigation or liguidation under the Holding Company Act have
filed derivative actions in state and federal courts, asserting clsims either on behalf of the
company in reorganization or in the iuterest of one or more of its subsidiaries. These suits
have generally been based upon charges of corporate waste, alleged improper acts of the company
through its directors and officers, and other causes of action gemerally falling in the category
of breaches of fiduciary duty. The Commission has taken the position that where a fair,
equitable gnd feasible plan of reorganization cannot be effectuated without considering and
giving effect to such causes of action, they should properly be asserted as claims in the Com-
mission'’s reorganization proceeding. To protect its jurisdiction, the Commission has intervened
or appeared as amicus curiae in certain of these civil cases to request that they be dismissed
or stayed pending determination of the issues in the Commission's proceeding. The courts have
recognized the importance of having this type of litigation adjudicated in the context of a
complete reorganization proceeding and have, in the exercise of judicial discretion, stayed the
cases before them. Typical of these cases are Dederick v, The North American Company {D. N.Y.)
and Illinois Iowa Power Company v. North American L i‘IE‘i & Power Co. o)

In cases arising out of the Commission's Section 11 (e) proceedings a mumber of novel and
highly significant issues have been raised and settled in accordance with the views of the Commis-
sion. For example, thoroughgoing reorganizations of operating subsidiaries have been sustained
upon the premise of correcting an inequitable distribution of voting power in the subsidiary,
pursuant to the last sentence of Section 11 (b) (2). Jacksonville Gas Compeny (D. Fla.), Puget
Sound Power & Light Co. (D. Mass.), Southern Colorado Fower Co. (D, Colo:]. ol/

59 cont'd/

(D. Del., 1944); In re Columbia 0il and Gasoline Co: ation 2 S.E.C. Jud. Dec, — (D, Del.
No. 290, 1942), 50 ¥. m‘ﬁﬁwﬁr—w. 5 265 (C.C.A. 3, 1943); In re

North American Gas and Electric Company 2 S.E.C. Jud. Dec, — (D. Del., No. 352, 194%);

In re Central States Power & Light Corporation 2 S.E.C. Jud. Dec. — (D, Del., No. 354,
194Z); In re Consolldated Electric & Gas Co. 55 F. Supp. 211 (D. Del., 1944); In re Clarion
River Power Co, 2 S.E.C. Jud. Dec, — (W.D, Pa. No., 2903, 1944); In re American Gas and Power

To. 35 ¥. Supp. 756 (D. Del., 1944); In re The Laclede Gas Light Co, 57 ¥, Supp. 397 (D.Cr
E.D., Mo., 1944) — Now on appeal; In re International ﬁHH’E%es Corporation D. C. S. D. N.Y.
Civ, 25-260 (1944).

60/ Dederick v. North American t and Power Co. 48 F. Supp. 410 (S.D. N.Y., 1943); Illinois
= Towa Power Co. v. North American ower Co. 49 F. Supp. 277 (D. Del., 1943).

61/ In re Jacksonville Gas Co. 46 F. Supp. 852 (D.C. Fla., 1942), 2 S.E.C. Jud, Dec. -~ (S.D.

YTa. Wo. 283-J, 1942); Tn re et Sound Power and 2 S.E.C, Jud. Dec. -
(D. Mass. No. 2908 191.37 In re Southern Colorado %over Company 2 S.E.C. Jud, Dec, =

(D. Colo. No. 670, 19/.4).
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prend:l.n’g6_2/beforethe$nprelecourtiathei:porta.ntquestionoftheman:l_ngand

application of the ®*fair and equitable® standard prescribed in Section 11 (e), in determining
the proper allocation of securities in a reorganiszation or liquidation under the Act, between
the preferred and common stockholders of the company. The case in which that problem is posed
is Otis & Co. v, Securities and Exc e Cosmission, which involves the Commission's holding,
discussed In the section on on ication of Holding Company Systems", that
the allocation should be based upon the entire bundle of rights of both classes of stock with
primary reference to their relative expectations of participation in income under the existing
structure, rather than exclusively upon the basis of the charter liquidation preference of the
preferred stock.

Another similar case involving a plan for the reorganization of Southern Colorado Power
Company is now pending on appeal before the Circuit Court of Appeals for the Tenth Circuit
under the title of Disgan v. Securities and Exchange Commission. 63/

Federal District Courts which have considered plans of reorganization following this same
allocation principle have without exception approved and enforced the plans before them, In re

et Sound Power and Light Co. (D. Mass.), In re North Continent Utilities Co. (D. Del.), In re
en s rower . (D. Del.), In re Consolidated Eleciric & Gas Co. (D. Dell7,
Te Oe (D. Mo.), and Tn re International UtiTities Corp. {D. N.1.). &4/

A cognate problem which has resulted in two review proceedings (New York Trust Co. v.

Securities and Exc e Commission, 6ity National Bank & Trust Co., v, Securities and Exchag;g
Cﬁ@'ﬂ%’iﬁﬁﬁ ecisions in voluntary plan enforcement proceed- .
Ings (In re North Continent Utilities Corp., In re Consolidated Electric & Gas Company), 66/ ,
concerns the contractual right of debenture holders To receive a premiu® upon premature retirement

of the debentures in the liquidation of their company, where liquidation takes place pursuant to
a Section 11 (e) plan designed to comply with the mandate of Section 11 (b) (2). As moted in
the section on "Integration and Simplificatiom of Holding Company Systems®, the Second and Seventh
Circuits and the District Court of Delaware in these cases upheld arders of the Commission's deter-
mination that it would be unfair and inequitable to the other security holders of the companies
to give the debenture holders a premium or other compensation for premature termination of their
rights in the context of a reorganization or liquidation required by the Act.

Another reorganiszation problem under the Holding Company Act, not yet finally settled by
the courts, is whether a plan of reorganization prepared and negotiated by a management group is
fair and equitable and not detrimental to the interests of investors and the public, where the
plan permits the management to profit either in terms of control or pecuniary gain from stock of
the corporation which the management has purchased during the course of the reorganisation pro-
ceeding. In Chenery v. Securities and Exchange Commission, 67/ the Commission held, with respeot

gz_/ Since this writing, the Supreme Court has rendered a decision in Otis & Co. v. SEC approving
the Commission's holding (three Justices dissenting). 65 S. Ct. 483 (1945). -

63/ A decision has been rendered by the Court upholding the Commission's approval of the plan of
reorganiszation. F (2d) (C.C.A. 10, 1945).

gl._/ In re et Sound Powsr and Light C 2 8.E.C. Jud. Dec, — (D, Mass. No. 2308, 1943);

Te es Co: on 54 F. Supp. 527 (D. Del., 1944); In re Central
Wﬁzﬁm Doc. — (D. Del, No. 354, 194473 TaTe
ons 0. 55 F, Supp. 211 (D. Del., 1944); In re The Laclede Gas t

c
To. 57 ¥. Jupp. 997 (D.C. B.D. Mo., 1944)3 In re International Ut es Corporation D.C. S.D:
N.Y. Civ, 25-2& (19“).

65/ Wow York Trust Co. V. S.E.C. 131 F. (2d) 274 (C.C.A. 2., 1942); City National Bank & Trust Co.
&/ ov. S.E.C. 1% F. (2d) 65 (C.C.A. 7, 1943). !

ﬁ'/ In re North Continent Utilities Corp. 54 F. Supp. 527 (D. Del.,. 1944); In re Consolidated
mcao 5 G;; CO- ;; !- SEPPQ mo !Do Mo; 19“).

Q/ Chetg’ Corpomtion v. S.E.C. 128 F. (Zd) 303 (App. D.c.’ 1942)’ 318 U.S. 80 (1943)0
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to a voluntary plan proposed by Federal Water Service Corporation, that equity decisions as to
the fiduciary obligations of corporate managers forbade managerial profit from such transactionms.
The Appelate Court for the Districtof Columbia held that the Commission exceeded its statutory
authority in so deciding. On further appeal the Commission's order was set aside and remanded to
the Commission by the Suprems Court (three Justices dissenting), on the ground that the equity
precedents upon which the Commission had relied were not applicable to the case. The Supreme
Court held that the Holding Company Act empowered the Commission to correct reorganisation abuses
arising in proceedings under the Act and that the Commission was authorized to consider the
pProblem posed inthis case in the light of the statutory purposes and its experience with reorgani-
sation practices in proceedings under the Act. The case is now pending before the Commission upon
the remand. 68/

A corollary to this problem of fiduciary responsibilities under the Act was presented
in Morgan, Stanley & Co,, Inc, v. Securities and Exc e Commission, 69/.where the Second Circuit
T e o o e CFTETETng Teston LIght & Foeos from paylng under—
writer's fees to Morgan, Stanley, on the ground that Morgan, Stanley and the company stood in
such relation to each other that there was likely to have been an absence of arm's-length

bargaining in the transaction,
(d) Judicial Review Procedure

Judicial opinions in cases under the Holding Company Aet have resulted in settling important
general questions bearing upon the conduct of the Commission's proceedings and the rights of
%agprieved® persons to obtain judicial review of Commission orders. One such question related to
the proper method of disposing of two or more petitions filed in different circuit courts to
review the same or parts of the same order issued by the Commission. Relying upon the statutory
provision that the court in which the Commission shall file its transcript of record shall have
exclusive jurisdiction to affirm, modify, or set aside the Commission's order in whole or in
part, the Commission has contended that when two or more petitions for review are filed in
different courts the Commission must determine which review proceeding will best serve the public
interest and file its transecript in that court, thereby giving it exelusive jurisdiction over
the Commission's order, The procedure has been judicially established that petitions filed in
courts other than that in which the Commission files the transcript of the record are to be
dismissed unless the petitioners desire to intervene in the proceeding before the court which
has been given exclusive Jjurisdiction over the Commission's order. To protect the rights of such
petitioners, there has been developed the judieial procedure of transferring and transmitting
to the court of exclusive Jurisdiction the petitions for review filed in the other courts.

More recently the analagous question has arisen as to the disposition of petitions for
review filed by stockholders of companies directly or indirectly affected by the Commission's
orders under the Holding Company Act., The Commission has been upheld by reviewing courts in
its contention that before a stockholder can claim to be "aggrieved® by the Commission'a order
his petition mmat show that he has complied with the general rules applicable to stockholders!
derivative actiohs, i.e., that he has made a demand upon his corporation to file a petition for
review and that the corporation has refused to do so for improper reasons, y

(e) Political Contributions

The provision of the Holding Company Act which makes it unlawful for any holding company or
subsidiary to give political contributions was held constitutional by the Eighth Circuit in Egan
and Union Electric Company of Missouri v. U, 8. 71/ In that case, which was the outgrowth of an
extensive investIgation conducted by the Commission, the Circuit Court affirmed the conviction of
the company on charges of making political contributions in violation of the provisions of the
Holding Company Act, and that of its former president, for conspiracy to violate the same section.
The evidence showed that the defendants had established a "slush fund" accummlated by kickbacks
and legal fees, payments to contrattors and insurance agents and the padding of expense accounts.
Three other officials of the company had previougly been convicted of perjury in their testimony
before officers of the Commission during the course of the investigation.

68/ On February 8, 1945, ¢he Commission issued its findings and opinion reaffirming its previous
determination. Holding Company Act Release No., 5584.
69/ Morgan Stanley Co. v. S.E.C. 126(F.(2d) 325 (csc.a. 2, 1942).
V. S.E.C. 3 F. (2d) 943 (C.C.A. 2, 1944) and American Power & Light Company v. S.E.C.
y Wo. 470 C-C.K. 1, 1944.) ’ 20 :
71/ Egan v. U.S. and Union Electric Co. of Missouri v. U.S., 137 F. (2d) 369 (C.C.A. 8, 1943)
L 3. ct. Tos (1927)- = P
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APPENDIX TO PART III

Status of Each of the Major Holding Companies Under Section 11

A brief summary of the status of each of the major hclding companies under the more important
aspects of Section 11 at the close of the past fiscal ysar follicws: B/

1, Electric Bond and Share Company |

Electric Bend and Share is the largest system registered under the Holding Company Act. The !
parent, Electric Bond and Share Company (Bond and Share), contrcls five major subholding companies:
American & Foreign Power Company, Inc. (American Foreign), American Gas and Electric Company
{American Gas), American Power & Light Company (American), Electric Power & Light Corporation
{Electric), and National Power & Light Company (National).

On May 9, 1940 the Commission instituted Section 11 (b) (2) proceedings directed to Bond and
Share and certain of its subsidiaries. 73/ On August 23, 1941 the Commission found that National
served no useful function, that it served as the central tier in a pyramid which enabled Bond and
Share to control the National System with practically no investment, and that it violated Section
11 (b) (2) becavse it constituted an undue and unnecessary complexity in the Bond and Share
system. As a result National was ordered to dissolve. 74/ Considerable progress has been made
in getting National's affairs in shape for liquidation.” All of its bonds were retired through
the use of cash on hand and its preferred stock was eliminated ‘hrough a voluntary exchange of
common stock of Houston Lighting & Power Company and by sale of the remainder of the Houston
gtock and the use of the proceeds together with treasury cash to retire the remaining National
preferred stock at $100 per share plus accumlated dividends, The last of the preferred stock
was retired in Jamuary 1944 pursuant to an authorization of the Commission dated January 4,

1944. 75/ The principal assets remaining for disposition are the common stocks of three operat-
ing companies: Birmingham Electric Company, Carolina Power & Light Company, and Pennsylvania
Power & Light Company.

On August 5, 1942 76/ the Commission acting under Section 11 (c¢), granted National an
extension of one year from August 22, 1942 for compliance with the order of dissolutiodn but
conditioned its action upon National's filing plans for resolution of the voting power and
accounting problems of its subsidiaries. Such plans have been filed by National. After
several amendments the plan filed by Carolina Power & Light Company was approved by the Com-
mission on December 11, 1943. 77/ Similarly the plan for Birmingham Electric Company as
amended was approved on March 21, 1944. 78/ 1In both of these cases the operating companies,
through capital contributions by Natio and accounting and voting power adjustments, were
able to conform their accounts and structures to the standards of the Act so as to be ready
for disposition. Final action has not been taken with respect to Pennsylvania Power & Light
Company largely by reason of uncertainty as to the classification of the accounts of that com-
pany. An order to show cause with respect to that company, directed toward a disposition of its
accounting problems, was instituted by the Federal Power Commission on December 17, 1943. At
the close of the past fiscal year, this proceeding was pending.

72/ Also see Appendix Tables 17, 18 and 19,
73/ Holding Company Act Release No. 2051.
74/ Holding Company Act Release No. 2962.
75/ Holding Company Act Release No. 4811.
76/ Holding Company Act Release No. 3832,
71/ Holding Company Act Riddesse No. 4746.
78/ Holding Company Act Release No. 4955.
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On August 22, 1942 American and Electric 79/ were ordered dissclved on grounds similar to
those set forth above with respect to Nationalf_gg/ These two companies appealed to the United
States Circuit Court of Appeals for the First Circuit which on March 17, 1944 affirmed the order
of the Commission 81/ and on April 18, 1944 denied an application of the companies for a rehear-
ing. Thereupon the companies petitioned the Supreme Court for a writ of certiorari on which the

Court has not yet acted.

The Commission instituted proceedings under Section 11 (b) (2) and various other sections
of the Act directed to American and its subsidiary, Florida Power & Light Company (Florida), on -
July 10, 1941. Issues were raised as to the distribution of voting power among the security
holders of Florida, the existence of large amounts of write-ups in its accounts, and the validity
and rank of the $22,000,000 of its debentures held by American. On September 17, 1941 respondents
filed a refinancing plan, in part to meet the allegations in the Commission's order for hearing.
The matters were consolidated and hearings were held., Prior to the final determination of the
case by the Commission, however, American and Florida submitted amendments to their previous
propossl. The proposal as so amended, which provided for substantial adjustments to the accounts
of Florida, the surrender by American to Florida as a capital contribution of $17,000,000 of the
debentures held by it and certain other securities, and the retirement of all publicly-held
securities at their contract prices from treasury cash and the proceeds of issuance of new
securities, was approved by the Commission on December 28, 1943, §g/

On November 15, 1943 American filed an application and declaration with respect to the con-
version of its outstanding stock, consisting of §5 and §6 preferred stock and common stock into
a new comnon stock, The ¢ stated in its filing that while it was contesting the consti-
tutionality of Sectiom 11 (b) (2) and the Commission's order of dissolution directed to it there-
under it believed that the proposed transaction would be appropriate to the carrying out of such
ofder, if upheld., The Cosmission consolidated the proceedings with respect to the filing with
the proceedings under Section 11 (b) (2) directed to American and set forth as among the issues,
whether the allocations of the equity of American among the respective classes of security
holders as filed or as hereinafter modified could appropriately form the basis of a plan for the
dissolution of American inaccordance with the previous order of the Commission to that end. Q/
Hearings have been held in this consolidated proceeding and the matter is pending.

United Gas Corporation, a subsidiary of Electric, filed an application on May 5, 1941 with
respect to a proposed refinancing, and in connection therewith the repayment of $52,925,000 in
debt clasims held by Bond and Share. On May 31, 1941 the Commission ordered hearings on this
application and instituted proceedings pursuant to Section 11 (b) (2) and other Sections of the
Act, 84/ The Section 11 (b) (2) proceedings raised issues as to the necessity for a reorganisa-
tion United Gas, and as to the validity and rank of the debt claims held by Bond and Share.

A consolidated hearing was ordered with respect to the application and the Section 11 (b) (2)
proceedings and extensive hearings were held., After the close of the record on the major issues
in the consolidated proceedings a Section 11 (e) plan was filed on March 6, 1944 which provided
for a comprehensive reorganigzation of United Gas and a compromise settlement of the debt claims
of Bond and Share together with its stock interests in United Gas for $44,000,000 in cash:
After hearings on this plan the Commission issued its Findings and Opinion, and Order approving
the plan as necessary to effectuate the provisions of Section 11 (b) (2) and as fair and
equitable, gg/ In accordance with the request of the companies the Commission has applied to the
United States District Court for the District of Delaware for enforcement of the plan. §§/

79/ See Appendix Table 19 for list of utility subsidiaries.

80/ Holding Company Act Release No, 3750,

81/ American Power & Light Co. v. S.E.C., Electric Power & Light Co. v. S.E.C., 141 F. (2d) 606.
82/ Holding Company Act Release No. 479L.

83/ Holding Company Act Release No. 4695.

84/ Holding Company Act Release No. 2790.

85/ Holding Company Act Release No, 5271.

86/ The plan has been approved by the Court.
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On March 8, 1943 Utah Power & Light Company, a subsidiary of Electric, filed a refinancing
plan and the Commission instituted 11 (b) (2) proceedings which it consolidated with the proceed-
ings on the plan. §7_/ On November 29, 1943 the Commission approved the refinancing and ordered
a recapitalization of Utah involving the conversion of its preferred and common stocks into a
single class of common stock and directed that adjustments be made in the accounts of Utah and
its subsidiary companies, 88/

On September 1, 1943 the Commission approved the sale by Electric of its entire common
stock interest in the Idaho Power Company to underwriters for resale to the public, 29_/ Electric
received $10,361,250 for the stock. The Commission has subsequently approved the use of portions
of these proceeds for investment by Electric in the common stocks of two of its remaining sub-~
sidiaries, Mississippi Power & Light Company %Q/ and Arkansas Power & Light Company. g]_./ The
increase of Electric's investment in these subsidiaries, through the use of this cash together
with the portion of their senior securities held by Electric enabled them to make necessary
accounting adjustments and substantially improve their structures.

On May 18, 1943 the Commission issued its Notice of and Order reconvening the hearings with
respect to the Section 11 (b) (2) proceedings directed to Bond and Share and its subsidiaries,
raising as an issue the question as to whether or not Bond and Share is an undue and unnecessary
complexity with respect to American Gas and Electric Company and its subsidiaries and American
Foreign and its subsidiaries, respectively, and also raising an issue with respect to the
necessity for a reorganization of American Foreign under Section 11 (b) (2) of the Act. 92/ The
Notice and Order directed that the issue with respect to Bond and Share's relation to American
Gas be first considered. Hearings have been held but the matter has not been completed by
reason of the request of Bond and Share that it be permitted to formulate and present a plan for
its disposition of its stock interest in American Gas. After the close of the fiscal year,
American Foreign filed a plan of reorganization on which hearings are being held. w

2, The North American Company

Proceedings pursuant to Section 11 (b) (1) were instituted March 8, 1940 with regard to The
North American Company (North American) and its subsidiaries 94/ and on December 2, 1941 pursuant
to Section 11 (b) (2) with regard to North American Light & Fower Company 95/ (Light & Power), a
subsidiary of North American, Under date of December 30, 1941, the CommissiIon ordered gé/ the
dissolution of Light & Power.

The Commission's opinion and order in the 11 (b) (1) proceedings were rendered April 14,
1942 ﬂ/ and dealt with the status of each registered holding company in the system, including

87/ Holding Company Act Release No. 4157.
88/ Holding Company Act Release No. 4716,
89/ Holding Company Act Release No. 4527.
907/ Holding Uompany Act Release No, 5237,
91/ Holding Compeny Act Release No. 5294.
92/ Holding Company Act Release No, 4305.
93/ Holding Compeny Act Release No. 5388,
94/ Holding Company Act Release No. 1960.
95/ Holding Company Act Release No. 3168,
96/ Holding Company Act Release No. 3233.
97/ Holding Company Act Release No. 3405:
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subsidiary holding companies of Light & Power but not including Light & Power since its liquida-
tion had been previously ordered. The Commission's order directed that North American confine its
operations to a single integrated electric system based upon Union Electric Company of Missouri,
and allowed North American fifteen days in which to state an alternative choice. No such choice
wag made but North American filed a petition requesting modification ©f the order, which petition
was denied June 25, 1942, 98/ North American appealed to the U. S. Circuit Court of Appeals for
the Second Circuit, which affirmed the Commission's order on Jamuary 12, 1943. Q/ The Supreme
Court granted a writ of certiorari on March 1, 1943 100/ to review the decision of the Second
Circuit, but on April 15, 1943 indefinitely deferred hearing the case because of the lack of a
qualified quorum., Until the Supreme Court has disposed of this case, the difficulties, practical
and otherwise, with respect to enforcement of that part of the order awaiting review are obvious.

Subsequently, on August 4, 1943 North American submitted a plan, under Section 11 (e) of the
Act, proposing several regional holding companies and the final dissolution of North American.
Hearings have been held on this plan, but the Commission has reserved decision because of the
pendendy of related questions which have not been resolved.

North American has disposed of substantially all of its holdings in Detroit Edison Company
copmon stock and has reduced its holdings in Washington Railway and Electric Company and Pacific
Gas ard Electric Company by the payment of shares of these companies as regular dividends to the
comnon stockholders of North American, enabling North American to use the cash so econserved to
reduce its outstanding debt from $70,000,000 to approximately $30,000,000, As a result, North
American has been able to refund its entire debt with a 2% bank loan maturing serially over a
five-year period.

The determination of a fair and equitable plan of liquidation for Light & Power has been
delayed pending the disposition of certain claims asserted against it by I1linois Power Company,
an indirect subsidiary. 101/ In the interim, Light & Power has taken steps toward liquidation
through the retirement of $3,376,500 publicly held debentures (without the payment of redemption
praciums), such action having been appealed by the Trustees under the indentures securing such
debentures to the U. S, Circuit Court of Appeals for the Seventh Circuit, which upheld the order
of the Commission; 102/ and further, by the disposition of its investment in certain subsidiary
companies, including Western Illinois Ice Company, Blue River Power Company, Power & Light Secu-
rities Company, and McFPherson Oil & Gas Development Companys

3. The United Gas Improvement Company

The Commission instituted proceedings with regard to The United Gas Improvement Company
(U.G.1.) and its subsidiaries, pursuant to Section 11 (b) (1), on March 4, 1940. Pursuant to a
request by U.G.I., the Commission issued, on January 18, 1941, a statement of tentative conclu-
sions as to the application of the provisioms of Section 11 (b) (1) to the holding company
system of U.G.I., in which the Commission stated tentatively that the system's single integrated
public utility system wes composed of the electric properties of its subsidiaries in the
Pennsylvania-Delaware-Maryland area, 103/ Divestiture orders were issued on July 30, 1941

98/ Holding Company Act Release No. 3630.

99/ 133 F. (2d) 148.

100/ 318 U. S. 750,

1.2]_./ On August 22, 1941 the Commission instituted proceedings with respect to Illinois Iowa Power

Company (now Illinois Power Company) pursuant to Section 11 (b) (2) of the Act, determination
of which has been retarded by the elaims of INlinois Power against its parents,

102/ 134 F. (2d) 65,
103/ Holding Company Act Release No. 2500,
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and May 7, 1942 104/ based upon this interpretation. U.G.I. appealéd these orders to the United
- States Circuit Court of Appeals for the Third Circult, The Court sustained the orders in an

unanimous decision on November 17, 1943. 105/

After argument before the Court but before its decision, U.G,I. and its subsidiary, Philadel-
phias Electric Company, filed applications under Section 11 (e) for the purpose of enabling the
U.G.I. holding company system to effect partial compliance with Section 11 (b). The plan pro-
vided for the distribution to U.G.I.'s preferred and common stockholders of $30,600,000 in cash
and substantially all its stockholdings in Philadelphia Electric and Public Service Corporation
of New Jersey, two subsidiariea with combined assets of $1,200,000,000. The plan was filed in
December 1942, was approved by the Commission March 18, 1943, 106/ by the common stockholders
April 19, 1943, and was declared effective as of June 18, 1943, effecting the retirement in
this mammer of its preferred stock, U.G.I. made possible the further distribution of investments
or cash to its common stockholders,

Subsequent to the distribution of its interest in Philadelphia Electric Company and Public
Service Corporation of New Jersey, The United Gas Improvement Company effectuated a series of
transactions which enabled it to distribute to its stockholders in May of 1944 its holdings of
the securities of Delawarse Power & Light Company and subsidiaries, which had consolidated assets
of $52,334,642. 107/

4. The Commonwealth & Southern Corporation

Section 11 (b) (1) proceedings were started with respect to The Commonwealth & Southern
Corporation and its subsidiaries on March 6, 1940. This proceeding was later consolidated with
Section 11 (b) (2) proceedings instituted on April 8, 1941. On April 9, 1942, 108/ the Commis-
sion, under Section 11 (b) (2), ordered Commonwealth to reduce its outstanding preferred and
common stock to a single class of common stock, Commonwealth appealed the order to the Circuit
Court of Appeals for the Third Circuit which, on March 31, 1943, upheld the Commission's order
in all respects. 109/ Commonwealth filed a recapitalization plan on April 20, 1943, designed to
comply with the order. The plan as originally filed provides for reclissifying the existing
preferred and common stocks into a single class of new common stock and for the distribution to
its stockholders {or earlier sale) of the common stock of one of its northern subsidiaries. The
plan contemplates that the remaining subsidiaries would continue to be owned by Commonwealth,
pending the outcome of the Sectiom 11 (b) (1) proceedings.

On February 26, 1944, Commonwealth filed an Amended Plan which, in substance, changed two
basic features of the original plan, namely the 80-20% plan of allocation was changed to an
85-15¢ allocation for the preferred and common stockholders, respectively, and the proposed
distribution of the common stock of Consumers Power Company was changed to the proposed distribu-
tion of the common stocks of all of the northern subsidiaries to the preferred and common
stockholders.

Hearings on the Amended Plagx were concluded on March 27, 1944 and the staff filed its
proposed findings on May 29, 1944 approving the basic features of the Amended Plan but recommend-
ing that certain amendments be made. Briefs have been filed and oral argument held on the issues
involved and the case is presently under advisement by the Commission,

Like many other holding campanies, Commonwealth has refinanced most of its utility subsidi-
aries and 1n the process has materially improved their financial condition,

104/ Holding Company Act Release Nos. 2913 and 3511.
105/ 138 F. (2d) 1010,
106/ Holding Company Act Release No., 4173.

107/ Holding Oompany Act Release No. 4505. Also see Appendix Table 18 for a 1list of the subsidi-
aries of U.G.I.

108/ Ho)ding Compeny Act Release No. 3432.
109/ 134 F. (24) 47,




5. Cities Service Company

On July 3, 1941 the Commission instituted a Section 11 (b) (1) proceeding with respect to
Cities Service Company (Cities), the top company in this system,and all its subsidiaries. Hear-
ings were completed and the Commission issued its Opinion and Order on May 5, 1944. 110/ The
Ordep directed Cities to comply with Section 11 (b) (1) by reducing the operations of Its system
to certain gas distribution properties located in the Mid-Continent section and certain gas
production and transmission properties found retainable therewith. 111/ The Order provided,
however, that the retention in the Cities' system of all of its non-utility holdings was not
foreclosed if Cities should choose to comply with Section 11 (b) (1) by digposing of its holdings
in all utility holding companies. Subsequent to the issuance of that Order, Cities filed a
petition requesting that the Order of May 5, 1944 be supplemented or modified 80 as to provide in
substance that in lieu of compliance with the provisions of this Order Cities may comply with
requirements of Section 11 (b) (1) by disposing of its interests in utilities without prejudice
to the right of Cities to apply for an exemption from the provisions of the Act under Section 3,
and be exempt as a registered holding company, after it has disposed of its interest in utilities
to the extent where it becomes entitled to such exemption and discharge., At the end of the fiscal
year no action had been taken on this petition.

The Order of May 5, 1944 was also directed to Arkansas Natural Gas Corporation, a subsidiary
holding company of Cities, and required that company to confine its operations to the production,
transmission and distribution of natural gas conducted by Arkansas Louisiana Gas Company, its
only utility subsidiary, and required it to dispose of its interests in its non-utility subsidi-
aries including its interests in Arkansas Fuel 0Oil Gompany. Arkansas Natural Gas Corporation
has filed a petition to review the Order of the Commission in the Circuit Court for the Fifth
Circuit, which petition was pending at the end of the fiscal year.

On March 4, 1940 the Commission instituted a proceeding under Section 11 (b) (1) with
reference to the holding company system of Cities Service Power & Light Company (Power & Light),
principal holding company subsidiary of Cities, and Federal Light & Traction Company, principal
holding company of Power & Light. The Commission's decision inthat case was issued on August
17, 1943 112/ and required Power & Light to confine its operations to the electric utility
business conducted by certain subsidiaries in the State of Ohio., The Order also required Federal
Light & Traction Company to confine its operations to certain electric utility bus:messes con-
ducted by subsgidiaries in the States of New Mexico and Colorado.

In campliance with the requirements of that Order, Power & Light has disposed of its inter-
ests in several subsidiaries, the principal one being Public Service Company of Colorado and its
subsidiaries, 113/ and Federal Light & Traction Company has disposed of its interests in
Olympic Public Service Company and Rawlins Electric Company. 114/

By Order dated August 29, 1942 a proceeding was instituted under Section 11 (b) (2)
respecting Power & Light and certain of its subsidiaries. In December 1943 Power & Light filed
a Section 11 (e) plan designed to effect partial compliance with Section 11 (b) (2). On March
14, 1944 the Commission approved the plan which included a proposal to retire the publicly held
senior securities of Power & Light through the use of treasury cash (obtained principally through
sales of subsidiaries) and a $20,000,000 short term bank loan. 115/ Reference has already been
made above concerning the reorganization of Empire Gas and Fuel Company under Section 11.

110/ Holding Company Act Release No., 5028.

111/ Cities Service itself has not appealed from this Order.

112/ Holding Company Act Release No. 4489.

113/ Holding Company Act Release No. 4699. (Commissioner Healy dissented.)
114/ Holding Company Act Release No. 4820.

115/ Holding Company Act Release No. 4944.
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6. Associated Gag and Electric Company

The Commission, on September 4, 1941, instituted a Section 11 (b) (1) proceeding with
regard to the Trustees of Associated Gas and Electric Corporation (Agecorp) who controlled,
directly or indirectly, 175 subsidiaries of which 68 were public utilities as defined by the
Act., To meet the issues raised by the Commission the Trustees proposed to create out of the
system four groups of properties to be disposed of as units in the liquidation of Agecorp. One
of these four groups of properties is located in Florida and Georgia, while the other three are
in New York, Pennsylvania and New Jersey.

On August 13, 1942, the Commission issued an order requiring the Trustees to divest them-
selves of all interest in a long list of utility and non-utility companies, reserving for future
consideration questions relating to the composition of the groups of properties as single inte-
grated systems, additional systems, and permissible non-utility businesses. 116/ The Trustees
filed a petition for leave to file an amended supplemental answer relative to the retainability
of certain additional properties and companies in each of the four groups. On February 17, 1944,
the Commission permitted respondents to file the amended supplemental answer and adduce additional
evidence in regard to the issues thus raised.

On February 3, 1941, the Commission initiated Section 11 (b) (2) proceedings with respect to
General Gas and Electric Corporation (Gengas), a registered holding company subsidiary of
Agecorp. 117/ Subsequently, Section 11 (e) plans for the reorganization of Gengas were filed by
Gengas 118/ and by Agecorp 119/, the hearings on which were consolidated with the Section 11 (b) (2)
- proceedings. After the close of the fiscal year a revised plan was filed jointly by Agecorp and
Gengas. _122/ This plan provided for the distribution by Gengas of certain assets among its public
security holdeérs, after which there would remain no claims against Gengas except those held by the
Trustees of Agecorp who proposed to turn in all their securities of, and claims against, Gengas
and receive in exchange an entire issue of new common stock. Hearings on the joint plan have
been completed and the matter is under advisement.

Section 11 (b) (2) proceedings were directed to Virginia Public Service Company, a subsidi-
ary of General Gas and Electric Corporation (Gengas), on August 12, 1941, raising, among others,
the issue as to whether the voting power was fairly and equitably distributed among its security
holders. In answer to these proceedings, Virginia filed a Section 11 (e) plan which, after
modification, was approved by the Commission on November 2, 1943, 121/ Subsequently, however,
on April 29, 1944, the Commission issued an order granting applications and whereby, among other
things, Virginia was merged with Virginia Electric and Power Company, a subsidiary of Engineers
Public Service Company, a non-affiliated registered holding company. E/

On February 10, 1943, the Commission instituted Section 11 (b) (2) proceedings with regard
to Geargia Power & Light Company, another subsidiary of Gengas. On April 24, 1944, Georgia, to-
gether with its parent, Gengas, and an associate company, Florida Power Corporation, filed a
Jjoint application-declaration wherein, among other things, Georgia was to be recapitalized. It
is proposed that Florida donate $1,400,000 in cash to Georgia., These funds are to be used in
part to reduce the mortgage debt of Georgia and provide foracash settlement in the amount of $150
in full satisfaction of the interests of the public holders of the preferred stocks of Georgia.
The matter was pending at the close of the fisecal year.

116/ Holding Company Act Release No. 3729.
117/ Holding Company Act Release No., 2543.
118/ Holding Company Act Release No. 2598, March 7, 1941.
119/ Holding Company Act Release No. 4382, Jume 24, 1943.
120/ Holding Company Act Release No. 5228.

121/ :zc;‘ the history of these proceedings see Holding Company Act Release Nos. 4823, 3562, 4618,

122/ Holding Company Act Release No. 5021.



On September 29, 1943, the Commission instituted 11 (b) (2) proceedings with regard to Tide
Water Power Company, another subsidiary of Gengas, raising, among others, the issue as to whether
the voting power of Tide Water was fairly and equitably distributed among its security holders, 123/
An answer and a supplemental answer were filed, and hearings were held. Subsequent to the end of
the fiscal year, the Commission issued its Findings and Opinion and Order directing Tide Water to
file a plan, providing, among other things, for a recapitalization of the company by substituting
for the present classes of stock a single class of common stock. 124/ On August 11, 1944, Tide
Water filed a plan providing, among other things, for its recapitallzation to comply with the
Commission's one-stock order. After hearing, the plan was approved subject to reservation of
Jurisdiction as to the percentage of the new common stock issued to be received by Gengas. 125/

On June 14, 1943, a thoroughgoing reorganization plan was filed jointly by the Trustee of
Associated Gas and Electric Company and the Trustees of Associated Gas and Electric Corpora-
tion, 126/ The plan, filed pirsuant to Section 11 (f) of the Act, was designed to extricate
these companies from bankruptcy proceedings which have been pending since Jamuary 10, 1940 in
the United States District Court for the Southern District of New York under Chapter X of the
Bankruptey Act and to compromise and settle the respective rights of the security holders of
the two companies to the assets nominally held by Agecorp alone. Extensive hearings were held
and oral argument heard. On April 14, 1944, the Commission entered an order approving the
plan. 127/ After the close of the fiscal year, the plan was also approved, pursuant to Chapter
X of the Bankruptcy Act, by the United States District Court for the Southern District of New
York. An appeal was taken to the Circuit Court of Appeals for the Second Circuit and was
argued on December 8, 1944.

On September 30, 1941, the Commission instituted proceedings under Section 11 (b) (2)
with respect to New England Gas and Electric Association (Negea), a registered holding company.
Subsequent to the close of the hearings but prior to a final order of the Commission, the
Trustees of Ageco and Agecorp and a subsidiary company in the Associated system instituted suits
in both a state court and a federal court, in Massachusetts against Negea. The suit in the state
court involved consideration of the status of indebtedness, in the amount of $14,583,290, which
had been cancelled in 1930 through the issuance by Negea of equity securities. The suit in the
federal court involved an accounting for alleged profits received by Negea in, and resulting
from, the transfer of certain stock and indebtedness of Electric Associates, Inc. from Agecorp
t0 Negea in 1932,

It appeared to the Commission that the subject matter of the suits against Negea were
relevant to any determination of a proper allocation of securities under any plan of recapitali-
zation of Negea. Hence, on February 17, 1943, the Commission instituted further proceedings
under various sections of the Act, including Section 11, for the purpose of determining (1)
whether, and to what extent, the Trustees of Ageco and Agecorp and its subsidiary had valid
claims against Negea, and (2) in the event that any claims were deemed to be valid, the rank of
such claims in relation to the claims of publicly-held securities of Negea. 128/

The issues in this matter were subsequently broadened to include consideration of whether
and to what extent the Trustees of Ageco and Agecorp, and their subsidiaries, have claims
against Negea for unjust enrichment as the result of any transfers or diversions to Negea of
assets of the Associated system. Hearings in the matter have been completed and argument was
heard. At the close of the fiscal year, the Commission's findings and opinion and order were
in preparation, :

123/ Holding Company Act Release No. 4594.
124/ Holding Company Act Release No. 5238.
125/ Holding Company Act Release No. 5512.
_lgy Holding Company Act Release No. 4399.
127/ Holding Company Act Release No. 4985.
128/ Holding Company Act Release No. 4124.



7. Standard Power and Light Corporation-Standard Gas and Electric Company

On March 6, 1940, the Commission instituted proceedings pursuant to Section 11 (b) (1)
with regard to Standard Power and Light Corporation (Standard Power) and Standard Gas and Elec-
tric Company (Standard Gas) and their subsidiaries, and on June 5, 1940 pursuant to Section
11 (b) (2) with respect to Standard Power. At subsequent hearings counsel for Standard Power
acknowledged that the Company performed no useful functions and on June 19, 1942, the Commission
ordered it to liquidate and its existence terminated. 129/ After the close of the
fiscal year, the Commission approved a dissolution plan Tor Standard Power filed jointly by
Standard Power and Standard Gas. 130/

Standard Gas, under date of March 24, 1943, filed a plan pursuant to Section 11 (e) for the
purpose of enabling it to comply with the provisions of Section 11 (b) and on the same date the
Commission instituted proceedings pursuant to Section 11 (b) (2), 15 (f) and 20 (a) and directed
consolidation of the two hearings. Hearings were completed, briefs submitted, oral argument
heard, and under date of May 31, 1942, the Commission issued findings and opinion }2/ stating
that it could not make the findings necessary for approval of the plan, for the reasons stated
therein. It withheld entering its order for 90 days to give Standard Gas an opportunity to file
an amendment in accordance with views expressed in the findings and opinion, Subsequent to
the end of the fiscal year, Standard Gas submitted an amended plan providing for the distribution
of its holdings in all its subsidiary companies except Philadelphia Company (selected as its
principal system), Louisville Gas and Electric Company (Delaware, Louisville Gas and Electric
Company (Kentuckys, Wisconsin Public Service Corporation, Public Utility Engineering and Service
Corporation, and a foreign subsidiary. An amendment to the amended plan provides for the
distribution of the securities of Wisconsin Public Service Corporation (Holding Company Act
Release No, 5279). This plan was approved by the Commission in its Findings and Opinion dated
November 18, 1944. 132/

On June 5, 1942, Northern States Power Company (Delaware) filed its plan of liquidation
pursuant to Section 11 (e) and on the same date the Commission instituted proceedings pursuant
to Section 11 (b) (2) and other sections of the Act with respect to that Company and each of
its subsidiary companies. Hearings were held, subsequent to which the company submitted an
amended plan, upon which extensive hearings were also held, briefs submitted, and argument
heard. The decision of the Commission is pending.

On June 30, 1942, Southern Colorado Power Company, a subsidiary of Standard Gas, filed a
plan pursuant to Section 11 (e) for recapitalization and, on July 2, 1942, the Commission
instituted proceedings under Section 11 (b) (2) and ordered consolidated hearings thereon. Om
August 3, 1943, the Commission approved the plan subject to certain modifications, which
were satisfied by amendments filed October 21, 1943. The amended plan was approved by the Com-
mission on November 24, 1943, 133/ and by the United States District Court in Colorado on
December 31, 1943, 134/ Appeal was taken therefrom to the U, S. Circuit Court of Appeals for
the Tenth Circuit, which has rendered its decision upholding the Commission's approval of the
plan.

8. Columbias Gas & Electric Corporation

Proceedings initiated by the Commission on August 25, 1941, with regard to Columbia Gas &
Electric Corporation (Columbia) and several of its subsidiariés, including Columbia 011 &
Gasoline Corporation, pursuant to Sections 11 (b) (1) and 11 (b) (2), were consolidated with a
Section 11 (e) plan by order dated July 14, 1942, The plan involved, among other things, the
sale by Columbia Oil & Gasoline Corporation (Columbia 0il), a subsidiary of Columbia, of its
interest in Panhandle Eastern Pipe Line Company (Panhandle), the transfer of its five oil and

129/ Holding Company Act Release No. 3607:
130/ Holding Company Act Release No. 5625.
131/ Holding Company Act Release No. 5070.
132/ Holding Compeny Act Release No. 5430,
133/ Holding Company Act Release No. 4501.
134/ Enforced without opinion.
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gasoline subsidiaries to Columbia Gas, and the liquidation of Columbia 0il., The Commission in
an order 135/ and opinion 136/ dated October 2, 1942, approved the plan. On March 23, 1943, the
United States Circuit C of Appeals, Third Circuit, affirmed the Commission's order EZ/ and
six days later the United States District Court for the District of Delaware entered its order
approving the plan. 138/ Columbia's relationships with certain of its subsidiaries had involved
it in a long series of legal difficulties. Among other results, consummation of Columbia's plan
had the effect of divorcing Panhandle from the Columbia system, a step which the Commission had
found to be necessary to effectuate the provisions of Seetion 11 (b) (1), extricated some of the
companies and other interested parties from problems which they faced under the anti-trust laws,
and terminated a complex tangle of private litigation,

Further proceedings were instituted by the Commisaion on May 2, 1944,with regard to Columbia
and its remaining subsidiaries pursuant to Sections 11 (b) (1) and 11 (b) (2). Initial hearings
were held before the Commission on June 15, 1944, at which time various suggestions as to
methods of compliance by Columbia with Section 11 (b) were made by the parties. Subsequent to
this hearing and after conferences among members of the staff of the Public Utilities Division
and certain of the parties to the proceedings, Columbia requested the Commission to issue its
tentative conclusions as to the status of Columbia in relation to the requirements of Section
11 (b) (1). The Commission acquiesced in this request and on August 10, 1944,issued its
tentative conclusions. 139/ Subsequent to the close of the fiscal year the Commission issued its

" Findings, Opinion and OFder in this matter 140/ in which it found that Columbia Gas could retain

the distribution operations of the Charleston, Pittsburgh, and Columbus groups of properties as
well as the production and transmission properties owned and operated by the companies within
each such group., The Commission further held that certain other properties, including the
properties owned by the Cincinnati Gas & Electric Company and the Dayton Power and Light Company,
were not retainable and should be divested. Jurisdiction was reserved as to the retainability
of certain other designated properties.

9. Niagara Hudson Power Corporation

The Commission instituted Section 11 (b) (2) proceedings in August 1942 with respect to
Niagara Hudson Power Corporation, Buffalo Niagara and Eastern Power Corporation, and their
subsidiary companies. During the course of the hearings the Commission held a public conference
to explore the means whereby dividend payments on the preferred stocks of the two holding
companies in the system, which were discontinued in the fall of 1942, could be resumed. The
management formmlated an over-all plan of reorganization, filed in June 1943 under Section
11 (e) of the Act, providing for the consolidation of the principal public utility companies
in the system and Buffalo Niagara and Eastern Power Corporation into one operating company,
and the dissolution of Niagara Hudson Power Corporation. The plan further provided for the
payment in cash of all accrued and unpaid dividends,

On Janmuary 21, 1944, the New York Public Service Commission denied the petition of the
companies involved to consolidate as contemplated by the plan. The Securities and Exchange
Commission on June 19, 1944,denied the application of Buffalo, Niagara and Eastern Power
Corporation, a subsidiary of Niagara Hudson, for exemption as a holding company from the provi-
sions of the Act insofar as applicable to the provisions of Section 11 (b) (2), and further
ordered that Buffalo, Niagara and Eastern change its capitalization by substituting for its
outstanding $1.60 Cumlative Preferred Stock, Class A Stock and Common Stock one class of
stock, namely, common stock. 141/ The order further required that appropriate voting rights be
extended to the $5 Preferred Stock of Buffalo, Niagara, and Eastern.

135/ Holding Company Act Release No. 3829,
136/ Holding Company Act Release No. 3885.
137/ 134 F. (2d) 822.

138/ 50 F. Supp. 965.

139/ Holding Company Act Release No. 5213.
140/ Holding Company Act Release No. 5455.
141/ Holding Company Act Release No. 5115.
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10. International Hydro~-Electric System

Proceedings under Section 11 (b) (2) of the Act involving International Hydro-Electric
System (IHES) were instituted on June 17, 1940. IHES is a Massachusetts trust which owns
directly the equity in New England Power Association, also a registered holding company, the
equities in Gatineau Power Company, a Canadian public utility company, and in two wholesale elec-
tric utilities operating in the United States.

On January 17, 1941, the Commission ordered that all of the common stock and all of the Class
B stock of IHES held by certain trustees for the benefit of International Paper Company and Inter-
national Paper and Power Company be surrendered to IHES for cancellation, the Commission having
found such stocks to be of no value. 142/ On June 18, 1941, this order was complied with by the
trustees and the Class B and eodmon stocks were thereafter cancelled.

On July 21, 1942, THES itself was ordered to liquidate and dissolve, the Cammission finding
that THES performed no useful function and constituted an unnecessary complexity in the

systen. 143/

On March 17, 1943, the Commission, pursuant to Section 11 (b) (2), ordered that Massachusetts
Utilities Associates Common Voting Trust be liquidated and dissolved and that Rholde Island Public
Service Company, Massachusetts Utilities Associates, Massachusetts Power and Light Associates
and North Boston Lighting Properties be eliminated as sub~holding companies in the New England
Power Association and IHES system. 144/

Paul H, Todd, a stockholder and director of IHES, filed petitions on September 19, 1942,
and December 20, 1942, in the United States Circuit Court of Appeals for the Sixth Circuit, for
the review of the Commission's order of July 21, 1942,directing the liquidation and dissolution
of THES and asking the court to remand the proceedings to the Commission for further investiga-
tion of certain alleged rights of action of IHES against Internatiqnal Paper Company. The Com-
mission contended that dissolution was the appropriate action in the light of the applicable
statutory standards and that the alleged claims against the Paper Company would be fully explored
but that such exploration was not a necessary prerequisite to the issuance of the dissolution
order. IHES intervened in the review proceeding and supported the validity of the Commission's
order. The court denied the application to adduce additional evidence and dismissed the peti-
tion for review, thereby sustaining the Commission's order. 145/

In dJuly 1943 IHES notified the Commission that because of the asserted claims against
International Paper Company, former parent of IHES, and the imminence of the maturity of its
bonds, it would be impossible for it to comply with the Commission's order of July 21, 1942
without the aid of Court enforcement, thus virtually inviting the Commission to apply to the
Court. On August 12, 1943, the Commission instituted a proceeding pursuant to Section 11 (d)
of the Act in the United States District Court for the District of Massachusetis to enforce
compliance with its liquidation order, and on October 11, the Court took jJurisdiction over
THES and its assets and appoinmted a Special Counsel to investigate the claims asserted against
International Paper Company. This investigation is still in progress.

On March 6, 1944, New England Power Association and its subsidiary holding companies filed
an application for approval of a plan of simplification of the New England Power Assoclation
holding company system for the purpose of complying with the simplification provisions of
Section 11 (b) (2) of the Act and with the Commission's Order of March 17, 1943. This plan
provided for the elimination of the Massachusetts Utilities Associates Common Voting Trust and
for the substitution of a single holding company in lieu of New England Power Association,
Rhode Island Public Service Company, Massachusetts Utilities Associates, Massachusetts Power
and Light Associates and North Boston Lighting Properties, Hearings on the plan were completed
shortly after the termination of the fiscal year:

142/ 8 S.E.C. 485.

143/ Holding Company Act Release No. 3679.
144/ Holding Company Act Release No. 4168.
245/ 137 Fo (2d) 475 (C.C.A. 6, 1943).
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11. The Middle West Corporation

The Commission instituted Section 11 (b) (1) proceedings with regard to The Middle West
Corporation (Middle West) and its subsidiaries on March 1, 1940. On Jamuary 24, 1944 the Com-
mission ordered Middle West to sever its relations with its subsidiary companies, except Central
Illinois Public Service Company and its subsidiaries, Kentucky Utilities Company, South Fulton
Power and Light Company, Old Dominion Power Company, and Dixie Power & Light Company. 146/ On
May 9, 1944 a rehearing was granted to permlit the introduction of further evidence with respect
to the question of what constitutes the integrated system of Central and South West Utilities
Company (Central) and with respect to the retainability of the other businesses of the following
subholding companies, American Public Service Company (American), Arkansas-Missouri Power Corpo-
ration, and Central. Hearings with respect to the issues of the rehearing have been completed
and arguments have been presented. Sales by Middle West of its subsidiaries, The Kansas Elec=-
tric Power Company 147/ and Missouri Gas & Electric Service Company 148/ were approved by the
Commission on August 31, 1943, and December 27, 1943, respectively. e of the gas properties
of Southwestern Gas and Electric Company was approved September 25, 1943. 149/

In February 1940 Central and American, two subsidiaries of Middle West, filed a joint
application proposing a consolidation of the two companies. On December 5, 1940 the Commission
instituted proceedings under Section 11 (b) (2) and ordered that the hearings of the two cases be
consolidated. The consolidation issue in the case centered around the question of whether the
new corporation should issve any preferred stock. The proponents of the plan submitted by the
companies contended that preferred stock was necessary in the new company in order to preserve
the priorities of the holders of the prior lien and preferred stocks of Central and the preferred
stock of American. The Commission on June 4, 1942 ruled that the new corporation could have only
common stock. 150/ The respondents filed a petition for review in the United States Court of
Appeals for the District of Columbia, which upheld the Commission in its opinion of June 7,

1943, 151/ On August 2, 1943 Central and American filed an Amended Plan of merger to be
effectua through the issuance of a single class of capital stock. Hearings on this matter
have been held.

The Commission on June 9, 1941 instituted proceedings pursuant to Section 11 (b) (2) which
raised issues as to the equitable distribution of voting power among security holders of the
North West Utilities Company (North West) system, and also as to the contimed existence of
North West. The proceeding was consolfidated, on June 11, 1941 with a plan of recapitalization of
North West which had been submitted by North West and Middle West. The Commission on September
10, 1943 held that the proposed plan of recapitalization fell short of effectuating the provie
sions of Section 11 (b) and ordered that North West be liquidated. 152/

12. The United Light and Power Company

Three major Section 11 proceedings involving The United Light and Power Company (United
Light) were consolidated in 1941, namely: a Section 11 (b) (1) proceeding instituted on March 8,
1940, proceedings with respect to a recapitalization plan filed by United Light, and Section
11 (b) (2) proceedings statrted December 6, 1940.

United Light is the top holding company astride two subsidiary tiers of holding companies
in an excessively pyramided holding company system., United Light performs no necessary or
useful function, No dividends have been paid since the first quarter of 1932 on its outstand-
ing $60,000,000 preferred stock issue. Under the standards of Section 11, its liquidation was

146/ Holding Company Act Release No. 4846.
147/ Holding Company Act Release No. 4532.
148/ Holding Company Act Release No. 4782.
149/ Holding Company Act Release No. 4585.
150/ Holding Company Act Release No. 3580.
151/ 136 Fed. (2nd) 273.

152/ Holding Company Act Release No. 4552.
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necessary and was ordered by the Commission, }5_3/ The company subsequently filed a number of
applications covering action necessary to accomplish liquidation, now in its final stage. One
of the most important steps involved the distribution by United Light of its principal asset,
all of the common stock of a subsidiary holding company, The United Light and Railways Company
(Railways), to the preferred and common stockholders of United Light on a fair and equitable
basis, The original plan filed by the company provided that 91.2 percent of the common stock of
Railways should be distributed to the preferred stockholders of United Light and 8.8 percent to
the common stockholders. "In an opinion rendered April 5, 1943, the Commission disapproved this
distribution but approved the plan when it was amended to allow the preferred stockholders
approximately 95 percent of Railways' common. 154/ Commissioner Healy dissented on the ground
that the preferred stockholders were entitled To receive all the assets. The order of the
Commission approving the plan of distribution was oonfirmed by Judge Leahy of the United States
District Court of Delaware on June 30, 1943 and was affirmed by the United States Circuit Court
of Appeals, Third Circuit, on April 10, 1944. 155/ A petition for certiorari in the United
States Supreme Court was granted on June 12, 134Z: 156/

The United Light and Power system has taken several major steps in compliance with the
Section 11 (b) (1) order which the Commission issued with respect to this system on August 5,
1941. 157/ United Light and Railways Company, on September 12, 1941, sold its stock interest
in No ™ Natural Gas Company to underwriters for resale. Proceeds from the sale, $10,533,000,
were applied on the purchase from United Light of common stock of Iowa-Illinois Gas and Electric
Company in order to facilitate the dissolution of United Light. A number of bbher divestments of
properties by sub-holding companies in this system, including the sale on October 24, 1942 by
American Light & Traction Company of its holdings in San Antonio Public Service Company, are
summarized in Appendix Table 17,

13. American Water Works and Electric Company, Inc.

This was the first registered holding company to file a corporate simplification plan
pursuant to Section 11 (e). The plan contemplated the elimination of several "second degree"
holding company relationships, the continuance of which is forbidden [under the terms of
Section 11 (b) (2) of the Act. Its consummation was contingent upon the accomplishment of
certain refinancing, No change in the actual physical utility properties of the system was
involved. The Commission approved the plan on December 31, 1937, reserving for future con-
sideration the question of adjustments of write-ups of system properties and investments. 158/
The refinancing was postponed because of changed market conditions, and the major simplification
provisions of the plan hawve not been put into effect.

14. Engineers Public Service Company

Section 11 (b) (1) proceedings were instituted with regard to Engineers Public Service
Company (Engineers) and its subsidiaries on February 28, 1940. On July 23, 1941, the Commis-
sion ordered Engineers to dispose of its interest in Puget Sound Power & Light Company and The
Key West Blectric Company, and on the same date initiated Section 11 (b) (2) proceedings
against The Western Public Service Company (a Maryland corporation), a subsidiary of Engineers.159/
On Deceaber 29, 1941, the Commission approved the sale of Western's Nebraska and South Dakota -
properties, 160/ Western then redeemed its publicly-held securities and liquidated. Its

153/ Holding Company Act Release No, 2636.
154/ Holding Company Act Release No. 4215,
155/ In re Securities and Exchange Commission (Otis & Co., intervener) 142 F. (2d) 411 (1944).

156/ The Supreme Court has rendered its decision affirming the Commission's approval of the plan,
(three Justices dissenting). 65 S, Ct. 483 (1945).

157/ Holding Company Act Release No, 2923 (9 S.E.C. 833).
158/ 2 S.E.C. 972.

159/ Holding Company Act Release Nos. 2897 and 2898,

160/ Holding Compeny Act Release Nos. 3230 and 3245.
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remaining properties were acquired by The Western Public Service Company, a Delaware corpora-
tion (Western, Del.), & newly-formed subsidiary of Engineers, which also acquired the securities
of Western's subsidiaries, The Northern Kansas Power Company and Missouri Service Company.
Engineers accepted an order to divest itself of the properties owned by Western, Del. and by

The Northern Kansas Power Company and Missouri Service Company. On September 16, 1942 the
Comnission ordered the divestment of the remaining properties in the Engineers system except the
electric utility properties of Virginia Electric and Power Company, allowing Engineers, however,
fifteen days within which to petition for leave to retain instead the eleciriec utility properties
of Gulf States Utilities Company. 161/ Engineers appealed to the United States Court of Appeals

for the District of Columbia. lég/

On November 22, 1943 the Court of Appeals for the District of Columbia rendered an Opinion
upholding the Commission's order in most respects but setting it aside upon the ground that the
Commission had misinterpreted the so-called "incidental business clause" of Section 11 (b) (1).
The Court intimated also that Engineers must be given a further right to designate the principal
integrated utility system which it desired to retain. Both Engineers and the Commission filed
petitions for writs of certiorari in the Supreme Court of the United States. On June 5, 1944
the petitions were granted and the matter is now pending in the Supreme Court.

Meanwhile, Engineers has divested itself of its interest in Puget Sound Power & Light Com-
pany, The Key West Electric Company, El1 Paso Natural Gas Company, El1 Faso & Juarez Traction Com=-
pany, Baton Rouge Bus Company, Inc., and the transportation businesses conducted by El Paso
Electric Company (Texas), and Virginia Electric and Power Company. On April 29, 1944 the Commis-
sion entered an order permitting Virginia Electric and Power Company to acquire, by merger, the
geographically adjacent properties of Virginia Public Service Company, a former subsidiary of
Associated Gas and Electric Corporation and of General Gas & Electric Corporation.

15. The United Corporation

On July 28, 1941, the Commission instituted proceedings under Sections 11 (b) (1) and
11 (b) (2) with respect to The United Corporation, and consolidated such proceedings for hearing
with United's Section 11 (e) plan filed in March 1941. In its plan, United proposed to reduce
its holdings in each of its statutory subsidiaries to less than 10 percent of the outstanding
voting securities when such reduction would be advantageous in the opinion of its management.
Pending such reduction, United proposed to refrain from voting the securities without the prior
approval of the Commission, The predominant portion of United's portfolio comprises the common
stocks of four holding company subsidiaries: The United Gas Improvement Company, Piblic
Service Corporation of New Jersey, Niagara Hudson Power Corporation, and Columbia Gas & Electric
Corporation, On August 14, 1943, after extensive hearings, the Commission disapproved United's
plan, and, pursuant to Section 11 (b) (2), ordered that United change its existing capitalization
to one class of stock and cease to be a holding company. lég/

On June 27, 1944 The United Corporation filed a plan pursuant to Section 11 (e) which
provided for the exchange of substantially all of its holdings of the common stocks of Philadel-
phia Electric Company and Delaware Power & Light Company plus cash for approximately one-half of
its outstanding preferred stock. léé/ The plan was subsequently amended to provide for the
exchange of only the FPhiladelphia Electric common stock and an increased amount of cash. The
plan, as amended, was approved by the Commission on November 24, 1944, 165/ and has since been

consumated.,

16. Midland United Company and Midland Utilities Company

On February 19, 1943, a reorganization plan, as amended, for Midland United Company and its
subsidiary company, Midland Utilities Company, was filed, pursuant to the requirements of Section

161/ Holding Company Act Release No. 3796,

lég/ For the court's opinion, rendered on November 22, 1943, see summary of litigation infra.
163/ Holding Company Act Release No. 4478.

164/ Holding Company Act Release No. 4870,

165/ Holding Company Act Release No. 5440.
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11 (£) of the Act, by the Trustee of Midland United Company. Hearings on that plan were held
from time to time. On September 20, 1943, a separate plan for the reorganization of Midland
Utilities Company alone was filed by the Trustees of #idland Utilities Company. Thereafter, on
November 9, 1943, a plan of reorganization for both Midland United Company and Midland Utilities
Company was filed jointly by the Trustee of Midland United Company and the Trustees of Midland
Utilities Company. Hearings were held, briefs were filed by a number of interested persons,

and oral argument heard on May 15 and May 16, 1944. On September 27, 1944, the Commission entered
its Preliminary Findings and Opinion approving this joint plan subject to certain conditions
(Holding Company Act Release No. 5317). The trustees of the two estates having filed an amended
plan satisfying the conditions, an order approving the amended plan was entered on October 5, 1944,
and the definitive Findings and Opinion was filed on October 24, 1944 (Holding Company Act Release
Nos. 5335 and 5317A). The reorganization court also found the aménded joint plan fair and equit-
able and feasible, and on December 11, 1944, filed its order approving the plan. On December 22,
1944, an appeal was taken to the Circuit Court of Appeals for the Third Circuit.

17. Standard 0il Company (New Jersey)

Subsequent to the demial by the Commission of an application by Standard 0il Company (New
Jersey) for an exemption from the provisions of the Act pursuant to Section 3 (a) (3), on the
ground that it was "only incidentally a holding company" with respect to four gas utility sub-
sidiaries, 166/ Standard Oil conceded that, uhder the requirements of Section 11 (b) (1),
it could not retain its interest in both the petroleum and natural gas utility business. The
company thereupon elected to divest itself of control of its gas utility subsidiaries. As a
preliminary step thereto, Standard 0il caused Consolidated Natural Gas Company to be organized
and to register under the provisions of the Act, Thereafter, on August 12, 1943, Standard 0Oil
also filed notification of registration as a holding company.

On October 11, 1943, the Commission issued its order approving a joint 11 (e) plan filed
by Standard 0il and Consolidated providing for the transfer to Consolidated of all the outstand-
ing stock of Standard 0il's four gas utility subsidiaries, Hope Natural Gas Company, The East
Ohio Gas Company, The Peoples Natural Gas Company, The River Gas Company, and the stock of New
York State Natural Gas Corporation, a non-utility pipe line subsidiary, in exchange for all of
the capital stock of Consolidated. The latter stock was then distributed to the common stock-
holders of Standard 0il as a dividend and subsequent to such distribution, Standard 0il was
declared not to be a holding company under the Act.

18, New England Public Service Company

On May 2, 1941 the Commission issued an order pursuant to Section 11 (b) (2) directing
New England Public Service Company to recapitalize on a one-stock basis or to liquidate. On
December 6, 1941 the company filed a plan for compliance with this order, involving, among other
things, the elimination of two public utility operating companies and the distribution of all
its holdings in the remaining public utility subsidiaries to its security holders. During a
previous fiscal year, one public utility operating company (Cumberland County Power and Light
Company) had been elinminated by merging it into Central Maine Power Company. During the past
fiscal yesr, a Section 11 (e) Plan was filed for the purpose of eliminating The Twin State Gas &
Electric C by calling its preferred stock and conveying its New Hampshire properties to
Pablic Se: Company of New Hampshire and its Vermont properties to Central Vermont Public
Service Corporation, This plan was approved by the Commission in its Order of November 25,

1943. 167/
19. Federal Water and Gas Corporation

On Decexber 31, 1942 proceedings were instituted by the Commission against Federal Water
and Gas Corporation (Federal) and its subsidiaries under Sections 11 (b) (1) and 11 (b) (2).
On the same date, Federal and certain of its subsidiaries filed a plan under Section 11 (e) for
the purpose of complying with Section 11 (b), which plan, in general, provides for the disposition
by Federal -of all its interests in subsidiary companies and its subsequent elimination either by
dissolution or by merger with an appropriate company, the recapitaliszation of certain subsidiaries,
and the elimination of certain other unnecessary subsidiaries. On February 10, 1943 the Commission
approved Federal's plan and directed in general that steps be taken to carry out the provisions

166/ Holding Company Act Release No. 3312.
167/ Holding Company Act Release No. 4711.
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the plan. 168/ Among other things, the Cosmission's order directed Peoples Water and Gas Com-
pany, Scranton-Spring Brook Water Service Company and New York Water Service Corporation be
recapitalized. In addition, Federal, Pennsylvania Water Service Cowpany and Scranton-Spring
Brook Water Service Company were directed to cause the elimination of Pennsylvania Water Service
Company and the sixty-three inactive subsidiaries of Scranton-Spring Brook Water Service Com=
pany. Since the entry of the aforementioned order Federal has sold its interests in one subsidi-
ary, has caused another subsidiary to dispose of part.of its properties, and has caused Scranton-
Spring Brook Water Service to eliminate sixty-two of that company's sixty-three inactive subsidi-
aries. In addition, New York Water Service Corporation and Scranton-Spring Brook Water Service
Company have filed recapitalization plans under Section 11 (e) of the Act which are presently
pending before the Commission,

20. Ogden Corporation

Ogden Corporation (Ogden) is the successor corporation to Utilitles Power & Light Corpora-
tion, which went into bankruptcy in 1937. The plan of reorganization of the latter company,
approved by this Commission in 1939 169/ and approved and confirmed by the United States District
Court for the Northern District of ois in 1940, provided, among other things, that Ogden, the
successor, would take the necessary steps to divest itself of all interests in utility companies.

Proceedings initiated by the Commission on March 22, 1943, with regard to Ogden and certain
of its subsidiaries, pursuant to Sectioms 11 (b) (1) and 11 (b) (2); were consolidated with a
Section 11 (e) plan of Ogden. On May 20, 1943, the Commission entered an order approving cer-
tain provisions of the plan, and directing that certain steps, provided for in the plan, be
taken in order to achieve compliance with Sections 11 (b) (1) and 11 (b) (2). ¥70/ Ogden was
ordered, among other things, to divest itself of all its interests in holding public utility
companies and to cause its elimination as a public utility holding company; provided that, in
the cases of Central States Power & Light Corporation (Central States); Interstate Power Company
Interstate), The Laclede Gas Light Company (Laclede Gas), and Missouri Electric Power Company
{Missouri Electric ) such divestment not to be effected through the sale of securities prior to
the recapitalization of such companies. Central States, Interstate, and Laclede Gas were
ordered to recapitalize, but, in the case of Central States it was directed that such recapitali-
zation need not be effected if the company is liquidated and dissolved,

Substantial progress has since been made by the Ogden system with the view of complying with
the directions of our order as well as the provisions of its plan. Ogden divested itself of all
its interests in its directly owned subsidiaries, Derby Gas & Electric Corporation 171/ and
Missouri Natural Gas Company. 172/ Central States, an indirect subsidiary of Ogden, consummated
the sale of all of its assets and orders were obtained from the United States District Court for
the District of Delaware, approving and enforcing plans previously approved by the Commission, l’ﬁ/
providing for the retirement of its First Mortgage Bonds ocut of the proceeds of such sales and -
for the maturity extension of Central States 5¢ Debentures, The assets of the company now consist
only of cash, which will be distributed to the remaining security holders of Central States after
the Commission and the Federal enforcement court determine the rights of the various classes of
security holders, including the issue of whether the securities of Central States held by Ogden
should not be subordinated, in whole or in part, to the claims of the public security holders,
Interstate has caused the liquidation of its subsidiary, Eastern Iowa Electric Company, and has
divested itself of its interest in its wholly owned subsidiary, Interstate Power Company of North
Dakota, 174/ and its Bemidji-Crookston properties. 175/

168/ Holding Company Act Release No. 5052.

169/ 5 S.E.C. 483.

170/ Holding Company Act Release No. 4307.

171/ Holding Company Act Release No. 4768,

172/ Holding Company Act Release No. 4847.

173/ Holding Company Act Release Nos. 4735 and 5481,
174/ Holding Company Act Release No. 4440.

175/ Holding Company Act Release No. 5351.
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In an opinion dated May 24, 1944, 176/ and in an opinion and order dated May 27, 1944, 177/
the Commission approved a comprehensive plan of reorganization of Laclede Gas, involving, among
other things, a substantial reduction in the debt of Laclede Gas, the elimination of preferred
stock arrears, the conversion of its outstanding preferred and common stocks into a single class
of stock, and the divestment by Ogden of its interest in Laclede upon consummation of the reorgan-
ization., The Commission also approved that portion of the plan which provided for the discharge
and satisfaction of the company's bonds by payment in cash of their full principal amount but
without the premium payable in the event of voluntary redemptions, the Commission finding that
the retirement of the bonds was not "voluntary® but was due to the compulsion of Section 11 of
the Act. The order of the Coomission approving the plan was confirmed in an opinion handed down
on August 25, 1944 by Judge Hulen of the United States District Court for the Eastern Division
of the Eastern District of Missouri, Since certain of the holders of such bonds had indicated
their intention to appeal from the Commission and the Court's decision in regard to the non-
payment of the redemption premiums, Laclede Gas, in order to consummate the plan while such
appeals were pending, amended the plan to provide for the deposit in eacrow of sufficient funds
to pay such premiums in the event that it should be ultimately determined that the premiums were
due and payable. By order dated December 2, 1944, the Commission approved the plan as so
amended }_’E/ and on December 4, 1944, the Federal Court entered its findings and order approving
the plan as so amended.

21. Lone Star Gas Corporation

On March 4, 1942, the Commission instituted proceedings under Section 11 (b) (1) with
regard to the Lone Star Gas Holding company sytem and consolidated such proceedings with a plan
filed by Lone Star under Section 1l (e) providing for a comprehensive system reorganization. By
order dated October 22, 1942 the Commission approved such plan and directed Lone Star to divest
itself of its interests in Council Bluffs Gas Company, Northern Natural Gas Company, and the
Galveston and E1 Paso Gas properties of Texas Citles Gas Company. Prior to the past fiscal
year Lone Star effectuated the major portion of its reorganizaion program including the mentioned
divestments and during the year consummated the remainder of its plan. 179/

As a result of the effectuation of its Section 11 (e) plan, Lone Star's operations are now
confined to an integrated naturdl-gas system, including production, transmission and distribution
facilities. Its corporate structure has been greatly simplified; the Delaware holding company
(Lone Star Gas Corporation) has been eliminated, and, in place of five operating subsidiaries,
the system now consists of a single transmission and distribution company (Lone Star Gas Company,
a Texas corporation) which has only one subsidiary (Lone Star Producing Company, also a Texas
corporation) operating all the production facilities of the system, Lone Star's capitalization
now consists only of bank loans and a single class of common stock., In addition, pursuant to
its plan, Lone Star eliminated approximately $20,000,000 of questionable items from its combined
property accounts, The company was the first major holding company system to comply completely
with Section 11 (b) and is now no longer subject to the Act as a holding company.

176/ Holding Company Act Release No. 5062,
177/ Holding Company Act Release No, 5071.
178/ Holding Company Act Release No. 5459.
179/ Holding Company Act Reléase Nos. 4783 and 4812,
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PART IV

PARTICIPATION OF THE COMMISSION IN CORPORATE REORGANIZATIONS
UNDER CHAPTER X OF THE BANKRUPTCY ACT, AS AMENDED

Chapter X of the Bankruptcy Act, as amended in 1938, affords appropriate machinery for the
reorganization of corporations (other than railroads) in the Federal courts under the Bank-
ruptcy Act. The Commission's duties under Chapter X are, first, at the request or with the
approval of the court, t0 act as a participant in proceedings thereunder in order to provide,
for the court and investors, independent, expert assistance on matters arising in such proceed-
ings, and second, to prepare, for the benefit of the courts and investors, formal advisory re-
ports on plans of reorganization submitied to it by the court in such proceedings., The Com~
mission has no right of appeal in any such proceeding, although it may participate in appeals
taken by others.

COMMISSION FUNCTIONS UNDER CHAPTER X

The Securdities Exchange Act directed the Conmission to make a study and investigation
of the activities of reorganization committees in comnection with the reorganization of per-
sons and properties and to report the results of its study and its recommendations to Congress,
The eight parts of the report prepared by the Commission under that directive are: »Strategy
and Techniques of Protective and Reorganization Committees", "Committees and Conflicts of
Interest®, #Committees for the Holders of Real Estate Bonds"; "Committees for the Holders of
Municipal and Quasi-Municipal Obligations®; "Protective Committees and Agencies for Holders of
Defanlted Govermmental Bonds'; "Trustees under Indentures®; "Management Plans Without Aid of
Committees®; and "A Sumsary of the Law Pertaining to Equity and Bankruptey Reorganizations and
of the Commission's Conclusions and Recommendations"..

The report brought to light a multitude of abuses, of which many people had been mors or
less aware in a general way, that were injurious to investors and incompatible with the public
interest. Emphasis was placed upon the fact that reorganization and protective committees,
which were supposed to mobilize security holders for group action for their own best interests,
were frequently formed, controlled and used by insiders to protect or further their omm in-
terests instead. These disclosures gave impetus to a reform of the National Bankruptcy Law
in 1938 and to the enactment of the Trust Indenture Act of 1939. Representatives of the Com-
mission assisted in drafting this legislation and testified before Congressional Committees in
support of it.

Corporations in financial distress are placed under the custody of Federal courts in order
that creditors may be held off and the corporation enabled to contimue in operation until a
plan of financial readjustment can be effected, or until it is determined that no plan is pos-
sible. In many cases, a reorganisation that assures the contimation in business of the cor-
poration may be more desirable for creditors in realizing on their claims than immsdiate
liquidation.

Section 77B, passed in 1935 as an amendment to the Bankruptey Act, had signally improved
previously existing reorganization machinery but had not remedied certain fundamental defects.
It contained no effective provision for a disinterested analysis of the causes of corporate
failure or for an estimate of the honesty and competence of management. The section stipulated
that a reorganisation plan should not be approved unless found to be fair; equitable and feasi-

ble but provided no effective procedure for making the information necessary to such a finding
available to either the judge or the security holders.

On June 22, 1938, President Roosevelt approved the comprehensive revision of the Bank-
ruptcy Act, referred to above, which is Imown as the Chandler Act after its sponsor, former
Congressman Walter C. Chandler of Tennessee. Chapter X of this Act succeeds Section 77B and
effects a number of improvements in the reorganization of corporations (other than railroads).
Chapter X requires, in each case involving’ a corporation of substantial size, that a disin-
terested trustee be appointed to be primarily responsible for the operation of the business,
to probe and evaluate the causes of the debtor!s failure, to appraise the ability and fidelity
of its management and to be responsible for the formilation and filing of a plan of reorganiza=-
tion which will meet the test of informed judicial scrutiny. If approved by the judge; the
plan is submitted to the security holders for approval or rejection. .
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Chapter X places two responsibilities upon the Commission by providing (1) that, if re-
quested by the judge or on its own initiative if the Jjudge approves, the Commission shall be a
participant in proceedings thereunder in order to provide independent, expert assistance and
(2) that the judge shall, if the indebtedness of the debtor exceeds $3,000,000 and may, if the
indebtedness does not exceed that amount, submit to the Commission for advisory reports all
plans of reorganization which the judge deems worthy of consideration. In practice, the ser-
vices rendered by the Commission under these two provisions of the Act are complementary.

The role of the Commission under Chapter X differs from that under the other Acts pursuant
to which it operates in that the Commission does not initiate the proceedings, hold its omm
hearings or adopt rules and regulations, but acts, as the representative of investors and as an
aid to the court, in a purely advisory capacity. It has no authority either to veto or to re-
quire the adoption of a reorganigation plan, It has no authority to render decisions on any
of the other issuss in a proceeding. The facilitles of its technical staff and its impartial
recompendations are simply placed at the services of the judge affording him the views of experts
in a highly complex area of corporate law and finance,

To aid in attaining these objectives the Commission has statiomed qualified staffs of
lawyers, accountants and analysts in its regional offices, where they can keep in close touch
with all hearings and issues in the proceedings and with the parties, and be readily available
to the courts, thms facilitating the work of the courts and the Commission.

Upon filing its notice of appearance, the Commission is deemed to be a party in interest
and has a right to be heard on all matters arising in the proceeding, but it does not have the
right of appeal. The Commission, however, appropriately appears before the appellate courts
when appeals are taken by others. Thns, the Commission has participated as a party or as
amicus curise in many appeals raising significant legal questions in Chapter X proceedings.

Through its nation-wide activity in bankruptey reorganizations the Commission has been in
an advantageous position to encourage uniformity in the interpretation of Chapter X and in the
procedure thereunder. Thus, the Commission has often been called uwpon by parties, referees
and Special Masters for advice and suggestions. In this, the Commission has been able to extend
substantial assistance derived from the experience accumlated through participation in many
cases. This work of the Commission has been of special value because the solutions of many
procedural and interpretative questlions may not be available in the official or unofficial

reports.
° THE COMMISSION AS A PARTY TO THE PROCEEDINGS

The Commission, in order to ascertain the cases in which its participation would be de-
sirable and practicable, endeavors to keep informed as to the nature of all pending cases., The
clerks of the various Federal district courts transmit to the Commission copies of all petitions
for reorganisation filed under Chapter X as well as copies of other important documents filed
in the proceedings. These papers are available to the public.

As a general matter the Commission has deemed it appropriate to seek to participate only in
proceedings in which a public investor interest is involved. As a rough, administrative guids,
proceedings are considered to have a public interest for this purpose if they involve securities
in the hands of the public in the amount of $250,000 or more. However, ths Commission has be-
came a party to smaller cases where there were special features which indicated the desirability
of participation by the Commission, On occasion also the Commission has entered smaller cases

upon the request of the judge.

Prior to Juns 30, 1944, the Commission had become a party to reorganization proceedings in-
volving the reorganization of 293 companies (243 principal debtor corporations and 50 subsidiary
debtors) with assets of $2,625,791,000 and indebtedness of $1,639,163,000. In 112 of the cases
the Commission filed its notice of appearance at the request of the judge and in the remaining
131 cases appearance was entered upon approval by the judge of the Commission's motion to par-
ticipate, As of June 30, 1944, 137 cases had been closed leaving 106 active cases.

During the past fiscal year the Commission actively participated in 129 reorganization
proceedings under Chapter X of the Bankruptcy Act, as amended, involving the reorganization of
157 companies (129 principal debtor compamies and 28 subsidiary dsbtors). The aggregate stated
assets of the 157 companies totaled $1,838,829,000 and their aggregate indebtedness was
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$1,178,507,000, The Commission filed notice of appearance in 19 new proceedings under Chapter X
éuring the year, in 9 of which the notice was filed at the request of the Judge and in the re-
maining 10 proceedings the Conmission's notice of appearance was entered upon approval by the
judge of the Commission's motion to participate., These 19 proceedings involved 28 companies

(19 principal debtors and 9 subsidiary debtors) with aggregate stated assets of §130,995,000 and
indebtedness aggregating $73,698,000, Proceedings involving 23 principal debtor companies and
3 subsidiary debtor companies were closed during the year.

As of June 30, 1944, the Commission was actively participating in 106 reorganization pro-
ceedings involving 131 companies (106 principal debtors and 25 subsidiary debtors) with stated
assets aggregating $1,729,317,000 and stated indebtedness totaling $1,098,914,000, Appendix
Table 16, Part 1 classifies these debtors, together with their assets and indebtedness, accord~
ing to their respective industries, snd Appendix Table 16, Part 2 distributes them according to
the size of their respective indebtedness.

Upon becoming a party to a reorganization, the Commission immediately begins to obtain and
analyze all available information concerning the debtor and its affairs. It assembles essential
information with regard to the physical and financial condition of the company, its past operat-
ing performance, the reasons for its financial difficulties, the quality of its management, and
the approximate value of its properties. This information is obtained from several sources:
the trustees and the various interested parties, the books and records of the company, witnesses
examined in court, and the independent research of the analytical staff of the Commission into
general economic factors affecting the particular industry and the competitive conditions faced

by the company.

As a party to the proceeding the Commission is represented at all important hearings amd,
on appropriate occasions, files legal and analytical memoranda in support of its views with re-
spect to the various problems arising in the proceeding. Of equal, if not greater, importance,
however, is the regular participation by the Commissionts attorneys and analysts in informal
conferences and discussions with the parties in an endeavor to work out solutions to problems
in advance of formal hearing and argument. In this way the Commission has often been able to
bring facts, arguments or alternative suggestions to the attention of the parties, which they
had not previously comsidered, and parties have often been prompted thereafter to modify their
proposed action., In general, the Commission has found these informal round table discussions
an effective means for cooperation and of great valuq in expediting the proceeding.

There 1s a pultitude of diverse questions with which the Commission is concerned as a party
to a Chapter X proceeding. A few of the more important matters which have arisen are discussed
in the following paragraphs.

Problems in Administration of Estate

An important part of the activities of the Commission relates to the independent trustee.
The independent trustee bhas the duty of examining into the history of the debtor, ascertaining
its financial and managerial problems and future prospects, and formulating the plan of reor~
ganization, In addition, such trustees bear the primary responsibility for the operation of
the business during the reorganization period., It is therefore obvious that the success of the
reorganization depends largely upon the thoroughness and skill with which hs performs his duties.

Without in any way usurping the functions or controlling the activities of the trustee the
Coumission is able to be of considerable assistdnce to him. In addition, the Commission's
presence has emphasized for trustees and their counsel the importance of their functions and the
necessity that their duties be performed with thoroughness, independence and efficiency.

As an essential element in the proper conduct of reorganisations, the statute prescribes
certain standards of disinterestedness which must be met by trustees appointed under Chapter X.
I the light of these standards the Commission carefully examines ths gualifications of trustees.
In several cases sufficient evidence of conflicting interests was developed to warrant an ap-
pearance by the Camission before the judge for the purpose of urging the removal of trustees,
In most of these cases the trustees either resigned or were removed by the court after hearing,

Under the statute the court can, in umsual cases, designate as an additionsl trustee an
officer, director, or employee of the debtor, but only for the purpose of assisting in the
operation of the business, The Commission has urged that this should be dome only in the



exceptional case and has, in several instances, taken the position that the appointment of

an additional trustee was unnecessary. The Commission has also undertaken to prevent the en-
croachment by the additional trustee upon the functions of the disinterested trustee. For
example, the Canmission successfully objected to the participation by the additional trustee,
in one case, in the preparation of the trustee!s report under Section 167 and, in another case,
in the preparation of a plan. Likewise, the Commission's objection to an order which would
have deprived the independent trustee of the power to participate in the operation of the busi-
ness was upheld. Although the additional trustee may be a member of the old management, the
Commission has urged that such appointees be free from interests adverse to the estate., This
position was sustained by the Circuit Court of Appeals for the Second Circuit in an appeal in
which the Commission participated in proceedings for the reorganization of Realty Associates
Securities Corporation. 1/

The Commission has at all times urged full compliance with Section 167 (5) of the Act
which requires the trustee to report to the security holders as to his investigation of the
property, liabilities, and financiasl condition of the debtor, the operation of its business and
the desirability of the contimuance thereof. It is felt that such reports are necessary not
only to enable the security holders to make suggestions for a plan but alsc to give them the
necessary information for determining the desirability of accepting prorosed plans. The Com—
mission's staff has often consulted with trustees upon problems arising in conn2ction with the
preparation of such reports and has been able to provide trustees with information useful in
carrying out theilr duties, For example, as the result of its experience in reorganizations the
Commission has been in a position to offer advice to trustees and to courts on such matters as
the scope of the investigation to be made by the independent t:ustees or by accountants hired
by them,

The importance of - thorough investigation by the trustee is manifest and the Commission
has called the attention of the trustee, or the court, if necessary, to any omissions in this
respect. For example, in the proceedings for the reorganization of Central States Electric
Corporation the Commission urged that a more detailed investigation oi possible causes of actiom
ag%f The former management be made., On appeal the Circuit Court of Appeals for the Fourth
Circuit sustained this position. _2_/ The Circuit Court also held that the possibility that
statutes of limitations might be pieaded as a defense to suits brought by the trustees was not
gufficient ground for denying the ..quested investigation since an examination might disclose
facts which would prevent the rurning of the statutes, suit might be brought in a Federal court
of equity where it is extremely doubtful that the state statutes would be followed, and, in any
event, the statutes might not be pleaded as a defense., The Court agreed with the Commission
that the investigation ought not to be denled because opposed by a committee of debenture
holders in view of the rights of preferred stockholders; they too had contributed capital to the
corporation which was seelding reorganization and had a vital interest in any recovery that might
be had in behalf of the corporation from those who had mismanaged its affairs.

In another case involving the provisions of Section 167, the Circuit Court of Appeals for
the Seventh Circuit adopted the views urged by the Commission and recognized the responsibili-
ties of a reorganization trustee to make a thorough examination of the financial worth of an in-
dividual who was a personal guarantor of the debtort's bonds and who apparently was also indebted
directly to the debtor. 3/ The court upheld the subpena of books and records relevant to this
issue,

In several instances the Commission has independently undertaken to investigate into and
examine available information or evidence relating to possible causes of action for mismanage~
ment, fraud or other misconduct by insiders or others and its views have been presented to the
trustees or to the Court. As a consequence the public investors in many cases have bensfited
through the disallowance or reduction of claims or the recovery of substential sums through

suit or compromise,

Meredith et al. v. Thralls et al., 144 Ps (2d) 473 (C.C.A. 2d, July 13, 1944); certiorari
denled, October 23, 1944.

g/ Committee for Holders of Central States Electric Corporation 74 Cumulative Preferred 3tock
v. Eent et al., 143 F. (2d) 684 (C.Ced. 4th, June 12, 1944),

3/ In the Matter of South State Street Building Corporatiom, 105 F. (2d) 680 (C.C.A. 7th,
, L]
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Problems Be}g.rding Protective Committees and Indenture Trustees

The Commission has consistently been alert to secure compliance with the provisions of the
statute which require disclosure by committees and indenture trustees of relevant information
concerning their appointment, affiliations and security transactions. Early in its participa-
tion in Chapter X proceedings the Commission advanced the position in the courts that formal
intervention in Chapter X proceedings should not be granted to committees and indenture trustees
since the new statute as distinguished from Section 77B affords committees and indenture
trustees an unqualified right to be heard. In most of the cases dealing with this question this
view was adopted. The Commission's position has been sustained in Dana v. Securities and
Exchange Commission 4/ and In the Matter of The Philadelphia & Reading Coal & Tron Company. 5/

In connection with the activities of protective committees the Commission was particularly
concerned with the problem of the solicitation of assents of security holders to plans of reor-
ganization prior to approval of such plans by the courts. The provisions of Chapter X were de-
signed to assure to creditors and stockholders the information essential to the exsrcise of an
informed judgment concerning a plan before their vote thereon is exercised, and also to remove
from the courts the pressure which in the past customarily attended ®support® of plans that
were often neither fair nor feasible. Accordingly, the Commission in a mmber of cases objected
to solicitations prior to the court!s consideration and approval of a plan. ILikewise, the Com-—
mission has taken the position that a security holder retains the right to accept or reject a
plan of reorganization in accordance with the procedure provided by the statute despite the fact
that the security holder has deposited his security with a protective committee under a deposit
agreemont giving the committee the right to accept a plan of reorganization on behalf of the
secwxrity holder,

Procedural Matters, Notices to and Commnications With Security Holders

The Comnission has often encountered procedural problems in Chapter X proceedings and has
taken the position that security holders be given the full benefit of the procedural safeguards
of the Act, For exsmple, the Commission has had frequent occasion to call attention to non-
compliance with provisions regarding notice to the parties enmtitled thereto, Most of the time,
a conference with the parties was sufficient to dispose of the question. In other cases, it was
nocassary to present a formal motion to the court,

The Commission has also been interested in procedural matters when it felt that the reor-
ganisation process would be expedited as the result of its suggestions. Thus, the Commission
was instrumental in securing the transfer of the proceedings for the Associated Gas and Electric
% and the Associated GQas and Electric C ation from the district where the petltion was

oa proce 8 e with greater efficiency and
economy because the main offices and sources of information were present in the latter district,

Under Section 164 of Chapter X the trustee is required to prepare and file a list of
creditors and stockholders of the debtor, so far as known. The court may, upon cause shown,
direct the impounding of these lists but is required, in such event, to permit their inspection
or use by the trustee or any bona fide security holder upon such terms as the court may
prescribe. The Commission has taken the position that in the ordinary case the list of security
holders should be mede availabls without restriction in the interest of free communication among
security holders and that impounding should only be ordered in the exceptional case. This view
was recently sustained by the Circuit Court of Appeals for the Second Circuit, 6/ The question
of impounding lists of security holders was also presented in the Associated Gas and Electric
c case. In that case, where there were over 200,000 security holders, 0 gely
!%umod investors who bad been indiced to buy and exchange securities through high
pressure sales msthods, the protilem was to keep the lists of security holders sccessible for
proper ends while at the same time preventing use of these lists for objectionable purposes,

The Commission took an active part in working out a solution which, while providing for

4/ 125 Fo (2d) 542 (C.C.A. 2nd, Jamary 22, 1942).
.5./ 105 Fo (m 35‘ (C.C.Aa BM) Jm ”’ 1939)0
§/ Delatour et al. v. Meredith et al., 144 F. (2) 59 (C.C.A. 2, Jly 21, 1944).
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impounding of the lists, made them available for inspection by proper personlg1 lt);.lr.x%r{movfi.ded for
the sending of communications to the security holders through the trustees upon payment of
costs, In these cases the Commission has been alert to the possibility that security holders
may be imposed upon by persons seeiing to represent their interests. Thus, in the case of The
Penfield Distb%w Company where & "committee" solicited authorizations and obtained funds from
stockho means of fraudulent representations, the Commission petitioned for an injunction
and accounting and the district court granted the petition. Upon appeal the Circuit Court of
Appeals for the Sixth Circuit affirmed without opinion. 7/

Activities with Respect to Allowances

The Commission has taken an active part in the matter of allowances to the various parties
for services rendered and expenses incurred in the proceeding, In making allowances the courts
seek to protect the estate from exorbitant charges, while at the same time providing equitable
treatment to the applicants for allowances. The Commission has been able to provide consider-
able assistance to the courts in this matter,

The Commission itself receives no allowances from estates in reorganization and is able to
present a wholly disinterested and impartial view, The Commission has consistently tried to se~
cure a limitation of the total compensation to an amount which the estate can feasibly pay, In
each case the Commission also makes a carsful study of the applications of the various parties
to the end that unnsecessary duplication of services shall not be recompensed and that compensa-
tion shall be allocated on the basis of the work done by each claimant and his relative contri-
bution to the administration of the estate and the formulation of a plan, With thess objectives
in mind the Commission may undertake to make specific recommendations to the courts where the
Commission has been a party throughout the proceeding and is thoroughly familiar with the ac-
tivities of the various parties and all significant developments in the proceedings; in other
cases where it has entered the proceeding at an advanced stage the Commission may undertake to
advise the courit generally as to the reasonableness of the requested amounts,

The Commission participated in many appeals concerning allowances where important questions
were involved. Illustrative of this phase of the Commission's work are cases involving Section

249 of Chapter X. In Otis & C Insurance ation, 8/ the court held, sus-
taining the position Mﬁe Commission, B%%’E?l geﬂon % bars any compensation to a
person acting in a representative capacity in the proceeding who had purchased or sold securi-
ties of the debtor during the proceeding, regardless of his good faith or profit or loss, and
that purchases or sales cannot be consented to or approved by the Judge so as to remove the bar,
In In re Mountain States Power Co,, 9/ ths court held that Section 249 merely codified existing
law and that the principle eminciated was applicable to a Section 77B proceeding, This was the
position taken by the Commission, In re Reynolds Investing C 10/ involved the question
whether a person who had violated Section ﬁs was barred %ﬁ ﬁwance of compensation for
gservices rendered subsequently in a representative capacity which was assumed after the transace
tions in the debtor's securities had terminated. The court held, as argued by the Commission,
that Section 249 was a bar to an allowance for any services rendered by the applicant. In In re
Cmgg;ﬁ-ueehan Coal c:_r%ration, et al, the court upheld the contention of the CommissIon

ction applies a person who traded in the debtor's securities prior to the reorgan~
ization proceeding while he was a member of a bondholders! cammittee.

2/ In the Matter of Penfield Distilling Company, decided June 27, 1940; petition for rehearing
3 T Oy .

8/ 110 F. (2d) 333 (C.C.A. 1st, March 15, 1940).
9/ 118%F, (2d) 405 (C.C.A. 3rd, March 5, 1941).
10/ 130 F. (2d) 60 (C.C.A. 3rd, August 3, 1942).

]_._1_./ 136 F. (2d) 3 (C.C.A. 3rd, May 24, 1943) as amended on Denial of Rehearing June 17, 1943;
gertiorarl denied October 25, 1943,
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INSTITUTION OF CHAPTER X PROCEEDINGS

The Commission has striven for a liberal interpretation of the provisions of the Bankruptcy
Act so that the benefits of Chapter X may be made fully available to security holders in accord-
ance with the spirit and intent of the statute, For example, in Brookl% Trust Company v.
Re A. Security Holdings, Inc., 12/ the Commission urged that Congress intended 10 give persons
holding claims against the property of the debtor, as didtinguishe¢ frem claims against the
debtor itself, the right to file an involuntary petition under Chapter X. The district court
sustained this position and the Circuit Court of Appeals for the Second Circuit affirmed.

The possibility that the investor safeguards of Chapter X might be mullified by an
improper resort by a corporation to proceedings under Chapter XI arose soon after Chapter X be-
came effective. It was the Commission's opinion that only the provisions of Chapter X were
properly available for the reorganization of corporations with securities in the hands of the
public and that Chapter XTI was the proper medium for securing arrangements or compositions of
unsecured indebtedness by individuals or corporations with no public investor interest, The
Commission intervened in a proceeding for an arrangement under Chapter XI filed by the United
States Realty and Improvement Company, which had outstanding in the hands of the public 900,000
shares of stock and two series of debentures aggregating over $2,300,000, The debtor was also
liable as guarantor upon $3,710,500 of mortgage certificates. The Commission moved to vacate
the order approving the debtort!s petition and io dismiss the proceeding. Upon appeal, E/ the
United States Supreme Court sustained the position of the Commission, holding that since the
provisions of Chapter XI were not adequate to secure to public investors the safeguards
necessary for the consurmetion of a fair, equitable and feasible plan of reorganization and
since the provisions of the Bankruptcy Act contemplated that the reorganization of such debtors
should take place under Chapter X, the district court, as a court of equity, should have dis-
missed the petition, thus relegating the debtor, if it were so inclined, to the initiation of a
proceeding under Chapter X. The Supreme Court also held that the order permitting the Commis-
sion to intervene in a Chapter XI proceeding for the purpose of moving its dismissal was
properly entered,

In the case of In re Marine Harbor Properties, Inc., involving the question of good faith
in the filing of a petition, the Suprems Cﬁﬁ @éﬂ The Commission's contention that the
debtor!s participation in state court proceedings did not bar later resort to a proceeding under
Chapter X, but affirmed the decision of the Circuit Court reversing the approval of the debtortis
petition upon the ground that the debtor had not sustained the burden of establishing its need
for relief under Chapter X (Section 130) and the existence of good faith in filing the petition
(Section 146). 14/ Sims v. Fidelity Assurance Association ]_;5/ also involved the question as to
whether the debtor's petition had been Illed in good falth. The Commission urged approval of
the debtorts petition but the decision of the district court sustaining this position was
reversed by the Circuit Court. Certiorari was granted by the Supreme Court, which concluded
that the petition had not been filed in good faith because the interests of creditors would be
best subserved in the receivership proceeding pending in West Virginia and other states and be-
sause it was unreasonable to expect that a plan of reqrgamnization could be effected,

In another case the Commission filed a brief as amicus curiaze in which it urged that the
ligtrict court was in error when it required a debtor to file a plan of reorganization and prove
lts ability to consummate this plan as a prerequisite to approval of the petition. The Circuit
sourt ruled that the district court had applied an erronecus test of good faith and reversed the
>rder dismissing the petition. 16/

2/ 134 F. (2d) 164 (C.C.A. 2nd, March 4, 19.43).

13 / Securities and Exc Commission v. United States Realty and Improvement Company, 310
e e Y H b

‘l."/ Marine Harbor Properties, Inc, v. Mamufacturers Trust Company, 317 U. S. 78 (November 9,
1942

5/ 318 U. S. 608 (April 5, 1943).
6/ In re Julius Roshrs Company, 115 F. (2d) 723 (C.C:d. 3rd, November 14, 1940).
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PLANS OF REORGANIZATION UNDER CHAPTER X

The ultimate objective of & reorganization is the formulation and consummation of a fair
and feasible plan of reorganization. Accordingly, the most important function of the Comuission
under Chapter X is to ald the courts in achieving this objective,

Fairness

In appraiging the fairness of reorganization plans, the Commission has at all times taken
the position that full recognition must be accorded claims in order of their legal and con-
tractual priority, either in cash or new securities or both, and that junior claimants may par—
ticipate only to the extent that the debtor's properties have value after the satisfaction of
prior claims or to the extent that they make a fresh contribution necessary to the reorganise-
tion of the debtor. Hence, a valuation of the debtor is necessary to provide the basis for
Judging the fairness as well as the feasibility of proposed plans of reorganization: In its
advisory reports, in hearings before the courts, and in conferences with parties to proceedings,
the Commission has consistently stated that the proper method of valuation for reorganization
purposes is primarily an appropriate capitalization of reasonably prospective earnings.

These principles as to the recognition of priorities and as to valuation are now firmly
established as a result of the Supreme Court decisions in Case v, Los les Lumber Products
60e, Ltd. 17/ and Consolidated Rock Products Co. v. DuBois 15/ in E‘%}mc
p—oéi‘n'i'o'ﬁs urged in briefs filed on behall of the Commission as amicus curiae,

In connection with the fairness of plans, the Cammission has been concerned among other
matters with situations where mismanagement or other misconduct on the part of a parent company
or controlling person requires that its claims be subordinated to the claims of the publie
investors, Similarly, the Commission has been interested in situations where a person owing
fiduciary obligations has purchased claims against the debtor or has engaged in conduct adverse
to the interests of the estate and where thess activities require that the fiduciary be limited
to the cost of his claims, thereby preventing him from profiting by his conduct. Because of the
importance and significance of these questions the Camission has made s careful study of the
facts in situations where they arise and on several occasions has urged that the principles of
subordination or limitation to cost be applied in favor of the public investors.

Although the representatives of security holders frequently regard the fairness of the plan
as their principsl concern, the provisions of the statute and the protection of investors' in-
terests require also that the plan be feasible. To be feasible, a reorganization mmst be
economically sound and workable, It mmst not hamper future operations or lead to another reor-
ganization, 7The extent to which current reorganizations are atiributable to lack of feasibility
in previous reorganisations is indicated by the fact that numerous Chapter X proceedings in-
volved companies which had already undergone reorganization in equity receivership proceedings
or under Section 77B ef the Bankruptcy Act. In order to avoid a similar record as to Chapter X
cages some years hence, with its attendant expense and injury to investors, the Commission urges
that adequate consideration be given to feasibility, In this connection, the Commission is pare
ticularly concerned with the adequacy of working capital, the relationship of funded debt and
capital structure to property values, the adequacy of corporate earning power in relation to
interest and dividend requirements, and the effect of the new capitalization upon the company's
prospective credit,

In recent years the Commission has encountered difficulties because the parties are dis-
posed to base values and capital structures upon inflated war earnings, either because they
overlook the extent to which earnings are inflated or hope such earnings will contimme long
enough to permit debt to be scaled down to manageable proportions., Another obstacle to the
formnlation of feasible plans ia the current period of high tex rates, is the reluctance of
investors to scale down debt and thereby lose the deduction for interest payments,

17/ 308 U. S. 106 (1939).
18/ 312 U. S. 510 (1941).
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Consummation of Plan

The Commission also gives its attention to the drafting and preparation of corporate
charters, by-laws, trust indentures and other instruments which are to govern the internal
structure of the reorganized debtor, The Commission has striven to obtain the inclusion in
these instruments of various provisions which will asswre to the investors a maximum of protec-
tion, adequate information with regard to the enterprise and a fair voice in the management.
The Commission has generally opposed the control device of a voting trust except when its use
has been Justified by the special circumstances of the case and, when adopted, the Commission

has sought to have the voting trust agreement contain appropriate provisions in the interests of
the investors,

ADVISORY REPORTS

Although the preparation of an advisory report is not the major part of the activity of the
Comnission in any particular case, such reports, because of their wide distribution, bulk large
in the minds of the public. Generally speaking, an advisory report is prepared only in comec-
tion with a proceeding involving significant problems and & relatively large company in which
the investing public has a substantial interest. App¥oximately twenty formal advisory reports
and several supplemental reports have been filed.

Even though the Commission does not file a formal advisory report, it does, in all cases in
which it is a participant, advise the court of its opinion with respect to any plan of reorgani-
zation under comsideration by the court.

After the trustee has filed a plan, the customary procedure calls for a hearing at which
this and any other plans that may have been filed are considered, At this stage of the proceed-
ing, the attorneys representing the Commission are concerned primarily with getting into the
record sufficisnt data (1) to enable the judge to decide whether any proposed plan is worthy of
consideration and (2) to supply the factual basis for the report of the Commission. If the

Judge finds one or more of the plans worthy of consideration, it or they may be referred to the
Commission for report.

An advisory report provides the court with an expert independent appraisal of the plan in-
dicating in detail the extent to which, in the opinion of the Commission, it meets, or fails to
meet, the standards of fairness and feasibility., After the report is filed and copies are made
available to the parties who have appeared at the proceedings, the judge considers the approval,
modification, or disapproval of the plan, If the judge approves the plan, it goes to the secu-
rity holders for acceptance or rejectlon accompanied by a copy of the judge's opinion and a copy
of the report of the Commission, or a summary thereof prepared by the Commission. Ths report of
the Commission, therefore, while not binding, aids both the judge and the security holders in
determining whether or not to approve a plan,
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PART V
ADMINISTRATION OF THE TRUST INDENTURE ACT OF 1939

The Trust Indenture Act of 1939 requires that bonds, notes, debentures, and similar secu-
rities publicly offered for sale, sold, or delivered after sales through the mails or in inter-
state cammerce, except as specifically exempted by the Act, be issued under an indenture which
moets the requirements of the Act and has been duly qualified with the Commission. The stand-
ards of the Act outlaw many provisions previously incorporated in indentures to exculpate the
trustee., The Act is designed to insure that he will act on behalf of the bond or debenture
omners and to insure his complete independence of the issuer and the undermriters. The provi-
sions of the Securities Act of 1933 and the Trust Indenture Act of 1939 are so integrated that
registration pursuant to the Securities Act of 1933 of such securities to be issued under a
trust indenture shall not be permitted to become effective unless the indenture conforms to
the specific statutory requirements expressed in the Trust Indenture Act of 1939. The inden-~
tuwre is automatically "qualified® when registration becomes effective as to the securities
themselives.

ENACTMENT AND SCOPE OF THE ACT

The Trust Indemture Act of 1939, approved August 3, 1939, is the second of the two
statutes which resulted from the Commissionts study and investigation of protective and re-
organiszation committees. It was designed to correct certain defects which had existed in
trust indentures and to provide means whereby the rights and interests of security holders
can be more effectively safeguarded. In order to accomplish this objective, the Act provides
that issues of bonds, notes, debentures and similar debt securities exceeding one million
‘dollers in principal amount, except certain classes which are specifically exempted, may not
be offered for sale to the public unless they are issusd under a trust indenture which con-
forms to specific statuboty standards, The Commission has no powers with respect to the
enforcement of the provisions of the indenture. Its only functions under the Act are to see
that the trustee is eligible and qualified as provided in the Aot and that the provisions of
each indenture filed for qualification conform to the prescribed statutory standards. The Act
is based on the theory that, if the terms of the trust indenture provide adequate protectiomn
for investors, it is appropriate to leave the enforcement of such terms to the bondholders

without the contimming supervision of a govermmental agency.

In order to assist applicants and their attorneys in meeting the requirements of the Act,
the Commission has made its staff available to discuss with them in advance of the formal
filing any questions which may arise and has also encouraged the practice of submitting copies
of proposed indentures for informal preliminary examination. The Commissionts staff also
cooperated with a group of trust officers and attornsys familiar with trust indenture problems
and practices in the preparation of a so-called "model indenture® to conform to the statutory
provisions, which was printed and is in more or less general use, The Commission has also
adopted a rule permitting a trust company to determine in advance of the filing of an indenture
whether or not the Commission would find such trustee disqualified because of a control rela-
tionship with a particular underwriter. In brief, the rules and practices of the Commission
make it possible for applicants to get indentures qualified with a minimun of time and effort.

An indenture, to be qualified under the Act, must incorporate certain specific provisions,
inclnding those governing the eligibility and qualification of the trustee, and must provide
for periodic reports by both the obligor and the trustee to the security holders with respect
to compliance by the obligor with conditions and covenants contained in the indenture and the
trustee's continued eligibility. The Commission is required to issue an order refusing to
permit qualification of an indenture if the indenture does not conforwm to the statutory require-
ments or if the trustee has any cénflicting interest as defined in the statute.

The indenture, in order to facilitate the cooperation of security holders in the protec-
tion of their interests, must provide that the trustee will maintain a reasonably current list
of their names and addresses and either make the list available to such of their number as
desire to commmicate with the others or mail commmications, to those whose names appear on
the 1list, when they are submitted by security holders with a remittance to cover the cost. If
the trustee is of the opinion that the mailing of the material to the bondholders would be
detrimental to their interests or in violation of applicable law, it may file with the Comuis-
sion a copy of the material with a written statement specifying the basis for its opinion.
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After opportunity for hearing upon the objections specified in the trustee's statement, the Com-
mission is anthoriszed to enter an order either sustaining or refusing to sustain the objections
made by the trustee.

One of the principal objectives of the Act is to insure that the holders of indenture se-
curities will have the services of an effective and independent trustee, Standards relating to
the eligibility and qualification of trustees are established in the Act. Provision must be
made for a carporate trustee with a minimum capital and surplus of not less than $150,000 and
with certain specified powers and duties to insure the more adequate protection of investors.

If a trustee has or acquires an interest in conflict with that of the security holders
under the indenture, it must either eliminate the conflict of interest or give up the trustee-
ship. The conditions under which a trustee shall be considered to have such a conflicting in-
terest are set forth in detail in the Act. In general, the trustee must not be affiliated with
either the obligor or an underwriter of the securities. Obviously, the trustee should not be
permitted to be too closely affiliated with the obligor because the creditor interests repre-
sented by the trustee will clearly be adverse to the interests of the obligor and its stock-
holders in case there is a default or the threat of one. To a lesser extent there may be a con-
flict of interest between the two all during the life of the indenture securities with regard to
such matters as substitution of collateral, disclosure of financial condition, declaration and
payment of dividends, and wasting or diversion of assets,

Experience has proved that there is also grave danger in permitting the trustee to be
affiliated with an underwriter of the indemture securities. This is true particularly in de-
fault situations where underwriters may comsider it to their interest to conceal the defanlt
long encugh to secure control of reorganization committees. The Trust Indenture Act is
designed to eliminate the use of friendly or camplacent trustees who fail to warn security
holders and take mo steps contrary to the wishes of the obligor or underwriter.

In case of default by the obligor (as this term is defined in the indenture), the duties
and responsibilities assumed by the trustee are increaseds A qualified indenture may provide
that, prior to default, the trustee shall not be liable except for the performance of duties
specifically set out in the indenture but in case of default it must require the trustee to
exercise such of the rights and powers vested in it by the indenture and to use the same degree
of care and sikill in their exercise as a prudent man would exercise or use under the circum—
stances in the conduct of his own affairs. These provisions are designed to bring all indenture
trustees up to the high level of diligence and fidelity which has traditionally been associated
with the more conscientious trustees.

STATISTICS OF INDENTURES QUALIFIED

Indentures covering more than $4,750,000,000 principal amount of securities have been
elther formally qualified under the Trust Indemture Act or conformed to the requirements of the
Act pursuant to the provisions of the Public Utility Holding Company Act. This is equivalent
to almost 70 percent of the corporate long-term debt floated since the Act became effective or
approximately 80 percent of such debt exclusive of railroad issues which are exempt from the
Act. In the short space of four and ooe-half years approximately one-sixth of the corporate
long-term debt, exclusive of rails, has became subject to the requirements of the Act. This
percentage will, of course, increase as older issues go out of existence through maturity, re-
funding, or rearganization.

The following tables show the mmber of indentures filed with the Commission, together with
the disposition thereof and the amounts of indenture securities involved, both during the past
fiscal year and cummlatively from Februsry 4, 1940 through June 30, 1944.



Indentures Filed in Connectiom with Registration Statements
under the Securities Act of 1933

July 1, 1943 to February 4, 1940 to
June 30, 1944, June 30, 1944,
inclusive inclusive
Amount of Amount of
No. Offerin g No. offerin g
Indentures pending 6/30/43 12 $238,839, 600 -— -—
Indentures filed 52 af 620,389,560 b/ 247 ¢/ $4.581,360,560 &
Indentures qualified 54 645,116,760 223 of 3,991,144,160
Indentures withdram 3 73,095,600 g/ 15 364,791,100 B/
Refusal orders issued 0 (] 0 0
Indentures pending 6/30/44 6 163,500,000 6 163, 500,000
a/ Reduced to 51 by amendments. £/ Reduced to $3,950,751,660 by post-effective

amendment and withdrawal,
b/ Reduced to $547,972,760 by amendments.

¢/ Reduced to 243 by amendments.
4/ Reduced to $4,137,550,760 by amendments.

e/ Includes one Indenture that was subsequently
withdram.

g/ Reduced to $8,195,600 by amendments.
h/ Reduced to $23,299,100 by amendments.

Applications Filed for Qualification of Indentures Covering Securities
Not Required to be Registered under the Securities Act of 1933

July 1, 1943 to February 4, 1940 to
June 30, 1944 June 30, 1944
inclusive inclusive
Amount of Amount of
No. Offering Ho. Offering
Applications g 6/30/43 1 $ 1,615,000 0 -—
Applications %ﬁ‘éﬂ" 15 69,798,996 85 $366,934,978 a/ b/
Applications effective 16 71,413,996 8l 354,983,578 &/
Applications withdrawn 0 -_— 4 11,562,500
Refusal order issued 0 -— 1l 2,010,500 ¢
0 -~ 0 -

Applications pending 6/30/44

&/ Includes cme indenture of an indeterminate amount.

b/ Reduced by amendment to $366,546,078.

¢/ Refusal order rescinded and qualification made effective on July 6, 1940.
. ADDITIONAL INFCRMATION RELATING TO TRUST INUENTURES

During the past fiscal year the following addiiional material relating to trust indemtures
was filed and examined for camplience with the appropriate standards and requirements:
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5 indentures exempt from the Trust Indenture Act of 1939 but subject to the Public
Utility Holding Company Act of 1935;

84 trustee statements of eliglbility and qualification under the Trust Indenture Act
of 1939 (68 on Form T-1 for corporations, and 16 on Form T-2 for individuals);

82 smendments to trustee statements of eligibility and qualification (26 amendments to
Porm T-3, 48 amendments to Form T-1, and 8 amendments to Form T-2);

52 Supplements S-T, covering speclial items of information concerning indenture securi-~
ties registered under the Sscurities Act of 1933;

23 applications for findings by the Commission pursuant to Section 310 (b) (1) (ii);
9 applications on Form T=4,for exemption pursuant to Section 304 (¢);
217 anmaal reports of indenture trustees pursuant to Section 313.

Daring the period February 4, 1940 through June 30, 1944 an aggregate of 405 trustee state~
ments (341 for corporations and &4 for individuals) and 232 Supplements S-T had been filed:

Under the Prust Indenture Act of 1939 there has been no litigation and there have been
cnly two refusal order proceedings initiated since its enactment. In the first case, April
1940, the indenture was amended prior to the entry of an order and in the second case, July
1940, the refusal order was rescinded after the filing of an amendment and the trust indenture
was thereafter qualified.
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PART VI

STUDY OF INVESTMENT TRUSTS AND ADMINISTRATION OF THE
INVESTMENT COMPANY ACT OF 1840

The Investment Company Act of 1940 requires the registration of and regulates investment
companies, that is, companies engaged primarily in the business of investing, reinvesting, and
trading in securities. The Act requires, among other things, disclosure of the finances and of
the investment policiss of these companies, to afford investors full and complete information
with respect to their activities; prohibits such companies from changing the nature of their
business or their investment policies without the approval of the stockholders; bars persons
guilty of security frauds from serving as officers and directors of such companies; prevents
underwriters, investment bankers, and brokers from constituting more than a minority of the
directors of such companies; requires mansgement contracts in the first instances to be sub~
mitted to security holders for their approval; prohibits transactions between such companies
and thelr officers and directors and other insiders except on the approval of the Commission;
forbids the issuance of senlor securities of such companies except in specified instances; and
prohibits pyramiding of such companies and cross ownership of their securities., The Commission
is authorized to prepare advisory reports upon plans of reorganizations of registered invest-
ment companies upon request of such companies or 25 percent of their stockholders and to insti-
tute proceedings to enjoin such plans if they are grossly unfair, The Act &lso requires face—
amount certificate companies to maintain reserves adequate to meet maturity payments upon their
certificates.

ENACTMENT OF INVESTMENT COMPANY ACT

An important segment of the Commission's work since 1935 has been its study and investiga-
tion of investment trusts and investment companies and its administration of the Investment
Company Act of 1940. y Most of the basic data of the study was obtained from answers to
questionnaires and from field studies and public examinations of many companies, From the data
thus obtained, an overall report on investment trusts and investment companies and six supple~
mental reports were prepared and transmitted to the Congress together with the Commission's
conclusions and recommendations,

The Act, which was approved on August 22, 1940 and became generally effective on November
1, 1940, was evolved from a bill which was based upon the conclusions and recommendations of
the Commission. The legislation, as adopted, was desired by the investment trust industry
itself, The terms and provisions of the compromise bill were worked out in conference between
representatives of the industry and the Commission with the approval of the Congressional Com=-
mittees concerned. The industry recognized the existence of abuses and it joined in urging the
passage of the Act, It passed both Houses without a vote against it.

BACKGROUND OF THE ACT

Investment trusts and investment companies are essentially institutions which provide a
wedium for public investment in common stocks and other securities, They have ~morged as im-
portant financisl institutions only within the last 20 years. By 1929 they wu.e being created
at the rate of almost one a day and the American publiec had invested altogether almost
$7,000,000,000 in investment companies of all types. After the market crash of 1929, the sub-
stantial losses suffered by closed-end management investment companies acted as an impediment
to the further distribution of their securitles, and the rise of other types of companiss was
accelerated. The open=end management companies and the unit investment trusts rapidly increased
the sales of their securities after 1930. Although face-amount certificate companies have been
in existence since 1894, the greater portion of their certificates have been sold since 1929,
Finally, since 1930, periodic payment plans have attracted the savings of a largs number of in-
dividuals in the lower income strata of the country's population. The present assets of all
investment companies have a value in excess of approximately $2,000,000,000. The securities of
such companies are owned by approximately 2,000,000 investors throughout this country, probably
exceeding the mumber of investors in all other industries except utility holding company
systens,

1/ A list of the reports on the Commission's investigation is given in Part XI under
Publications,



Investment trusts and investment companies are vitally associated with the national
economy, They conduct their business by the use of the mails and the channels of interstate
and foreign commerce, In numerous cases they conduct a substantial portion of their business
in states other than those in which they are incorporated or otherwise created., Their security
holders are situated in every state and in several foreign countries. A large portion of all
corporate securities sold in this country are those of investment trusts and investment com-
panies. Investment companies are also substantial purchasers of securities listed on national
securities exchanges, and their trading may have an important effect on the price movements of
securities,

The enterprises subject to the control and influence of investment companies include banks,
insurance and mortgage financing companies, aviation and steamship companies, oll producing and
refining companies, chemical companies, motion-picture producing and exhibiting companies, steel
and rubber companies, food and food products companies, mamufacturing companies of all types,
department stores and other merchandising companies engaged in sales of their wares by mail
order and the channels of interstate commerce,

A most significant function of investment companises in relation to the immediate needs of
the national economy is their potential usefulness in the supply of new capital to industry,
particularly to small and promotional ventures, In this connection, the Investmsnt Company Act
contains provisions ﬁec. 12 (e)/ authorizing investment companies to organize and contribute
funds to companies to be engaged in the business of ®"Underwriting, furnishing capital to indus-
try, financing promotional enterprises, purchasing securities of issuers for which no ready
market is in existence, and reorganizing companies or similar activities,® The investment com-
panies have not made use of this provision, although several of the companies and the Commission
have expressed great interest in the promising possibilities of such a development,

Problems in Connection with the Investment Company Industiry.

Basically the problems of the industry flow from the very nature of the assets of invest=
meht companies, The assets of such companlies invariably consist of cash and securities, assets
which are usually completely liquid and readily negotiable, Because of these characteristics,
control of such funds offers manifold opportunities for exploitation by an unscrupulous

management.

Since no specified amount of capital was required to organize investment trusts and com-
panies, they were created and their securities were sold to the public in many instances by
irresponsible individuals, Brokers, security dealers, investment bankers, and commercial banks
were in a position to dominate the board of directors and control the management of investment
companies; and thus, when they were unscrupulous, to advance the pecuniary interest of their
other businesses at the expense of the investment companiea they bhad organized and the security
holders.

The Securities Act of 1933 and the Securities Exchange Act of 1934 have been insffective to
correct abuses and deficiencies in investment companies; first, because the record is clear that
publicity alone, which in general is the remedy provided by these acts, is insufficient to
eliminate the abuses and deficiencies which exist in investment companies, and second, because a
large number of such companies have never come under the purview of these Acts,

It 18 not meant to imply that most investment trusts and investient companies at present
operating in this country were guilty of unfair practices or were mismanaped, Nor is it mean.
to indicate that progress has not been made by the members of the industry voluntarily to
eliminate some of the major abuses and deficiencies, and to improve generally standards of
practice, However, virtually every representative of investment companies who appeared before
the subcommittees of Congress considering the Investment Company Act of 1940 conceded the
necessity for, and in fact urged the immediate passage of, effective legislation to regulate in-
vestment companies.

Management Investment Companies.

The capital structures of management investment companies have often been inordinately com-
plex, and the rights, preferences, and dividend claims of senior securities have in many
instances been inadequately safeguarded, By various devices of comtrol, such as special voting
stocks issued to distributors and managements, voting trusts, long term management contracts,
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control of the proxy machinery, and pyramiding of companies, public investors were effectively
denied, in many instances, any real participation in the management of their companies.

The distribution and repurchase of the securities issued by investment companies have on
occasion resulted in discrimination in favor of the management or other *insiders® who have been
able to acquire the securities and to have the companies repurchase them on a basis more
favorable than that accorded public stockholders. In the open~end companies, that is, companies
issuing redeemable securities, the method of pricing their securities, which they are contimu-
ously selling and redeeming, led at times to substantial dilution of the investors! equity in
the companies, and in some instances was used by persons closely connected with the companies to
realize riskless trading profits.

A distinctive feature of the management investment companies is that none, or only limited,
restrictions are imposed with respect to the nature, types and amounts of investment which their
managements may make. The absence of any legal requirement for adherence to any announced in-
vestment policies or purposes created a major problem. Such policies were often radically
changed without the knowledge or prior consent of stockholders. Similarly, after investors have
invested in compenies on their faith in the reputation and standing of the existing managements,
control of the public's funds was frequently transferred without the prior knowledge or consent
of stockholders to other persons who were subsequently guilty of gross mismanagement of the

companiess

u5elf-dealing® - that is, transactlons between officers, directors, and simllar persons
and the investment companies with which they are associated —— presented opportunities for gross
abuse by unscrupulous persons.

The small investors in certain investment companies, particularly in unit investment
trusts and open-end management companies, have been subjected to switching operations from one
investwent company to another to their pecuniary damsge. Similarly, investors have been often
powerless to protect themselves against plans of reorganisation which have been grossly unfair
or have constituted gross abuses of trust on the part of their sponsors.

Finally, particularly with respect to those companies which have not registered their secu-
rities under the Securities Act of 1933 or the Securities Exchange Act of 1934, and only a small
rumber has so registered its securities, the investor has been unable to obtain adequate infor-
mation as to their operations. The sccounting practices and financial reports to stockholders
of management investment companies frequently were deficient and inadequate in many respects and
ofttimes were misleading, In many cases, dividends have been declared and paid without informe
ing the stockholders that such dividends represented not earnings but a return of capital to
stockholders,

Unit Investment Trusts.

In the fixed or unit investment trusts, management discretion is completely or almost com-
pletely eliminated, The abuses which characterized particularly this type of company were
traceable to the fact that the most important emolument to the promoters of such trusts con-
sisted of the profits to be derived by the methods of pricing and selling the certificates of
such trusts to the public, Inequitable pricing of shares, excessive sales loads, hidden loads,
and charges were not infrequent.

Periodic Payment Plans.,

Barly in 1930 a somewhat novel variety of investment scheme, called variously "instellment-
investment plan", *periodic payment plan®, "thrift plan", *foundation plan®, etc.,was concelved,
These plans are, in essence, devices for sel‘.l.ing invvestment trust or inves’anent company securi-
ties on a periodic or installment plan basis. The holder of a periodic payment plan certificate
is entitled to receive only the asset value of his certificate, This value is based upon the
market valus of the securities in the portfolio of the investment company or investment trust
underlying the certificate and may be less than, equal to, or more than the amount paid by the
certificate holder, depending upon market prices of these portfolio securities which almost in-
variably consisted of common stocks. The structure of the plan in most instances was that of a
ttrust on a trust® whereby two sets of sales loads were imposed upon the investors, usually
without their knowledge. The total loading charges, including trustees'! fees and secondary
loading charges, often were more than 30 percent of the net amount invested by certificate
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holders during the period studied. A serious problem was presented by the fact that these sub-
stantial sales loads were usually deducted entirely from the payments made in the early months
of the periodic payment plan contract. Lapses of certificates in the early period of the con-
tract were frequent. Approximately 40 percent of the total amount payable on periodic payment
Plan certificates sold in the period 1930-1935 was lapsed at the end of 1935. The holders of
such certificates were also subject to a variety of switching operations resulting in profits to
the sponsor and a loss to the investor by the exaction of amother ¥secondsry* sales load on the
switches. These periodic payment plan certificates, which were sold for as low as $5 a month,
were specifically designed to make their strongest appeal to wage~earning men and women who were
not in a financial position to invest or speculate in common stocks.

Campanies Issuing Face-Amount Installment Certificates.

Face-amount installment certificates, in essence, are unsecured obligations to pay either a
specified amount to the holder at a specified future date provided the purchaser males all the
payments required by these contracts or a cash surrender value prior to matwrity if the certifi-
cate is surrendered to the issuing company.

The Commissionts study indicated that ‘the lapse experience of investors in such securitiss
was high, particularly during the first and second years when the investor had no surrender
value or a surrender value substantially less than the total of the amount he had paid (although
the certificates issued by some of the face-amount companies provided for reinstatement with
credit for the amount paid in). The so-called "stretch—out® practice of depriving the investor
pursuant to contract of any interest return on his entire investment dwring any period in which
he has been in default was common., Furthermore, surrender values accrued only as of yearly
anniversary dates of the certificates, Monthly payments less than a year and interest on the
last attained surrender values would not increase the surrender value above the preceding
anniversary date., As a result of the variety in regulatory provisions of the many states in
which face-amount companies operate, there was no uniform actuarial reserve system required by
law,

GENERAL PURPOSES AND FROVISIONS OF THE INVESTMENT COMPANY ACT OF 1940

The Act regulates three broad categeries of investment companies: Management investment
companies (both open-end and closed-end), face-amount certificate companies and unit investment
trusts including those which issue periodic payment plan certificates, The objectives of the
Act, five in mmber, are, in the main, achieved by affirmative statutory requirements or pro-
hibitions, By and large the rule and regulation making powers of the Commission are confined to
implementation of the affirmative requirements of the Act,

(1) Honest and Unbiased Management

The Act provides for a degree of independence in management personnel by restricting
bankers, brokers, commercial bankers, principal underwriters, etc., who may have a possible bias
in the management of the company, to a minority of the board of directors, It also requires a
minority of the board to be independent of the officers of the company. It prohibits self-
dealing and exaction of excessive commissions by afflliated persons of investment companies,
Insider trading in the securities of investment companies is subject to the same regulation as
that contained in the Securities Exchange Act of 1934. It enables the Commission to sue in the
Courts to prevent gross abuse of trust and gross misconduct and grossly unfair plans of reor-
ganization of investment companies. It makes embezzlement of investment company funds a federal
offense, and prevents investment bankers and other affiliated persons from using their invest—
mont companies to agsist them in their underwriting activities. It provides that an investment
company may maintain its portfolio securities and other property in its own custody or in the
custody of brokers only under or pursuant to the regulations of the Commission, Otherwise port-
folio securities must be maintained in the custody of a bank, The Act also provides for bonding
of employees having access to the company's assets,

(2) Qreater Participation in Mansgement by Security Holders

The Act requires investment companies in their registration statements to designate their
status as & diversified or non-diversified company as defined in the Act and to set forth
therein a precise statement of their investment policies, The status and policies of a company
as set forth in its registration statement cannot be changed without an affirmative wote of a
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majority of the security holders. The Act also requires at least two-thirds of the directors of
an investment company to have been elected by the shareholders; restricts the period of effec-
tiveness of management contracts to two years; and requires the approval of such contracts, and
therefore in effect of the investment adviser, by the shareholders, The Act also requires
ratification of the selection of the accountants of the company by the shareholders; investment
conpany proxy solicitation is subjected to Commission regulation whether or not the company is
listed; it is further provided that all shares issued by management companies after the effec-
tive date of the Act must be voting shares and requires preferred shares to contain provisions
transferring majority voting power to the holders of such stock in the event of default in the
payment of dividends.

(3) Adequate and Feasibls Capital Structures

The Act restricts, in the case of closed-end management companies, the amount of bonds and
preferred stock which may be issued, a restriction which, speaking genmerally, requires closed-
end investment companies issuing senior securities to have at least 50% of their assets repre-
sented by common stock equity at the time of issuance of such securities, Only ons class of
bonds and one class of preferred stock may be issued, Open-end companies are not permitted to
issue any senior securities but may contract bank loans provided a 300% coverage in assets for
such loans is maintained at all times. In the case of face-amount certificate companies the Act
requires new companies to have a minimmm capital of at least $250,000 and to maintain statutory
reserves presumably adequate to mature the certificates. Restrictions are placed on the power
of face-amount certificate companies to declare dividends where the effect of such declarations
may be to injure the financial stability of such companies, In addition, face-amount certifi-
cate companiss are not permitted to issue preferred stocks without an order of the Commission.

(4) Financial Statements and Accounting

The Act requires investment companies to transmit financial reports containing prescribed
information to their security holders at least semi-ammally., Power is given the Commission to
obtain ammal end periodic reports ineluding financial statements, The Commission is also em-
powered to enact rules requiring the preservation of books and records which form the basis of
such reports; to require financial statements sent to shareholders and the Commission to be cer-
tified by independent public accountants; and to prommlgate uniform accounting rules,

(5) Selling Practices

Particularly in the case of open-end companies, periodic payment plans and face-amount cer-
tificate companises, numerous abuses in selling practices were disclosed. These the Act remedies
in general by requiring investment companies which were not previously required to comply with
the registration requirements of the Securities Act to so comply. The Commission is also em=~
powered to correct selling practices of open-end companies which may result in dilution of their
shares or in unfair trading profit to insiders and dealers. ®Switching" of open-end investment
company securitiss and those of unit investment trusts and face-amount certificate companies on
a basis permitting reloading is prohibited in the absence of an order or rule of the Commission.
In addition, sales literature issued by face—amount certificate companies, open-end companies
and unit investment trusts which would include most periodic payment plans, must be filed with
the Commission within ten days after use. Finally, in the case of the Securities Act prospec-
tuses of face—amount certificate companies and periodic payment plans the Commission is eme
powered by Section 24 (c) of the Act to rearrange the form and items of such documents and to
require summaries of information which can be prominently displayed in the prospectus. The Act
also regulates the sales load which may be charged on periodiec payment plan certificates and
prescribes the form of trust indentures to be used and the charges which may be made by trustees
and sponsors of unit investment trust including those issuing periodic payment plan
certificates.

ATMINISTRATION OF THE IRVESTMENT COMPANY ACT OF 1940

In part, perhaps becanse the statute was the result of a compromise, but in greater measure
because of the diversity in the character of the companies it covers and the intricacy of the
problems they present, the Act is a complex and elaborate piece of legislation, calling for the
use of a great variety of administrative procedures and techniques. The Act contains flat
statutory prohibitions, the vioclation of which may give rise to either injunctive or criminal
proceedings in the courts; provisions which authorize the Commission to institute injunctive
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proceedings but the violation of which is not a criminal offense; requirements for filing
financial and other data with the Commission, which is then open to public inspection; require-
ments for the transmission of financial and other data to security holders; provisions author-
izing the Commission to render advisory reports to security holders; provisions authorizing the
Commission to adopt rules and regulations in some circumstances for the purpose of giving con=
tent to statutory prohibitions which would otherwise be inoperative and in other circumstances
for the purpose of relaxing statutory prohibitions which would otherwise obtain; provisions for
administrative orders in proceedings initiated in some cases by the Commission and in other
cases by the companies or persons affected; and provisions for the further study of certain
aspects of investment company operations. Most of these procedures have been employed in the
same or a comparable form in one or more of the statutes already administered by the Commission,
8o that no difficulties have been encountersd in fitting the administration of the new Act into
the framework of the Commissionts previous practice,

The principal problems faced by the Commission during its administration of the Act can
conveniently be grouped into seven categories, namely, (1) determining which companies are in-
vestment companies subject to the Act and which are not investment companies or are entitled to
exemption; (2) the classification of companies subject to the Act; (3) prescribing the informa-
tion to be filed with the Commission and that to be transmitted to security holders and the in-
tegration of the required information with that furnished under other Acts administered by the
Commission so as to avold duplication; (4) the administration and enforcement of those pro-
visions of the Act which regulate the relationships and transactions of persons who are affili-
ated with investment companies; (5) matters relating to the distribution, redemption, and re-
purchases of securities issued by management companies; (6) reorganizations of investment com-
panies; and (7) the treatment accorded certain special types of companies, such as unit invest-
ment trusts, periodic payment plans, and face-amount certificate companies.

The "Investment Company* Concept

Although the terms "investment company® and "investment trust®" have been part of the
language of the financial community for some time, a definition precise enough to distinguish
them sharply from holding companies on the one hand and operating companies on the other did not
exist prior to the enactment of the Investment Company Act of 1940. The distinctive feature of
the Act in this connection is its use of a quantitative or statistical definition, expressed in
terms of the portion of a company's assets which are investment securities, Thus the statute
provides, inter alia, that a company is an "investment company®* if it is engaged in the business
of investing, reinvesting, owning, holding, or trading in securities, and owns investment secu=
rities (defined to exclude securities of majority-owned subsidiaries and of other investment
companies) exceeding 40 percent of its total assets (exclusive of Government securities and cash
items)s However, the Act provides machinery whereby the Commission may declare by order upon
application that a company, notwithstanding the gquantitative definition, is nevertheless not an
investment company, Thus, companies that believe the application of the quantitative test would
unreasonably cause them to be classified as investment companies are given the opportunity of
obtaining administrative dispensation by showing that they are primarily engaged in a business
or businesses other than that of investing, reinvesting, owning, holding, or trading in securi=-
ties, either directly or through majority-ommed subsidiaries or through controlled companies
conducting similar types of businesses, Since November 1, 1940 about 50 such applications have
been filed. EKnotty questions have been raised by these applications, including difficult and
complicated problems of valuation especially with respect to the so-called "special situation®

companies,

Such an application was filed on behalf of a company, Bankers Securities Corporation, whose
portfolio contained securities of companies engaged in a great variety of enterprises:; rail-
roads, utilities, banks, newspapers, insurance companies, industrial companies of every kind,
hotels, apartment houses, retail establishments, department stores, and many others. Extensive
hearings were held before & trial examiner, briefs were filed and oral argument was had before
the Commission,

The company contended that it was primarily engaged in the real estate and department store
business because the bulk of its investments were in those fields, Based upon the history and
operations of the company, its investments in special situations, its statements of policy, and
other relevant factors, the Commission concluded not only that the record before it fell short
of sustaining the claim that the company was primarily engaged in non-investment company busi-
ness but that the record demonstrated affirmatively that the applicant was organized and always
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had been operated as an investment enterprise., The applicant appealed from the order of the
Commission denying the application to the United States Circuit Court of Appeals for the Third
Circuit. On November 21, 1944 that Court unanimously affirmed the Commission's order.

Exemption of Companies from the Investment Company Act of 1940

In addition to the provisions for excluding certain types of organizations from the concept
of #investment company®", the Act contains certain exemptive provisions applicable to companies
which, while admittedly investment companies, should for one reason or another be relieved from
some or all sections of the Act. Several of these exemptive provisions are provided by the
statute itself, but three subsections of the Act leave exemption in whole or in part to adminis~
trative determination.

In Section 6 (b) the Commission is directed to exempt by ordsr any employees! securities
companies from the provisions of the Act, to the extent that such exemption is consistent with
certain specified standards, 2/ The disposition of such applications presents many difficult
problems and requires c use of the Commissionts informal conference procedure, for
Section 6 (b), in effect, directs the Commission to study in detail the history and operations
of each such company and to determine the effect which each section of the Act will have on one
or more aspects of the applicant's business. After this i1s done, the Commission, in effect,
mst accommodate the Act to the particular circumstances of the employees' securities company
involved, in the light of the considerations emmerated in Section 6 (b),

Section 6 (d) of the Act directs the exemption by rule or order, to the extent consistent
with the public interest and the protection of investors, of certain small closed-end invest-
—nt companies whose securities are offered intra-state.

The remaining exemptive provision, and in many ways the most important, is Section 6 (c)
which reads as follows:

*The Commission, by rules and regulations upon its own motion, or by order
upon gpplication, may conditlonally or unconditionally exempt any person, security,
or transaction, or any class or classes of persons, securities, or transactions,
from any provision or provisions of this title or any rule or regulation thereunder,
if and to the extent that such exemption is necessary or .appropriate in the public
interest and consistent with the protection of investors and the purposes fairly
intended by the policy and provisions of this title.®

Many of the applications which have been filed seeking orders under this sectlion requested
orders which amounted to little more than the formal expression of minor administrative deter-
minations, This exemptive power vested in the Commission has helped to eliminate many small

but irritating inconveniences, particularly those which inevitably occur during the period of
adjustment to new regulatory law, without sacrificing substance or principle., Some of the
applications filed under Section 6 (c), however, have requested sweeping substantive exemptions.
Such spplications involve considerations in many respects similar to those discussed in relation
to applications filed by employees' securities companies under Section 6 (b). It will be noted
that the exemptive function of the Commission may be exercised not only by order on application
but also by rule on the Commission's own motion, No rules have been adopted under this section

glving complete exemption to any class of companies,

Informational Requirements
Begistration Statements,

The first step in the general scheme of regulation provided by the Act is the requirement
that investment companies shall register with the Commission, A company registers under the Act
by filing with the Commission a notification of registration., From the effective date of the
Act to June 30, 1944, 489 companies of all types had registered under the Act. One bundred and

g/ These do not include employees' stock bomus, pension, or profit—sharing trusts which meet
the conditions of Section 165 of the Internsl Revenue Code, since such trusts are excluded
from the definition of "investment company® by Section 3 (¢) (13).
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eighteen of these had for one reason or another ceased to be investment companies, leaving 371
registered investment companies at the end of the past fiscal year,

After registration each company must file with the Commission, in accordance with rules,
regulations, and forms pramlgated for the purpose, a detailed registration statement containing
coup]zteinfomtimmgaxﬂingthscm Most of the required information is similar to that

in registration statements filed under the Securities Act of 1933 and the Securities
Bxchangehteflm. In addition, however, the Investment Company Act of 1940 requires the
registration statement to contain a recital of the policy of the registrant with respect to cer-
tain specified subjects, such as issuing semlor securities, borrowing money, engaging in under-

writing, making loans, or investing in resal estate or commodities, These required statements of
policy, which must be as specific as is practicable, constitute one of the keystones of the Act.
Once having stated such 8 policy in its registration statement, a registrant may not deviate

from it without the consent of a majority of its outstanding voting securities,
In one case, Securities and Exchange Commission v. Guaranty Income Trust and James S,

Gladish, the Cosmission obtalned an injunction restraining Turther violation of the
Tegistration provisions ef the Act., The Commission's complaint alleged that Gladish had beemn
using the mails and instrumentalities of interstate commerce in se Tre

actions for the trust without having the trust registered in accordance with the requirements of
the Act.

Periodic Reports to the Commission,

Section 30 (a) of the Act provides that registered investment companies mmst file with the
Commission such information, documents and reports as companies having securities registered on
& national securities exchange are required to file with the Commission pursuant to Section
13 (a) of the Securities Exchange Act of 1934. Section 30 (b) of the Act amthorises the
Commission to require registered investment companies to file periodic reports on a semi-anmmal
or quarterly basis so as to keep reasonably curremnt the information contained in the registra-
tion statements of such companies, All registered investment companies which filed detailsd
registration statements are required to file anmmal reports on the appropriate form within 120
days after the close of each fiscal year. The anmal report form is designed to bring up to
date as of the close of each fiscal year of the registrant, the information originally furnished

by the registrant in its detailed registration statement,

Section 24 (b) of the Act requires the f£iling with the Commission, within ten days after
the use thereof, of copies of the full text of all sales literature employed by the various
types of investment companies registered under the Act,

Reports and Otber Information Semt to Security Holders.

Under the Act certain information is required to be transmitted to stockholders by regis-
tered investment companies at various times and under various circumstances., Thus, reports of
condition must be rendered at least semi-gpmually. These requirements have already been imple—-
mented by appropriate rules. The significance of this requirement camnot be over-estimated,
when it is considered in the light of the power given to the Commission to bring about some
standardization in the substance of information made public, particularly statements of
accounts.

Other provisions desigred to lsep security holders better informed on matters relating to
their investments are llkewise important. When a dividend is paid by a registered company from
a source other than certain types of income, or accumlated income, the pasyment to the security
holder must be accompanied by a written statement indicating its source.

Financial Requirements.
An especlally important part of the informational requirements of the Investment Company
Act of 1940 are those relating to financial statements and accounts, The Act authorises the

Commission to require & reasonable degree of uniformity in the accounting practices of invest—
ment companies, and work along this line is already well advanced,



Affiliated Persons

In order to insure that the interests of all classes of security holders are paramount in
the operation of investment companies, the Act contains a mmber of provisions imposing limi-
tations and prohibitions with respect to the eligibility and activities of persons affiliated
with investment companies and the transactions of such affiliated persons with those companies,
It is in relation to these provisions that the Commission is delegated soms of its most
important administrative functions under the Act,

Eligibility of Officers and Directors.

First, there is the provision that a person may not serve as an officer or director of or
perform certain other functions for a registered company if he has been convicted of certain
erimes involving security transactions, or if by reason of similar misconduct has been enjoined
from specified activities, The Commission 1s directed to give relief from those prohibitions
under proper circumstances by order upon application.

Transactions with Investment Companies.

By far the most important provision concerning the activities of affiliated persons is that
which, with certain exceptions, prohibits any affiliated person, promoter, or principal under-
writer of a registered company from selling to, or buying or borrowing property from, the
investment company or any company it comtrols., The prohibition is supplemented by a provision
that the Camission shall exempt by order under application any proposed transactions if evie
dence establishes that its terms are reasonable and fair and do not involve overreaching, and
that it is consistent with the company's recitals of policy in its registration statement and
with the general purposes of the Act. The disposition of such applications requires a mice
balance of conflicting factors which points up the need in such cases for the review of a
specialized agency. On the one hand, in most of the situations resolved, there was the
necessity of a speedy determination because the transactioms depended a great deal on movements
in the security markets, Omn the other hand, many of the issues involved in the determination of
fairness were of a camplicated nature requiring the fullest use of financial experience and a
delicate exercise of administrative judgment.

Judicial Sanctlions,

Another such control is the power vested in the Commission to seek an injunction against
any person for gross misconduct or gross abuse of trust in respect of any registered company
that such person serves in any of certain designated capacities, In one instance, the Commis-
sion believed that the management of an investment company, with lmowledge that they intended to
dissolve such company, had acquired substantial blocks of the company's prefexred stock from the
public at a cost leas than the value of that portiom of the assets of the company to which such
stock would be entitled om dissoclution., At the suggestion of the Commission the management
agreed to surrender to the company the stock they had acquired at a price equivalent to the cost
of such shares to the mansgement, As a resuli, the remaining holders of the company's preferred
stock received a substantially higher proportion of the company*s assets than they would other-
wise have obtained,

Protection Against Theft and Embeszlement,

The Act has two provisions involving administrative functions, the purpose of which is to
protect investment companies from theft and embeszlement by affiliated persons. First, there is
& requirement with respect to the safelmeping of the securities and investments of such com—
panies; and second, a provision concerning the bonding of persons comnected with such companies
who have access to securities and funds.

The safekeeping requirement in effect provides that the securities and similar investments
of registered management compenies shall be placed in the eustody of a bank or in the custody of
brokers who are members of a national securities exchange subject to rules and regulations of
the Commission, The Commission is also given the power either by order on application or by
rule to permit such companies to maintain in their own custody their securities and investments,
The Commission had adopted rules governing companies whose securities are maintsined in their
omn custody or in the custody of brokers, Where securities are held by brokers, the rule re-
quires the execution of a written contract between the registered company and the broker which
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provides for physical segregation of the securities, prohibitions against hypothecation of or
the creation of liems on such securities, and periodic examinations of such securities by the

company's public accountants, In the cass where securities are in the custody of the investment
company, the rule permits withdramal of such securities only by specifically designated officers
and responsible employees only for specified purposes, and provides for periodic verification of
such securities by an independent accountant at least twice each year without prior notice to
the company.

Distribution, Redemption, and Repurchase of Securities
Redeemable Securities.

It 18 the practice of open-end investment companies to sell their securitiss at prices
based upon the value of their underlying assets and to agree to redsem them at prites similarly
based. Prior to the enactment of the Act, almost all open—end companises determined the market
valne of their underlying assets at 3 p.m., the time of the closing of most stock exchanges on
which their portfolios were listed, The selling price of the shares based on this computation
remained fixed until 3 p.m. of the next day when a new calculation was made, The effect of this
ons price system was often damaging to security holders, For example, if the asset value was
$10 a share at 3 p.m. on Monday and at 12 noon of the next day because of & rise in market
values the asset value was $15 a share, nevertheless the public could purchase such shares at a
price to net the company $10 a share. Under such circumstances the value of the existing share-
holder's stock would be substantially diluted., Moreover, insiders such as directors and
officers and underwriters who could obtain shares without payment of a sales load could purchase
them at $10 a share and redeem them at $15 a share, since the redemption price per share was
almost uniformly on the basis of the market value of assets at the time of the

i
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Act seeks to prevent these abuses by providing that any securitiss association regis-
Securities Exchange Act of 1934 may adopt rules setting ocut methods of computing
members may purchase, sell, or redeem open~end securities and the minimum
between purchases and redemptions of such securities, Such associations
limiting and prescribing the method of computing the commissions their
transactions in the securities in order to avoid excessive sales loads,
the effective date of the Act, the power to make rules concerning these
Comxission. To the extent that such rules may be inconsistent with the
securities association, the latier will be superseded. The National
1ation of Securities Dealers, Inc., an association registered under the Securitiss Exchange
s has already adopted regulations which provide that prices, heretofore computed
once a day, shall be camputed twice daily., The effect of this rule is to
not to eliminate, possible dilution in the value of the shares of existing stock-
Parsuant to the Securities Exchange Act of 1934, ths rules of these associations be-
come effective unless the Commission take affirmative action with respect to them, In the
instant case the Commission, without indicating approval, allowed the rules to become effective.

Closed~end Compeanies,

Registered closed-end compankes are prohibited from purchasing securities of which they are
the issuer, except (1) on national securities exchanges or other open markets designated by the
under specified circumstances, (2) pursuant to tenders, or (3) under such other cir-
cumstances as the Commission may permit by rule, regulation, or order, The primary purpose of
this provision is to eliminate unfair discrimination in these transactions.
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The Commission has adopted a ruls as to repurchases of securities of closed-end companies
other than on an exchange or by tender which, in effect, permits a registered investment company
to purchase its securities for cash under the following circumstances:; The securities involved,
if entitled to cumlative dividends, are not in arrears; if not entitled to cummlative
dividonds, 90% of the issuer's net income for the last fiscal year was distributed to security
holders; if the securities are jJunior to securities representing indebtedness, such securities
ashall have at least 300f asset coverage after the purchase, and if the securities are junior to
any outstanding stock, such senlor securities shall have asset coverage of at lsast 200%
imsediately after the purchase and shall not be in arrears as to dividends; the seller is not to
the knowledge of the issuer an affiliated person; the securities are accompanied or preceded by
a written confirmation; the price paid is not above market or asset value, whichever is lower;
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the issuer discloses to the seller or his broker the approximate asset coverage per unit of the
subject securities; no brokerage commission is paid to any affiliated person of the issuer; the
purchase is made without discrimination; and if the security is a stock, notice of intention to
purchase must have been given to the stockholders at large.

Plans of Reorganization.

In comnection with any reorganization 3/ involving a registered investment company, the Act
provides that copies of all the documents relevant to the solicitation of proxies, consents, and
other types of action of security holders be filed wiih or mailed to the Commission, The Act
also vests in the Commission two functions with reference to reorganizations. First, the
Commission is asuthorized, if requested by any participating registered investment company or the
holders of 25 percent of any class of its outstanding securitles, to render an advisory report
in respect of the fairmess of any plan of reorganization and its effect upon any class or
classes of security holders, Second, it may seek to enjoin the consummation of any such plan in
the courts on the ground that it is grossly unfair or constitutes gross misconduct or gross
abuse of trust on the part of officers, directors, or other specified persons sponsoring the
plan,

With respect to the first —— the power to render advisory reports on request = three such
requests have besn received. In each case an advisory report was prepared and distributed to
the interested security holders. The type of problem involved in these reports is illustrated
by the first plan of reorganization presented to the Commission. The plan involved consolida=-
tion of two investment companies followed by offers of the consolidated company to exchange its
securities for outstanding securities of three other investment companies which were thereafter
to dissolve, The companies involved were Standard Investing Corporation, International Equities
Corporation, Central Capital Corporation, Atlantic Securities Company of Boston, and Beacon
Participations, Inc, All of these companies were affiliated and were the component companies in
a system of invesiment companies known as the Henderson Group. Standard Investing Corporation
and International Equities Corporation were the consolidating companies, the other three the

dissolving companies,

The complicated issues presented by this reorganization can'be indicated merely by pointing
out the complex capital structures of the companies (which created sharp conflicts of interest
among the holders of the various classes of securities) and the types of assets which had to be
valued (as a basis for determining the fairness of the treatment accorded by the plan to the
various security holders), As to capitsl structure, Beacon Participations, Inc., had outstand-
ing two classes of preferred stock and common stock; Atlantic Securitles Company of Boston had
outstanding debentures, a preferred stock, and a common stock; Central Capital Corporation had
outstanding only common stock; Standard Investing Corporation had outstanding debentures, pre-
ferred stock and common stock; International Equities Corporation had outstanding two classes of
stock with different claims against the company!s assets and profits., Various degrees of cross-
ownership and circular-cwnership existed among the companies and all of the companies were con-
trolled by another company which was not being reorganized.

The underlying assets of these companies, upon the wvaluation of which depended in a large
measure the fairness of the treatment accorded to all the classes of security holders involved,
wore as follows: real estate and hotel companies, service companies, a company mamfacturing
fiber containers, an aviation accessory company, and diversified investment securitiess

After mmerous conferences between the management of these companies and members of the
Commission's staff some features of the original tentative plan desired by the management were
altered, In the report of the Commission addressed to the security holders, the plan was care-
fully explained; the capital structures were outlined; the methods of evaluating the assets,
particularly the assets having no quoted market valucs, were discussed; and the effect of the
plan on the existing rights and privileges of each of the cutsianding classes of securities were
analysed and defined,

2/ The term includes among other things a dissolution, merger, consolidation, a sale of a sube
stantial portion of assets, and rocapitalizations,
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It was indicated to the security holders that the Commission did not recommend or approve
the plan. The stated purpose of the Commission was to assist security holders in exercising
their judgment whether or not to accept the plan of reorganization. It was, however, the opin—
ion of the Commission that the plan, on the basis of certain specified assumptions, was
sufficiently within the limits of fairmess to Justify its submission to the security holders for
their consideration.

This function of the Commission fills a long-felt need. It enables security holders who
often do not possess great financial knowledge to obtain an impartial analysis of the effects of
a plan of reorganization on their securities, thus enabling them to arrive at an informed judg-
ment as to the merits of the plan, It is important to note that although the Commission has
authority to submit advisory reports only when requested by the reorganizing company's manage-—
ment or by 25 percent of its security holders, the existence of its power to seek an injunction
restraining any grossly unfair plan of reorganiszation has resulted in the submission by invest-
ment companies of several plans for informal consideration as to fairness before solicitation of
security holder approval.

Periodic Payment Plan Certificates and Unit Investment Trusts.

As already indicated, since these periodic payment certificates are sold to persons of
amsll means, who frequently default in their payments, the sales load, if it is deducted in its
entirety from the early payments, will result in substantial loss to those investors whose pay-
ments lapse early in the period of the contract. The Act deals with this problem by providing
that the sales load on such certificates shall not be more than 9 percent of the total payments.
Not more than one-half of this sum may be deducted during the first year and the balance must be
spread proportionately over the entire period of the contract.

Face Amount Certificate Companies.

In discussing above the different types of investment companies under the Investment
Company Act of 1940 it was indicated that among the chief problems presented under the Act by
face-amount certificate companies were those of certificate reserves and of selling methods,
Since Jamary 1, 1941 (the effective date of the Act for this type of investment company), the
efforts of the Commission in relation to this type of company have been directed mainly to the
enforcement of the reserve requirements and certain related provisions of the Act pertaining to
eligibility of assets, custody of assets, and certain provisions relating to cash surrender and
loan values,

The Investment Company Act of 1940 in its application to face-amount certificate companies
thus differs somewhat in concept from the Act in its application to the more common types of in=
vestment company. A very close resemblance to state statutes regulating life insurance com=
panies may be noted, It is obvious, therefore, that in administering these sections of the Act
important actuarial questions arise in addition to the usual legal, accounting, financial, and
selling problems., In its efforts to obtain compliance with these requirements the Commission
has devoted much time to conferences and correspondence, much of it of a highly technical
nature,

An interesting variant to the face-—amount certificate company was found in a number of
gtates, An insurance company (usually a fire or casualty company) is organized under state laws
and an affiliated company organized by the promoters of the insurance company. The affiliated
company then offers to the public a face-amount certificate under the terms of which the pur-
chaser is to pay to the issuing company $1,200 over a 1lO-year period in monthly or other .
periodic installments, on the representation tbat at the end of the period the purchaser will
receive back in cash the total of his payments to the company plus a specified rmumber of shares
of stock in the insurance company. These shares, under the plan, are purchased by the face-
amount certificate company out of the earnings on the payments of the installment purchasers to
the face-amount certificate company which are to be invested in various media, It is urged by
those enterprises that the plan not only returns all the principal to the investor but finances
the insurance company and secures a wide distribution of its stock which promotes good will.
While such companies registered under the Act, no company of this type has yet revised its
structure so that it could comply fully with the provisions of the Act and proceed with its
selling program, The sales of the securities of all companies of this type have been discon~-
timed pending compliance with the Act.
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The documents filed under the Investment Company Act in each of the past three fiscal years
were as follows:

Fiscal Year
1944 1943 1942

Number of registered investment companies:

Beginning of year 390 397 436
Registered during year 8 14 17
Terminations of registration during year 27 21 56
Number of companies registered at end of year 371 390 397
Notifications of registration 8 14 17
Registration statements 5 23 245
Amendments to registration statements 47 95 123
Anmial reports 248 215 196
Amendments to anmual reports 53 18 15
Quarterly reports : 809 a1 196
Periodic reports to stockholders containing
financial statements 706 1078 633
Reports of repurchases of securities by
closed-end management companies 1m 114 26
Copies of sales literature 910 1069 947
Applications for exemption from various
provisions of the Act 34 51 105
Applications for determination that applicant
has ceased to be an investment company 2 11 yAA
Total applications:
Pending at beginning of year 95 91 67
Filed during year 55 63 149
Disposed of during year 68 59 125
Pending at end of year a 95 91
Amendments to applications 57 40 90

Important Judicial Proceedings under the Act.

Section 22 (e) of the Act prohibits the suspension of redemption of redeemable securitiss
issued by investment companies for a period of more than seven days except during certain speci-
fied emergency periods or other periods fixed by the Commission, The first action in which the
Commission requested and obtained the appointment of a permanent receiver to ligquidate an in-
vestment company arose under this section upon the failure by the company to make redemption on
its outstanding beneficial shares, to furnish semi-anmual reports to shareholders or to file
quarterly reports with the Commission., In that case, as the Court pointed out _4_/ there was "a
complste and irremediable failure of corporate purpose and of corporate management® and "Fiscal
(Fiscal Fund, Inc.) is receiving no investment advice and has defaulted in its redemptions, Its
shareholders are receiving none of the service for which they bargained®., The Court contimed:

uI can see no substantial hope of ever reviving this businesas, It cannot contimme to
function under its present set up. As stated by the Commission in its brief: 'The reason
for the failure of interestéd parties to obtain new management and to restore Fiscal to its
intendsd functions is obvious, The management or maintenance fee of $3,000 per anmm is
too small to sttract any disinterested, campetent management. Furthermore, any increase in

4 %:cm-itiea and Exchange Commission v, Fiscal Fund, Inc, = Fed, Supp., = (1943) De Ce
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the fee would require unaminous consent of the bemeficial shareholders; would substantially
alter their investment, would absorb a disproportionate share of Fiscal's meager income and
would undoubtedly result in a flood of voluntary redemptions which would only aggravate and
intensify the situation.'®

On July 2, 1943 the Commission filed a complaint in the United States District Court at
Minneapolis against Investors Syndicate, Investors Syndicate of America, Inc., and Investors
Mutual; Inc., their directors, principal officers and certain key employees charging that they
had violated the Securities Act of 1933, the Securities Exchange Act of 1934 and the Investment
Company Act of 1940. The corporate defendants are investment companies registered as such with
this Commission under the Investment Company Act of 1940. Investors Mutual, Inc. and Investors
Syndicate of America, Inc. have effective registration statements on file with the Cosmission
covering their securities pursuant to the Securities Act of 1933. The three companies are
affiliated under common management and control. Investors Syndicate is also the principal under-
writer and distributor of the securities of Investors Mutual, Inc. and of Investors Syndicate of
America, Inc.

The Commission charged that after Investors Syndicate organized Investors Syndicate of
America, Inc. and Investors Mutual, Inc., Investors Syndicate in breach of fiduciary relation-
ship to its own certificate holders devised a scheme to switch its certificate holders into the
securities of Investors Syndicate of America, Inc., and Investors Mutual, Ince The Commission
charged that Investors Syndicate induced its certificate holders to terminate such contracts and
to reinvest in Mutual Shares of Investors Mutual and in Serdes One certificates of Investors
Syndicate of América, Inc. These transactions were not only alleged to be in wviolation of
Section 11 of the Investment Company Act of 1940 relating to the making of offers of exchange
without first obtaining Commission approval, but were also alleged to be to the financial disad-
vantage of the companies' own security holders who, the Commission claimed, were induced to
enter into these transactions by many false and wmisleading statements. The Commission also
charged that Investors Syndicate, as principal underwriter for Imvestors Syndicate of America,
Inc. and Investors Mutual, Inc., was engaged in selling securities of those companies by means
of false and misleading statements, The complaint charged gross misconduct and gross abuse of
trust on the part of Investors Symdicate, its principal officers and directors and the Commis~
sion asked for removal of these officers and directors from office as well as for the removal
of Investors Syndicate as underwriter for Investors Mutual, Inc, and Investors Syndicate of
America, Inc. Since the removal of these officers and directors would leave Investors Syndicate
without management, the Commission asked the Court to appoint a receiver for that company,

On October 18, 1943 the corporate defendants while denying any misconduct or the violation
of any statute, rule or regulation, consented to the entry of a judgment enjoining them, their
officers, directors, and emplgyees in the sals of securities from violating the registration and
fraud provisions of the Securities Act of 1933, certain fraud provisions of the Investment Coam-
pacy Act of 1940, as well as from engaging in switching operations and making offers of exchange
of the securities of Investors Syndicate of America, Inc, and Investors Mutual, Inc. for the se~
curities of Investors Syndicate contrary teo the provisions of the Investment Compeny Act of
1940. After this judgment was entered a voting trust agreecment was executed by certain deposit—
ing stockholders of Investors Syndicate who owned a majority of its authorised voting stock by
Investors Syndicate, itself, and by three voting trustees, This agreement was filed with the
Clerk of the Court on Jamary-17, 1944. Nome of the voting trustees had ever been connscted
theretofore with any of the companies. According to the trust agreement no successor trustee
may be a person who prior to the date of the voting trust agreement has been an officer,
director, agent, ssrvant or employee of Investors Syndicate or of any of its affiliated com-
panies and no voting trustes is permitted to own beneficially more than one share of common
stock or a voting trust certificate representing more than one share, The agreement provides
that the By-lLaws of the Corperation are to be amended so that the Board of Directors shall con-
sist of not less than three nor more than five directors and the trustees are requirsd to elect
thamselves to the Board, o

The voting trust, which terminates thres years from the date of its existence, provides
that the trustees shall cause the business and operatioms of Investors Syndicate to be conducted
in accordance with all applicable statutes, rules and regulations and in accordance with good
business practices, and,to that end, the trustees as soon as practicabls, are to take such
action as in their judgment is necessary or desirable for the supervision, selection or reten-
{lon of personnel of the Corporation, including its management and sales personnel, or for the
removal of any such personnel as they may deem necessary or desirable to accomplish the purposes
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of the trust. The trustees are to take such action as is necessary or desirable for the

of sound accounting methods and practices which will fully and fairly reflect the
financial condition of the Corporation, including adequate provision for certificate and other
reserves in respect of securities issued by Investors Syndicate for the full and fair presenta=
tion of financial statements with reference to it and its affiliated companies. The trustees
are also to take such action as is desirable for the adequate instruction and education of sales
representatives with respect to proper sales practices, and the requirements of statutes, rules
and regulations perteining thereto, including knowledge and understending of the terms and pro-
visions of securities previously issued by Investors Syndicate and the securities distributed or
being distributed by it as underwriter for any other investment companmy. So that these purposes
may be effectively accomplished, the voting trustees in addition to the taking of any such ac~
tion by them, are to make such investigations, examinations &nd surveys as they may deem necese
gary or desirable; and upon completion of these investigations the trustees are to make a report
to all the holders of common stock of Investors Syndicate, which shall include their recommenda-
tions for the correction of any practice or any other action with referemnce to Investors Syndi-
cate or its affairs which they may deem necessary or advisable in order adequately to protect
the rights and privileges of all classes of security holders and creditors of the Corporation.
The trustees, however, are not bound to follow any advice or counsel given to them by the common
stockholders of Investors Syndicate.

Following the creation of the voting trust, the Commission moved the dismissal of the
action without prejudice as to the matters not encompassed within the terms of the judgment
entered on October 18, 1943 and an order of dismissal without prejudice was emtered by the
Court.

On September 9, 1942, invoking for the first time the provisions of Section 36 of the In-
vestment Company Act of 1940, the Commission filed an action in the United States District Court
at Kansas City, Missouri, against a face-amount certificate coarporation known as United Funds
Management Corporation (hereinafter sometimes called United), 5/ its officers and directors,
charging that since Jamary 1, 1941 the individual defendants Inown that the reserves of the
corporation were not-sufficient to provide for the payment of the outstanding certificates at
maturity; that the defendants had been and were inducing the certificate holders to surrender
their certificates for the cash surrender values, that this method of retirement was calculated
to cause considerable loss to the certificate holders and to emrich unjustly the directors and
officers who were the principal beneficial ommers of the preferred and common stock of the com-
pany; and that these directors and officers had failed to effect a plan of liquidation which
would be fair and equitable to the certificate holders, The Commission charged that the indi-
vidual defendants in committing such acts were guilty of gross misconduct and gross abuse of
trust and were therefore subject to removal from office under Section 36 of the Investment
Company Act of 1940, The Commission in addition to asking for the removal from office of the
directors and principal officers requested that a receiver be appointed to conserve the assets
of the corporation and to hold such assets subject to the order of the Court for liquidation and
distribution among the creditors, face-smount certificate holders and stockholders of the

company.

Under the terms of his contract each purchaser was required to make installment payments
for a specified mumber of years and at the end of that period was entitled to the face amcunt or
naturity value of that certificate, which amount exceeded the total emount of payments made by
the purchaser, After the certificate remasined in force for a stated period (usually about 18
months) the holder was entitled to receive at his option, upon surrendering his certificate, the
amount fixed in the certificate known as the cash surrendsr value. Prior to the seventh year in
the case of a l0-year certificate, or the ninth year on a l5-year certificate, the cash
surrender value was less than the amount paid in by the certificate holder, but from that date
on the cash surrender value was greater than the total amount of installwent payments made by
the purchaser, Many of the surrenders which it was charged were induced by the management in-
volved certificates which had a cash surrender value of less than the amount paid in,

g/Siml%UutedMahmgmntCprationmuamdmdaddtotMpablumm
series of face-amount certificates, Various issues of these certificates had been widely
distributed and 20ld in about 22 statess
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The Commission charged that the purpose of United!s campaign was to improve the equity
stock of the company by inducing certificate holders to accept less than the amount of their
payments to United and to relinquish the benefit of the proportionately greater improvement
called for by the certificates as they proceeded to maturity; thus relieving United of the
burdensome obligation to improve its certificates, The mechanics of this plan involved, in
part, the switching of certificate holders into other securities,

The District Court issued a temporary restraining order enjoining the defendant directors
and officers from inducing or persuading holders of face-amount certificates to cash surrender
their face—amount certificates; from making loans to certificate holders; from retiring certifi-
cates either at the cash surrender value or at the face—amount thereof; and from receiving any
money from certificate holders unless such money is immediately segregated in a trust account
with a corporate trustee approved by the Court; and by order of the Court the Commerce Trust
Company, Kansas City, Missouri, was appointed trustee for this purpose.

While the action was pending United filed a petition in bankruptcy and was duly adjudicated
a bankrupt on October 1, 1942. Thereafter on October 23, 1942 the District Court invited the
Commission to participate in the baniruptcy proceedings as amicus curiae and the Commission has
acted in that capacity since such invitation.

The banlauptcy having progressed to the point where a trustee had been appointed and
practically all of the assets of the company having been converted into cash, and partial dis-
tribution having been ordered, the rommission in May 1944 consented to the entry of an order
dismissing itr . trought pursusn. to Section 36 of the Investment Company Act.



PART VII
ADMINISTRATION OF THE INVESTMENT ADVISERS ACT OF 1940

The Investment Advisers Act of 1940 requires the registration of investment advisers, that
is, persons engaged for compensation in the business of advising others with respect to securi-
ties. The Commission is empowered to deny or revoke registration of such advisers if they have
been convicted or enjoined because of misconduct in respect of security transactions. The Act
also makes it unlawful for investment advisers to engage in practices which constitute fraud or
deceit; requires investment advisers to disclose the nature of their interest in transactions
executed for their cliemts; prohibits profit sharing arrangements; and in effect prevents
assigoment of investment adviscry contracts without the client's consent.

ENACTMENT AND GENERAL NATURE OF ACT

The Investment Advisers Act became effective November 1, 1940. Its emactment stemmed
largely from a report sent to Congress in August 1939, on "Investment Counsel, Investment
Management, Investment Supervisory and Investment Advisory Services", following a study of such
services conducted ancillary to the Commiseion's Investment Trust study.

The Act covers all individuals, partnerships, corporations, or other forms of organization
which for compensation engage in bhe business of advising others, either directly or through
publications or writings, as to the value of securities or as to the advisability of investing
in, buying, or selling securities, or who for compensation and as part of a regular business
disseminate analyses or reports concerning securities. Exempted from the provisions of the Act,
however, are newspapers, magazines, and financial publications of general and regular circulation;
brokers and security dealers whose investment advice is given solely as an incident of their
regular business for which no special fee is charged; banks; certain bank holding campany af-
filiates; individuals or organizations which give advice solely with reference to securities
issued or guaranteed by the United States or corporatiomns in which it is interested; and lanyers,
accountants, engineers, and teachers whose investment advice, if any, is furnished solely in-
cidental to the practice of thelr professions.

Exception from the registration requirements of this Act is provided for: (1) individuals
or organizations which act as investment advisers solely for investment and insurance companies;
(2) individuals or organizations all of the clients of which are residents of the State in which
they do busineas, provided no advice is given with respect to securities traded on national se-
curities exchanges; and (3) individuals or organizations which do not hold themselves out as
investment advisers generally to the public and which have had during the preceding year less
than fifteen cliemnts.

Registered investment advisers are prohibited from employing any device, scheme, or arti-
fice to defraud any cliént or prospective client, or to engage in any transaction, or practice,
or course of business which operates as a fraud or a deceit upon any client or prospective
client. These frand provisions are similar to those under the Securities Act of 1933 and the
Securities Exchange Act of 1934. Furthermore, if an investment adviser acts as a principal for
his own account in comnection with the sale of any security to or purchase of any security from
a client, he must disclose to such client, in writing, the capacity in which he is acting with
respect to such transaction, and obtain the consent of the client to such transaction,

REGISTRATION OF INVESTMENT ADVISERS

On November 1, 1940, 605 investment advisers became registered. The number has indreased
since that date, and as of June 30, 1944 a total of 719 were registered under the Act. The
following table reflects the registration record for the entire period and for the year ending
June 30; 1944.
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Investment Advisers Registrations Under
The Investment Advisers Act of 1940

For entire period
September 24, 1940% For year ending
to June 30, 1944 June 30, 1944

Applications pending at beginning of period. . . . « » - 9
Applications filed 2 ¢« e ¢ o ¢ 06 ¢ 0 0606006000 1098 a8
Applica.tions Withdrawn g ¢« « ¢ ¢ ¢ s ¢ 6 06 ¢ ¢ ¢ 8 o o 7 -
Reglistrations withdram. « ¢« ¢« ¢ ¢+ ¢ ¢ ¢ ¢ ¢ ¢ ¢ ¢ ¢ & 206 60
Registratims canceled 2 ¢ ¢« o o o o s 6 0 0 0 0 0 0 0 65 8
Registraticns denied 2 « ¢« ¢ ¢ ¢ ¢ ¢ 0 06 0 0 000 0 o 1 -
Registrations TeVOKede ¢ « o o ¢ 0 ¢ 6 06 6 06 6 0 0 0 @ 3 1
Registrations effective at beginning of period 2 « » « - 68
Registrations effective on June 30, 1944 2 ¢« « ¢ s o o 719 719
Applications pending on June 30, 1944. ¢ « o ¢ ¢ o o o 7 _7 -
Total 1098 1008 795 05

# The date on which the first applications were received. A total of 605 investment advisers
became registered on November 1, 1940, the effective date of the Act.

The investment adviser is a comparatively new institution in finance, emerging as an in-
dependent occupation or profession only after the first World War. Less than 20 of the invest-
ment advisers now registered were in business prior to 1919. More than 85 percent commenced
their investment advisory activities after 1930, As might be expeclted, registered investment
advisers are concentrated in the larger financial commmities. Approximately 85 percent are
located in eight states: New York, Ohio, Michigan, Massachusetts, Pemnsylvania, New Jersey,
T1linois and California. The largest concentration, approximately 40 percent, is in the State
of New York.

373 of the registered investment advisers are also engaged in other business enterprises
or professions, 172 are also registered as brokers and dealers, Among the other 201 are ac-
countants, engineers, lawyers, doctors, dentists, college professors, insurance brokers and per-
sons engaged in business and estate management.

The Act prohibits an adviser from representing that he is an "investment counsel® and from
using the name “investment counsel™ as descriptive of his business unless he is primarily engaged
in giving continuous advice as to the investment of funds on the basis of the individual needs
of each client and unless his application so states. 328 registered investment advisers repre-
sent in their applications that they are primarily or exclusively engaged in this type of busi-
ness. The services of 85 registered investment advisers comnsist solely of informatiom and
advice through publications and 118 others also issue publications in one form or another. The
following tabulation with respect to the gemeral character of the services provided has been
abstracted from applications for registrations:
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Tabulation Showing General Character of Services Rendered by
Investment Advisers Registered as of June 30, 1944

Mumber of registrants who are engaged in giving continuous
advice on the basis of the individual needs of clients:

Exclusively or primarily s s 2 s ¢ ¢ ¢ ¢ 2 ¢ ¢ 8 8 8 2 28 ¢ ¢ 8 0 8 8 2 228 8 2°, 276

Exclusively and also issue uniform publicationS. « ¢ o ¢ s ¢ ¢ ¢ o ¢ ¢ 0 0 ¢ ¢ o 13
Primarily and also issue uniform publications o+ ¢ « ¢ ¢ ¢ ¢ ¢ ¢ ¢ ¢ ¢ ¢ 0 ¢ o » 9
Snbstmtim.y. e o [ ] L ] * L ] L] * o & o e & & o e o * o [ 4 [ ] . L] L] L N ] L ] L] L] [ ] * *® * 105
Substmtialh and also issue uniform publications. ® 6 ¢ 6 6 06 6 o s 06 s 8 0 s 0 32
Incidmtally............0..0.............0.... 86
Incidentally and also issue wniform p‘ublicatims e 6 ¢ 8 5 6 o & 0 8 & 2 0 0 0 @ 34

Number of registrants who issue publications but do not give
continuous advice on the basis of the individual needs of clients. . « ¢« o o « & 85

Number of registrants who are not engaged in giving continuous
advice on the basis of the individual needs of clients and who
donotiesuepublication&....o..............-..-..-.. _42_

Total 719

The Comission's duties with respect to registration of investment advisers are substan-
tially similar to its duties relating to registration of over-the-counter brokers and dealers
under the Securities Exchange Act., The disclosures required for registration of investment
advisers, however, are somewhat broader than those required in the application for broker-
dealer registration, Although the Camission has no authority under the Act to pass upon the
qualifications of an investment adviser, the Act requires an applicant for registration to dis-
cloge information concerning the educstion of the principals in the firm and information con-
cerning all of their business affiliations for the preceding ten years, including, of course,
present business affiliations. Comparable information is not required in the application for
broker-dealer registration, except to the extent that brokers and dealers must disclose a ten-
year history or previous connections in the securitles business. The added requirement
recognizes that professional qualifications, although not a prerequisite to registration, may
be material to investors who seek the services of investment advisers. The requirement that
such information should be availabls in a public record follows the general disclosure
philosophy underlying other Acts administered by the Commission.

Compensation for services rendered by investment advisers varies., "Investment
Counselors®, that is those registered advisers engaged primarily in giving continuous ad-
vice as to the investment of funds on the basis of the individusal needs of each client and
who so state in their applications, generally charge either a fixed fee or a fee computed
at a certain percentage of the aggregate value of the assets managed. A number scale
their rates according to the size of the fund supervised, Investment advisers whose serv-
ices consist only of uniform publications charge fixed subscription prices for such pub-
lications, The Act does not prescribe any method for computing fees but it prohibits fees
computed on a profit-sharing basis,

¥t

ENFORCEMENT

The Coomission is granted authority to make investigabtions when it appears that the
provisions of the Aét have been or are about to be violated, and by the use of its subpoena-
power may obtain information concerning such violations. If an investigation establishes
violations of law, the Commission may set punitive machinery in motion. It may aiso seek
to enjoin violations and under specific circumstances it may Pevoke ar deny registration.
The exercise of this power 5f investigation has resulted in actions against four investment
advisers, Registration of George C. Crowmier, doing business as The Investors Information
Co., was denied on March 27, 1941, 1/ based on an injunction entered by the Supreme Court,

1/ Investment Advisers Act Release No. 16.

- aa e eb——
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New York State, under the Martin Act enjoining Crowder from certain fraudulent practices.

F. W. Dyer, doing business as Empire Service Co.,, was enjoined from engaging in and con-
tinuing fraudulent practices by decree of United States District Court for the District

of Colorado, entered on January 3, 1942, on a bill in equity filed by the Commission. His
registration as investment adviser was revoked on February 27, 1942, 2/ On complaint of
the Commission, Frances J. Lubbe was similarly enjoined in March 1943, by decree of United
States District Court for the Southern District of Illinois, and a receiver was appointed;
the investment adviser registration and the broker-dealer registration of Lubbe were re~
voked on July 8, 1943. 3/ The registration of Petroleum Information Service, Inc.,, was
revoked on January 4, 1943; 5/ the fact that its president, who also controlled the firm,
had been enjoined under the Martin Act in the State of New York from certain fraudulent prac-
tices established a basis under the Act for proceedings on the question of revocation of its
registration.

The protections afforded under the Investment Advisers Act, however, are not so extensive
as those afforded with respect to the activities of brokers and dealers under the Securities
Exchange Act, chiefly because the Advisers Act does not grant power to the Commission to ine
spect books and records such as is granted under Section 17 (a) of the Exchange Act. The
absence of such power limits the effectiveness of the Act with respect to protection of ine
vestors, The Commission cannot, for instance, make periodic inspections to determine whether
advisers who claim in their applications that they do not accept clients'! funds for invest-
ment or securities for safekeeping have truthfully reported the nature of their activities.
Neither can the Commission meke periodic examinations to determine whether those advisers who
admit that they do accept custody of clients! funds or securities keep such property intact.
This omission leaves unsupervised and unprotected a broad field in the handling of investment
funds of the general public. The seriousness of the situation is illustrated by the follow-
ing summaries of two of the Commission's investigations. §_/

(1) Albert E. Atkinson. In September 1941, & member of the Commission's staff attempted
several times to make a routine inspection of the books of Atkinson, who was registered with
the Commission both as an investment adviser under the Investment Advisers Act of 1940 and as
a broker-dealer wunder the Securities Exchange Act of 1934. Each time he was unsuccessful
because of Atkinson's absence. When finally interviewed, Atkinson stated that he conducted
only an investment advisory business; that he had but five or six clients, each of whom paid
him an annual fee of $5,000; that he did not have custody of customers! securities or funds;
that he did not buy from or sell to the public as a dealer; and that he maintained his broker-
dealer registration only so that it would be available to him when and if he should desire to
engage in the securities business. Furthermore, he stated that, since his sole function was
that of selling investment advice, he kept no books or records except a check book. Since
the Commission possessed no evidence to ths contrary, and since under the Investment Advisers
Act 1t has no powers of inspection, the matter was closed.

Subsequently, information was obtained which indicated that Atkinson's statements were
false. A formal investigation was institated by the Commission. Before its completion
Atkinson committed sulecide.

The investigation revealed that he had had about 150 clients who had placed $1,700,000
in cash and securities in his hands, of which they received back approximately $1,100,000 for
an indicated loss of $600,000.

2/ Investment Advisers Act Release No. 28¢
"3/ Investment Advisers Act Release No. 37, Securities Exchange Act Release No. 3456.

4/ Investment Advisers Act Release No. 35.

g/ The case historlies of Albert E. Atkinson and Robert J. Boltz are recited in greater detail
in the Commission's Report to Congress on January 31, 1945, recommending certain amendments
to the Investment Advisers Act,
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From statements made by his clients it appeared that Atkinson comstantly gave the appearance
of financial responsibility and affluence; his office created the same allusion. His clients
trusted him implicitly. Many of them believed him to be a market wizard., Most of them entered
into no formal agreement with him regarding his services, but simply turned over their securities
and funds to him upon the oral understanding that he would have full discretionary authority to
buy and sell securities for them and invest and reinvest their funds, merely sending them state-
aents from time to time,

It was learned further that his compensation was invariably based upon a share of the
clientst! capital gains, which is directly contrary to his representation that he charged an
anmmal fee of $5,000 to each customer.

Shartly before his death, Atkinson had sent to his clients statements reflecting their
"equities® amounting to about $1,500,000, which later proved to be wholly fictitious. His assets
amounted to a very small fraction of the amount claimed by his clients.

(2) Robert J. Boltz. The Boltz case broke a few days before the Investment Advisers Act be-
came effective, He had operated an investment advisory business in Philadelphia for more than
thirteen years, but had not been registered as a broker—dealer with either the Pennsylvania Se-
curities Commission or this Commission. About the middle of October 1940 representatives of the
Pennsylvania Securities Commission requested permission to examine his books and records. He
refused, asking for a day to consider it, and promptly disappeared. The Pennsylvania Securities
Commission informed this Commission's New York office of the fact and both agencies collaborated
in the ensuing investigation, which ultimately resulted in Boltz' pleading guilty to Federal and
State charges. In February 1941 he was sentenced to twemty to forty years' imprisomment.

The investigation revealed that, as in the case of Atkinson, Boltz gave every appearance of
success and financial respomnsibility., His clients had the utmost trust and confidence in him,.
By 1940, he had built up his business to some 180 accounts and held funds and securities valued

-at Wmly ‘1,500,0“).

His method of operatian was swift and sure. A client would turm over to him securities,
cash, or possibly both with which to open an account. The sSecurities were almost immediately
converted into cash, Trough fictitious entries of purchases and sales, the client's account was
built wp to. show holdings of various iasues and a substantial profit over the amount originally
entrusted to him. Actusl transactions in securities were, for the most part, for his own account,
m’mon]yreal dealings for clients being the sale of stocks or bonds turned over to him for

t.

On Avgust 25, 1942 the receiver armounced that the 180 creditors who had established claims
would shortly receive a 2% initial payment and that not more than 3-1/2% would be returned on
the. $1,500,000 in cash and securities entrusted to Boltz.

Since, with its limited powers under the Act, the Cammission can only set the machinery of
the law in operation after violations have been established, the Act should not be relied on as
a measure b0 prevent such fraudulent practices, except, of course, to the extent that any law
which provides criminal penalties may act in and of itself as a deterrent to crime,

§
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PART VIII
THE COMMISSION'S FIRST DECADE IN THE COURTS

INTRODUCTION

This review of the Commissionfts first ten years in the courts summarizes the Cammission's
efforts to effectuate the policies of the Securities Act of 1933, the Securities Exchange Act
of 1934, the Public Utility Holding Company Act of 1935, and the Investment Company Act of
1940. 1/ Enforcement of the provisions of the Trust Indenture Act of 1939 and the Investment
Advigers Act of 1940 has been well-nigh entirely a matter of administrative procedure, with an
almost complete absence of court review or cowrt enforcement.

The greater portion of the Commission's work in administering these statutes never reaches
the courts, Thus, in the administration of the 1933 and 1934 Acts, general rules, opinions and
orders, interpretative opinions, and full and free cammmication with the Commission and its
staff, enable all those concerned with the issuance and marketing of securities to avoid viola-
tions; while investigations, and even kmowledge of the prospect of investigation, deter as well
as disclose offenses. In the administration of the Holding Company Act the day-to-day regula-
tion of the activities of holding companies is mainly a matter of licensing tramsactions which
meet the standards of the Act. Indeed, most of the Commission's formal orders have not been
challenged in the courts, either because the orders gramted the relief sought by the persons
who might have been aggrieved by an adverse order, or because what would otherwise have been
disputed issues were satisfactorily adjusted at the administrative level, before the orders were
issued. Thus, although the Coumission has issued more than 2,000 formal orders under the Acts,
only about 100 petitions for revliew have been filed, and approximately half of those were dis~
missed on motion or stipulation of the parties before decision on the merits.

Through the cases in which it has participated, the Commission has obtained a basic set of
precedents interpreting its statutory powers and duties. Many of these cases have not enly af-
fected the Commission's own work but have also played a significant part in the development of
general administrative and corporate law.

GENERAL RESULTS

By June 30, 1944, the Commission had instituted 508 civil actions under the Securities Act
of 1933, the Securities Exchange Act of 1934, the Public Utility Holding Company Act of 1935,
the Investment Company Act of 1940, and the Investment Advisers Act of 1940. These were for the
most part actions in the federal district courts to enjoin apparent or threatened violations of
the Securities Act and Securlties Bxchange Act; the balance included district court proceedings
to enforce subpoenas issued in the course of investigations under the Securities Act and the
Securities Exchange Act, applications to carry out voluntary plans of compliance with the cor-
porate integration and simplification provisions of the Holding Company Act, and a small number
of miscellaneous legal proceedings. Of these cases, 479 were closed and 30 were still pending
at July 1, 1944.

During the same period, 188 legal proceedings were instituted against the Commission. The
actions against the Commission were principally petitions for review in the ecircuit courts of
eppeals and the Court of Appeals for the District of Columbia of Cammission orders under the
Securities Act, the Securities Exchange Act, the Public Utility Holding Company Act, and the
Investment Company Act, and federal district court proceedings to enjoin enforcement of these
Lcts and subpoenas issued by the Cammission in investigations thereunder; the remainder com~
prised a small number of miscellaneous actions in state and federal courts against the Commis-
sion or 1ts officers. 0f the foregoing actions against the Commission, 169 were closed and 19

were still pending at July 1, 1944.

1/ A detailed review of the significant decisions has been given in the chaptera relating to
each of the statutes administered by the Commission. A tabulation of the cases
indicating the sections of the statutes involved is given in Appendix Table 32.
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In the private suits in which the Commission was permitted to appear as intervener, and in
various cases wherein the Commission participated as amicus curias, the Commission undertook to
defend the constitutionality of the Acts, to express ITs views as to the respective fields of
Jurisdiction of the Commission amd the courts, and to obtain judlcial interpretation of the Acts,
rules and orders involved in such suits, comsonant with the public interest.

The record of civil actions in federal district courts instituted by and against the Commis-
sion (including the intervener and amicus curlae cases) comprises more than 500 cases, of which
only 10, or less than two percemt, resulted in adverse decisions.

In addition to these cases, approximately 100 proceedings for judicial review of Commission
orders have been instituted in the circuit courts of appeals and the Court of Appeals for the
District of Columbia., Of these proceedings, which are actually original suits filed in those
normally appellate courts, 84 cases resulted in either denitl of the objections raised on the
merits or dismissal of the petition on motion or stipulation of the parties, g/ 13 cases are
still pending, 2/ and only 3 concluded cases have resulted in decisions setting aside the Come
mission's orders in whole or in part. 4/

g/ The dismissal of review proceedings by stipulation or on motion of the petitioners (about 50
cases) is considered as a tacit upholding of the Cammission's order, since in such cases the
effect is to leave the Commission!s order unreversed and required to be carried out.

Court orders affirming Commission orders on the merits and, as well, those dismissing peti-
tions for review on motlion of the Commlssion om legal grounds not going to the merits, are
considered alike as upholding the Commissionts position, since in both situatioms the result
is that the Commissionts order finally stands unreversed. Motions to dismiss, not granted
by the courts, are not reversals, however, since in all such cases the court proceeds to
consider the case on the merits, and it is that final decision which affirms or sets aside

the Comissionts order.

3/ One of the 13 cases still pending is Engineers Public Service Company v. S.E.C., 138 F. (2d)
936 (App. D. Co; 1943), wherein although the major portions of the Commission's divestment
order were upheld by the court of appeals, the order was actually set aside on one point re-
lating to the Camission's interpretation of the "other business® clauses of the Holding
Company Act. This case is treated as pending since the Suprems Court has granted certiorari
on the petitions of both the Commission and the company. No action has been taken by the
Court, however, to set the case for hearing,

é/ In Lawless ve S.E.C., 105 F. (2d) 574 (C.C.A. 1, 1939), the court set aside a Commission
order which sought to grant relief requested by International Paper & Power Company,
although the company was not then registered under the Holding Company Act.

In Charles G, Wright vs S.E.C., 112 F. (2d) 89 (C.C.A. 2, 1940), the court set aside a Cam=
mission order expelling Wright from various securities exchanges for violation of the anti-
manipulation provisions of the Securities Exchange Act. In a subsequent case, Wright v.
S.E.C.s 134 Fs (2d) 733 (C.C.A. 2, 1943), which is included among the 84 review proceedings
wherein the Commission's orders were upheld, the circuit court of appeals sustained the Com-
mission's order of expulsion which was issued upon a rehearing of the same charges against

Wright.

In S.E.C. v. Chenery Corporation, et al,, 318 U.S. 80 (1943), the Supreme Court held that the
Coumission had erred in relying on equity precedents for its decision that managers of a
registered holding company could not profit through a reorganization under the Holding Com-
pany Act with respect to stock purchased by them during the course of the reorganization.

The Commission's order was set aside and in February 1945, the Commission issued its findings,
opinion and order reaffirming its priocr decision. at this writing, the time for review has
g:tf yot eacpmi;:d. This proceeding is not treated as a panding case, since it is not pending

ore a ¢ .
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Appellate litigation under the statutes administered by the Commission involved appeals to
the circuit courts of appeals from judgments of the federal district courts in civil cases
brought by and against the Commission and in criminal cases prosecuted by the Department of
Justice. Of 50 appeals in civil cases instituted by or against the Commission, the records dis-
close the successful outcoms of 43 appeals. Only three appellate decisions resulted in reversal
of lower court judgments favorable to the Commission, and four appeals are still pending. 2/

BASIC QUESTIONS SETTLED

Fundamental, of -course, to any consideration of the Commission's record in the courts is
the question of how the courts have dealt with issues of constitutionality. Only the Securities
Act of 1933, the Securities Exchange Act of 1934, and the Public Utility Holding Company Act of
1935 have been challenged on constitutional grounds, and, with the exception of one case involv-
ing the constitutionality of the Holding Company Act, to which the Commission was not a party,
the courts have uniformly sustained the constitutionality of the provisions of these Acts in all
cases in which the question has arisen.

The registration, fraud and investigatory provisions of the Securities Act have been sus-
tained in ¢ivil and criminal cases by the Second, Fifth, Sixth, Seventh, Ninth and Tenth Circuit
Courts of Appeals and numerous federal district courts. The Second and Seventh Circuits and the
Court of Appeals for the District of Columbia and several district courts have upheld the con-
stitutionality of various provisions of the Securities Exchange Act. While the Supreme Court
has not undertaken to pass upon the camstituticmnality of any of the provisions of the Securities
Act or the Securities Exchange Act, it has denied certiorari to review a nmumber of the decisions
of ecircuit courts of appeals upholding those Acts in civil and criminal cases.

With respect to the Public Utility Holding Company Act, the Supreme Court has sustained the
constitutionality of the registration requirements; the First, Secomd and Third Circuit Cowrts
of Appeals, the Court of Appeals for the District of Columbia, and at least one federal district
court has upheld the constitutionality of the corporate simplification and integration provi-
sions; and the Eighth Circuit has affirmed on constitutional grounds a criminal conviction for
violation of the anti-political-contributions provision of the Act. In three cases the Supreme
Court has granted certiorari to settle constitutional questions arising under the corporate
simplification and integratiom provisions of the Holding Company Act and two other cases are now
pending on petitions for certiorari. None of these cases, however, has yet been argued befare
the Suprems Court.

2/ In civil appeals from injunctions obtained by the Commission, the occasional instance of an
affirmance as to only some of the defendants does not reflsct fallure of the Commissionts
efforts to prevent violations of the statutes administered by it but is, rather, a decision
that fewer persons than originally considered had actually been proved to have participated
in the wrongful acts,
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PART IX
CRIMINAL PROCEEDINGS

GENERAL

The statutes administered by the Cammission provide for the transmission of evidence of
statutory violations to the Attorney Gemeral, who may, in his discretion, institute appropriate
criminal proceedings. As a matter of practice, the Commission, largely through its tem regiomal
offices, thoroughly investigates all suspected violations and prepares detailed investigation
reports which go to the Attorney General whemever the investigations disclose a basis for
criminal proceedings. When it is decided to institute criminal proceedings the Commission as-
signs such of its employees as have participated in the investigation to assist in the prepara-
tion of the case for presentation to the grand jury, in the conduct of the trial, and in the
preparation of briefs on appeal. Where the investigation discloses violations of statutes other
than those administered by the Commission, reference is made to an appropriate federal or state

agency.

Up to June 30, 1944, 342 criminal cases were developed by the Commission and prosecuted
by the Department of Justice, and a total of 2,316 defendants were indicted in these cases. 1/
Of the criminal cases which have been concluded, ninety-five percent were successfully prose—
cuted as to one or more of the defendants named in the indictments. In two-thirds of these
cases no trial was necessary because of the entry of a plea of guilty or nolo contendere.
Sixteen cases resulted in elther dismissal of the indictments or in verdicts of not guilty as
to all of the defendants.

In cases of appeals verdicts of gullty were reversed as to all defendants in only six cases.
With respect to those six cases, however, the Government was successful in five cases in obtain-
ing new convictions on retrial; and while several new appeals were taken they all resulted in
affirmance of the convictioms., In fifty-nine appeals verdicts of gullty were affirmed, at least
ar to major defendants., Sevem criminal cases are still pending in the appellate courts.

The Commission's investigations have not been limited to activitlies in and about the great
financial centers, but have extended throughout the nation. Recently, during the course of a
single fiscal year, cases were instituted or tried in approximately forty of the federal dis-
trict courts, In any given year the cases under investigation or being prosecuted included
matters affecting investors residing in each of the forty-eight states.

Most of the cases developed by the Commission involve fraud in the sale of securities,
These are prosecuted for the most part under Section 17 (a) of the Securities Act of 1933,
and the reach of this statute is indeed considerable, as has been shown, in view of the broad
definition given to the term "security.® In the last few years there has been a distinct in-
crease in prosecutions under the Securities Exchange Act, particularly Sections 10 (b) and 15
(¢)e Many of the fraudulent sales were made possible, in part, by the.deliberate failure of
the promoters to file registration statements and prospectus material with the Coamission, as
required by the Securities Act. Hence a large rmumber of the criminal cases also charge viola-
tion of the registration provisions of that Act which appesr in Sectiom 5.

TYPES OF CASES

The frands and other statutory violations encountersd by the Commission in its investiga-
tions under the various Acts are as varied as human imagination and ingenuity can contrive.

of the cases have entirely novel features or present a new "twist®" of one kind or another.
is a rule, however, the cases fall into certain broad patterms, set out below:

(1) Bxpress %mmtatim. The most common type of fraud is the simple promotion
based upon express resentations, which does not involve any of the complex and refined
devices not infrequently employed in securities schemss, The promotion of mining ventures,
usually gold mines, and the sale of oil and gas interests frequently present opportunities for
perpetration of this type of frand. Thus, in the case of Jnited States v. Samuel J. Mustain,
ot al, (S.D.N.Y.), three individual defendants and four corporate defendanvs, among the latter
a company known as Continental Securities Corporation, were convicted in connection with

1/ See Appendix Table 22 for a tabulstion of civil and criminal cases involving statutes
administered by the Commission.
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fraudulent sales of oil royalty securities, Ib the course of such sales it had been falsely
represented to investors that they were certain of a definite incame for life if they purchased
the oil interests; that they could have their money back at any time if not satisfied; that their
principal would be fully returned within two and one-half years; and that the securities were
being purchased by banks,

The alleged fraudulent promotion is also encountered in the exploitation of so-called in-
ventions. Thus, convictions have been obtained in promotions of a new type of revolving top
for commercial buildings, United States v. Charles Thelman Rice, et al. (D.N.M.), and of a
vessel said to be capable of attaining speeds of 80 to 100 miles per hour, United States v. Mark
L. Gilbert, et al. (S.D. Ohio). An indictment is currently pending with respect to a pinless
Il aper promotion, United States v. Philip A. Frear, et al. (D.C.).

In a rmumber of the mining company cases, securities have been sold by persons resident in
Canada and operating from across ths border without compliasnce with the statutes of this
country. The Commission has been cooperating with the State Department and the Department of
Justice in efforts to secure a treaty with Canada which would permit extradition from Canada of
persons violating the federal securities laws and cognate statutes. The treaty was ratified in
the United States Senate in 1942, but to date it has not been ratified by the Canadian

Parliament,

(2) "ponzi" Schames. This type of case, a perennial favorite of the securities swindler,
involves the payment of "profits®" or #dividends" out of capital. The apparent success of the
venture makes the investor susceptible to further investment, a process sometimes colloquially
described as "reloading.? The "Ponzi" system is a recurrent motif in fraudulent small loan com-
pany ventures. Illustrative of these cases is United States v. Dewitt T. Simpson, et al.

(S.D. Ga.), involving Standard System Investment Corp., a holding company which had obtained
control of a mmber of industrial loan companies operating in various cities in Georgla. Pram-
inent business and professional men who were not aware of the scheme were persuaded to act on
the board of directors, Actual control, however, was exercised by Simpson and two associates,
who made fictitious book entries and paid dividends out of capital, despite lack of real earn-
ings. All three were convicted in 1943, in Savannah, Georgia, for violations of the fraud pro-
visions of the Securities Act of 1933, and for other statutory offenses,

The "Ponzi® method is sometimes employsd in vending machine promotions. Thus, in United
States v, Maurice A. Levine, et al. (D. Mass.), cigarette and peanut vending machines were sold
Yo Investors under a lease~back arrangement whereby the promoters were to operate the machines
for the investors on a profit-sharing basis, "Proflits®" were paid periodically out of capital
until the entire structure collapsed, leaving the victims with machines worth far less than they
had paid for them. Six defendants pleaded guilty in this case.

(3) nSwitch" Schemes. Some individuals sell their victims bona fide securities, thersby
cultivating their trust and confidence, and then persuade them t0 dispoBe of their holdings and
to substitute securities which are frequently worthless. In other cases the scheme is to ob-
tain lists of persons previously sold a security and then induce them to accept a new security
in exchange. This #switch® device was one aspect of the fraudulemt scheme involved in United
States v. John Factor, et al. (N.D. Iowa), a bottling contract case, in which John (Jake the
barbar) Factor and a group of confedsrates, operating through United Bottling and Distributing
Company, a Delaware corporation, defrauded some 250 investors to the extent of an estimated
$1,000,000, The owners of whisky warehouse receipts were induced to exchange them for bottling
contracts, by the terms of which United Bottling was to hold the whisky until it matured, see
to its bottling and distribution, and transmit the profits, less a stated service fee, to the
investors. In a number of instances, persons who did not own whisky warehouse receipts were
so0ld such receipts and then "switched® into bottling contracts., United Bottling was a mere
paper organization, and the whisky warehouse receipts were sold or hypothecated as soon as pos~
session was obtained. Eleven defendants pleaded guilty and received substantial prison sen-
tences, Factor himself being sent to the Federal penitentiary at Leavenworth for a term of ten

years.

(4) Front Money Schemes. This device involves the exploitation of small business enter—
prises upon a promise to procure for them needed financing. Perhaps the most important of the
*front money® cases developed by the Commission was that of United States ve. E. J. Hill, et al.
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(N.D. Chio), stemming from an intensive investigation conducted in cooperation with the Post
0ffice Department and the Department of Justice. It was disclosed that, for approximately six
years, hundreds of enterprises or prospective entreprensurs had been victimized by the opera-
tions of this racket. The victims had been induced to pay advance fees estimated to total some
$1,000,000 for various services in comnection with incorporation, registration, and the prepara-
tion of sales literature. This was accomplished by false and misleading representations as to
the ability of the respondents to secure financing and capital upon the payment of an advance
fee; actually, the investigation failed to disclose a single instance in which a share of stock
had been sold or a dollar of capital secured for the victims., Ten persons were convicted in
this case.

(5) Bucket Shops. This type of frandulent activity was the subject of intensive enforce-
ment work early days of the Commission, and the "bucket shop™ as such has become a com-
parative rarity. The scheme consists of pretending to purchase securities for a customer on a
full payment or margin payment basis, with the broker deliberately failing to acquire the secu-
rities; in short, "bucketing® the transaction. In the case of a margin purchase, if the price
drops the customer is %sold out® and the customert!s payment is pocketed, If the customer pays
in full, and the price drops, the security is purchased gnd delivered to the customer. On the
other hand, if the price rises the customer is persuaded to sell out and invest in another
security. The process is contirmed until the customert!s funds are depleted. A considerable
number of convictions for ®bucket shop® activity have been obtained. Examples are United States
v. Turivas & Co., et al. (BE.D. La.), and United States v. Harold J. Katt®lman, et al, (E.D. Ho.).

(6) Investment Adviee. Dishonest investment advisers range from tipsters with “inside" in-
formation to spurious purveyors of purportedly impartial investment services. In the recent
case of United States v, John W, Hession (S.D.N.Y.), a railroad bond trader who wrote a colum
which appeared as a regular Ieature in a financial newspaper was convicted for violations of the
fraud provisions of the Securities Act of 1933. The indictment charged that he had pretended to
have ®inside® information derived from a Govermment source concerning action to be taken by the
Interstate Commerce Commission in comnection with the reorganization of a certain railroad, and
that by the dissemination of this and other false information he had induced widespread purchases
and eaused a rise in the market price of the bonds. Hession's appeal was dismissed.

Another type is epitomized by the case of United States v. Robert J. Boltz (E.D. Pa.).
Boltz, an investment counselor, was a member of the Philadelphia bar and of that city's most
exclusive clubs and institutions, He used his name and position to induce some 200 persoms to
entrust to him more than $2,500,000 in funds and securities. Contrary to agreements with his
customers, he ran a margin trading account, executed short sales, and used customers' funds to
speculate in securities and commodities for his own account, with very large losses to the cus-
tomers. Such was the confidence engendered by Boltz in his clients that whem, in response to
inquiry from customers, Boltz said their funds were being used for his omn purposes, the custom~
ers assumed he was merely jesting. Boltz pleaded guilty to all comts of an indictment alleg-
ing violations of Section 17 (a) of the Securities Act of 1933, Section 15 (a) of the Securities
Exchange Act of 1934, and Section 215 of the Criminal Code (mail fraud). He was sentenced to
twenty years'imprisonment, the longest sentence sver imposed under any of the Acts administered
by the Cammission.

(7) Investment Trusts. Abuses in the investment company industry led to the adoption of
the Investment Company Act of 1940, as described elsewhere in this report. Prior to that legis~
lation, however, the Commission had initiated successful prosécutions in a number of cases in-
volving investment trusts and their manageys. Among these were United States v. Foundation Plan,
Inc,, et al. (S.D.N.Y.)$ wn . (5.D, Yowa); United Btates
Y. E. ¥, ggo_]%t et al. (De Mium.)s¢ In the last-named case, ssven defendants were comvicted of
Ir connection the sale of several million dollars face amount of investment contracts
and other securities issusd by a large nmwber of investment companies, many of them controlled
by the defendants. These sales were made on a coast-to-coast basis by S. W. Gongoll & Compsny
of Minneapolis, and numerous misrepresentations were charged in comnection with such sales,

When it was forced into bankruptey, S. W. Gongoll & Campany owed $2,800,000 to its clients and
had cash assets of but $4,600.

(8) Praternal Or ions. The religions beliefes and social proclivities of prospective
investors v as a basis for pramotiomal ventures shich were made the subject of
prosecution in such cases as United States v. C. F. Davis, et al, (N.D. I11.) (Universal Order

of Plenocrats), and United States v. H. B. Monjar, et al. (D. Dal.). The latter cass involved
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the Mantle Club, a nation-wide fraternal organization with 30,000 mexbers, devoted to moral
betterment and other ethical ideals, A deep sense of personal leoyalty o Monjar, the founder,
was fostered among the membership, Monjar was represented as a finsncially astute individual
who would extend pecuniary bemefits to persoms proving themselves worthy, Many of the club's
members were induced to make personal loans to Monjar, aggregating some $1,340,000, on the
representation that their financial independence in future years would thereby be assured. After
trial on charges of violating the fraud provisions of the Securities Act and cognate statutes,
Monjar and ten other defendants were convicted and given jail sentences and fines, Subsequent
to the close of the tenth fiscal year, the United States Circuit Court of Appeals for the Third
Circuit upheld the convictiomns.

(9) Manipulations. The manipulation of securities prices is, generally speaking, another
class of ﬁﬁ?nf practice. Any successful manipulation resilts in a false represemtation to
the investor concerning the valus and marketability of a particular security. Mamipulation om
securities exchanges is specifically outlawed by Sec. 9 (a) (1) and (2) of the Securities Ex-
change Act of 1934, and examples of succesaful prosecution under these sections are United States
v. George J. Morrison, et al. (S.D.N.Y.), which involved "rigging"® of the market for the common
stock 35 B/G Sandwich Shops, Inc., on the New York Produce Exchange; United States v. Norman W.
et al. (S.D.N.Y.), involving a stock Wjiggle" in the Class A capital stock of Tastyeast,
Inc., a securdity listed on the New York Curb Exchange; and United States v. David A, Smart, et
al. (N.D. I11.), involving manipulation in the common stock of Esquire-~Coronet, Inc., on the
New York Curb Exchange.

Manipulation in the over-the-counter markets have been succesgfully prosecuted, under the
anti~-fraund provisions of the Securities Act of 1933, in such cases as United States v. M. D
B s, et al, (E.D. Mich.), involving a secondary distribution of a refining company stock to
%{'ﬂ?ﬁrmgb a firm of over-the-counter dealers in Detroit, Michigan; and United States
v. James H, Collins, et al., (S.D. Cal.), involving the sale of stock of Union Associated Mines
of S e City, Utah. Appeals are pending in the latter case.

Over-the-counter manipulation was also involved in United States v. Edmond B, Bronson, et
al. (S.D.N.Y.), in which convictions were obtained in connection with the sale of a mining com-
pany's treasury stock at artificial prices greatly in excess of the amount the company received
from those distributing the stock, The Circuit Court of Appeals for the Second Circuit sustained
the convictions on December 14, 1944, holding that the sale of treasury stock was, for practical
purposes, like the sale of a new 1lssue, and that the practice of charging prices far in excess
of what the company was to receive was per se a fraud on those to whom the stock was sold.

(10) Broker=Dealer Cases. While manipulation cases can and sometimes do involve brokers or
deslers, they are not limited to such persons, and others have been successfully prosecuted for
manipulation., On the other hand, there are a number of statutory offemses peculiar to brokers
and dealers., Thus, the hypothecation of customers! securities in contravention of Sec. 8 (¢)
of the Securities Exchange Act of 1934 was the basis for two convictions in United States v. E.
E. Morrison, et al, (N.D. Cal.), while violation of the margin provisions of that Act and -
excessive trading in a discretionary customers' account resulted in a conviction in United
States v. Russell W. McDermott (S.D. Ind.). The Circuit Court of Appeals for the Seventh Cir-
ecvit affirmed the latter conviction in an opinion reported in 131 F. (2d4) 313, upholding the
constitutionality of the margin provisions. Certiorari was demied by the Unlited States Supreme
Court in 318 U.S. 765.

During the last fiscal year, convictions were cbtained in United States v. Otto B. et
ale. (W.D. Wash.), the first criminal case in which fraud in the sals of securities was ﬁcated
Upon sales by securities dealers to their customsrs at prices not reasonably related to the pre-
vailing market prices, without appropriate diseclosure., Indictments based on the same theory of
fraud were returned during the fiscal year in United States v. Quaranty Underwriters, Inc., et
al. (S.D. Fla,) and ted States v. Florida Bond and Share Inc., et g. (S.D, Fla.)e Another
case during the fiscal year marked the first instance of a successful criminal prosecution for
the fajilnre of a broker~dealer to keep books and recards in the manner prescribed by the Commis-—
sion pursuant to Section 17 (a) of the Securities Exchange Act of 1934, United States v, Samel
S. Alexander (S.D.N.Y.).

OTERR IMPORTANT CASES

One of the outstanding cases of the past ten years, and probably the most spectacular, was
the McKesson & Robbins case (United States v. F. Donald Coster, et al, (S.D.N.Y.)). The
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enormous fraud perpetrated by Philip M. Musica, alias F. Donald Coster, president of McKesson &
Robbins, together with certain co-conspirators, attracted widespread attention. The effect of
the case upon auditing practices is discussed in the accounting section of this report. Some
$21,000,000 of the listed assets of the company, representing close to one~fourth of its total
book assets, were discovered to represent a wholly fictitious foreign crude drug business.
Through the medium of this fictitious enterprise large sums were allegedly siphoned from the cor-
poration. Philip M. Musica committed suicide. Seven persons were convicted, including Musica's
three brothers, George, Arthur and Robert. Among the statutory violations upon which the case
was based were the filing with the Commission and the New York Stock Exchange of false reports
and statements in violation of Sections 13 and 32 of the Securities Exchange Act of 1934. The
Comptroller of the company, who was also convicted, appealed, contending, among other things,
that the reporting provisions of the Act and the Commission's regulations and rules thereunder
were unconstitutional. The Circuit Court of Appeals for the Second Circuit affirmed the con—-
viction, without opinion. United States v. McGloon, 116 F. (2d) 285, cert. denled, 312 U.S.
702,

Section 12 (h) of the Public Utility Holding Cowpany of 1935, which forbids political con-
tributions by utility holding companies and their subsidiaries, was involved in United States v.
Union Electric Company of Missouri and Louis H. Egan (E,D. Mo.). An intemsive investigation by
the Commission resulted in the conviction of Union Electric Company of Missocuri for violation of
that section and for conspiracy to do so, while Louis H. Egan, its president during the period
involved, was convicted on the conspiracy count alone. The convictions were sustained in Egan
ve. United States, 137 F. (2d) 369 (C.C.A. 8, 1943), cert. den.,320 U.S. 788. The Commission’s
investigation had disclosed the long existence of a WsTush Tund" which was accumilated through
various artifices, such as the padding of expense accounts, kickbacks on legal fees and payments
to contractors and insurance agents. Three officials of the company were convicted for perjury
in connection with their testimony before the Commission investigators.

Fraudulent practices in the development of a large public utility holding company system
ware involved in [nited States v. Howard C. Hopson, et al. (S.D.N.Y.). Hopson was the leading
figure in the Associated Gas and Electric system, which mushroomed in the nineteen twenties
until it comprised companies rendering services to a population of over 7,000,000 persons in
more than 6,200 commmities in some twenty states and the Philippine Islands. The acquisition
of these holdings was largely financed by the sale to the public of securities of Associated
Gas and Electric Company and subsidiary companies to the extent of $1,000,000,000. The outcome
of this venture is discussed more fully in the section of this report dealing with the adminis-
tration of the Holding Company Act. Hopson was indicted and convicted for violation of the
mail fraud statute and sentenced to five years! imprisonment.

Dishonest promoters have sametimes sought to organize chains of "investment®" offices, as
in the case of United States v, John J. Burke, et al. (N.D. Ga.), affirmed in part and reversed
in part, sub nom. Ko & Co. v, United States, 101 F. (2d) 628 (C.C.A. 5, 1939), cert.
denied, 307 U.5. 628, e schems in this case involved the organization or acquisition of in-
vestment firms and corporations, among them Kopald=Quinn & Co., which would maintain offices in
various eities and places for the sale, at retail, and on the partial payment plan, of stocks
which were more or less worthless.,

The case of United States v. B. E. Buckman, et al. (W.D. Wis,) involved fraudulent prace
tices in connection with the operation of the B. E. Buckman & Company, one of the largest secu—
rity firms in the middle west. Buckman and Louis C. George, officers of the firm, had organized
and dominated the affairs of a number of corporations and sold the stock of certain of these
corporations to their customers at a time when the issuing companies were insolvent. Both
Buckmsn and George were convicted and sentenced to terms of imprisonment.

United States v. Cemtral Socurities Corporation, et al, (N.D. Ind.) was a successful prose-
cution in connection with a fraudulent scheme for the redemption of mmicipal bonds issued by
the cities of Gary, Hemmond and East Chicapo, Indiana. A registered broker-dealer know as Cen-
tral Securities Corporation induced its customers to surrender their bonds at from 25% to 70%
of their values, on the representation that purchasers had been found who wers willing to pay
such smounts, which were the best prices that could be obtained., These bonds were thereafter
redeemed in full through the intercession of the then treasurer of Lake County, Indiana, in re~
turn for the payment to him of bribes totalling 20% of the aggregate amount of principal and
interest reveived by the coarporation in the redemption of the bonds. All the defendants in
this case, including the comnty official, wers convicted upon pleas of nolo contendera.
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PART X

ACTIVITIES OF THE COMMISSION IN THE FIELD OF ACCOUNTING AND AUDITING
GENERAL

The several Acts administered by the Commission empower it to prescribe rules and regula~-
tions with respect to the form and content of financial statements to be filed and the account-
ing principles and auditing practices to be observed in their preparation. During the past
decade the Commission has had to examine critically more than 80,000 ssts of financial state-
ments, These statements reflect the financial affairs of all kinds and sizes of companies, in-
cluding commercial, industrial, financial and utility companies, as well as security brokers and
dealers, Under the 1933 Act and 1934 Act financial statements are filed primarily for the bene-
fit of the investing public. In other cases, notably under the 1935 Act, financial statements
constitute, in addition, an important segment of the information on which the Commission bases

its regulatory actioms.

The past ten years witnessed a major acceleration in the rate of development of accounting.
Under the impact of forces gemerated by the preceding financial debacle and evidenced by the
Securities Acts, fundamental changes have been made in the approach of companies and their ac-
countants toward their accounting problems, Accountants'! public responsibilities have been
recognized more fully and they have assumed new and heavier responsibilities under the Securities
Acts, As a result, during this period, public accountants have sought to free themselves fram
any stigma of managerial influence in their selection or approval of accounting principles and
in the determination of the proper scope of their examination. Furthermore, the profession has
had to seek a "philosophy of accounting® for the purpose of establishing the rationale of its
principles and eliminating to the fullest extemt possible, the conflicting and irreconcilable
treatment of identical tramsactions, Finally, this period was characterized by acceptance of
the need for full disclosure in financial statements. Brief and wninformative balance sheets,
income statements that revealed little more than the pet profit for the period, and the failure
to supply adequate supplementary data and explantory footnotes became accepted ground for a
refusal to certify. Concomitantly with an increase in the public interest in the profession of
accounting, there has been a growth in emphasis on standards of professional conduct.

The Commission's efforts to improve financial statements through exercise of its statutory
powers have resulted in the adoption of a basic accounting regulation governing the form and
content of most of the financlal statements currently filed under the Securities Acts, the pro-
mlgation of uniform systems of accounts for public utility holding companies and service com-
panies, the detailed consideration of particular cases culminating in some instances in formal
Commission opinions, and the issuance of a number of opinions on accounting matters by the Com-
mission's Chief Accountant,

At all times, the Commission has drawn heavily on the experience and counsel of the account-
ing staffs of the companies filing with it, as well as professiomal associations of accountants
and indjvidual accountants. Cooperating cammittees and govermmemtal agencies interested in the
problems of accounting, auditing, and standards of professional conduct have been particularly
active in this work and have contributed substantizally to thd progress that has been made,

It is the purpose of this section to review the principal lines of development and to note
the various landmarks which reflect progress achieved.

ACCOUNTING PRINCIFLES AND PRACTICES

A notable development of the past docade in the field of accounting has been the growth of
a body of anthoritative literature with respect to accoumting prineiples. At the time the Com-
mission was established there was no way of determining the propriety of any accounting prin-
ciple or practice with any degree of finality or amthority. In recemt years, however, account-
ing classifications issued by various regulatory agencies, the Commisasion's accounting rules,
decisions and opinions and comprehensive statemenis on accounting principles issued by profes-
sional acoounting societles have resulted in the establishment of improved accounting standards
and have clarified the application of those standards to mumerous gquestions on which accountants
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had held divergent opinions for mamy years. y This progreas ig of the greatest significance
to persons who rely on financial statements. The several Acts administered by the Commission
have made possible a further contribution - the express sanctions of these Acts have provided
an effective means of securing general adherence to the standards developed,

The Commission has established requirements as to the form and content of financial state~-
ments filed under the Securities Act of 1933, the Securities Exchange Act of 1934 and the In-
vestment Company Act of 1940. While these requirements are comprehensive, they do not seek to
prescribe in every situation the accounting practices to be followed or the disclosures to be
made of business transactions. Instead the Commission has required that gemerally accepted ac-
counting principles be followed in recording the many transactions not specifically covered by
its rules. For the most part the Commissiom's accounting requirements under these Acts have
been integrated into s single regulation, Regulation S-X. This regulation, prommlgated in 1940,
superseded the accounting requirements contained in the various individual reporting forms and
has proved to be a most helpful simplification in the Commission's reporting requirements,

These accounting rules and regulations of the Commission have evolved under the influence
of decisions in particular cases, and discussions and correspondence with registrants and their
accountants. Some of these cases have been the subject of formal Commission decisions and mark
significant progress made in this decade. Inflated asset valuations, improper determinations
of income, overstatements of contribtuted capital or accumulated earmed surplus, as well as
other accomting improprieties, have been found in various cases forweally decided by the Commis-
sion. A comprehensive review of these formal decisions would not bs feasible, but specific
mention should be made of several cases in which the Commission found that the financial state-
ments were in large part misleading and deceptive devices employed for the purpose of bemefiting
persons in control of the reporting company. In In the Matter of Resources Corporatiom Inmter-
national _2_/ the registrant served as a medium by which the controlling officer was able Lo un~
Yoad large amounts of his holdings of the company's stock on the public, The financial state-
ments did not disclose the emormous profits this officer was reaping from these sales nor did
they adequately disclose the character of the inflated valuations which had been reflected in the
balance sheet and which contributed to the carrying out of his scheme. Another such case was
In the Matter of Associated Gas and Electric Company. g This company was the top holding com-
pany in a public utllity holding company system which ultimately collapsed after financial
fravds had been committed which cost investors millions of dollars and sent the principal per-
petrator, Howard C. Hopson, to the penitentiary. In itz decision the Commission severely
criticized the accounting practices that had been employed by the company in its financial state-
ments for the years 1934 through 1937, The Commission felt that the prinecipal purpose of these
financial statements was to mystify, baffle, mislead and conceal, aend found that the statements
failed to give any indication of the fraudulent tramsactions that had been effected and the in-
consistent and improper accounting practices that had been followed. Another case involving
frandulent financial statements was that of McKesson-Robbins, é/ in which a wholly fictitious
crude drug business provided a vehicle by which the perpetrators of the fraud were able to
siphon away from the company several million dollars in cash.

These several cases were important becanse of the size of the companies involved, the
large public interest therein, and the scope of the accounting problems involved. There were,
however, numerous cases of smaller dimensions that came before the Cosmisxion during this ten~
year period. The stop orders or delisting orders that have been issued in such cases represent
an important service that has been rendered to the investing public.

y In 1936 the American Accounting Association issued a "Tentative Statement of Accountin,
Principles Affecting Corporate Reports.® This bulletin was revised in 1941. The Gc-ig.ttoc

on Accounting Procedure of the American Institute of Accountants instituted a séries of
bulletins in 1939 known as Accounting Research Bulletins. This series now comprises more
than twenty bulletins.

2/ 7 SEC 689 (1940).

3/ Securities Exchange Act of 1934, Relsase No. 32854 (1942).

é/ Report of the Securities and Exchange Commission In the Matter of McKesson & Robbins, Ing,
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In addition to its rules, regulations and decisions on accounting matters, the Commission
has authorized the issuance of releases in an Accounting Series to serve certain specialized
purposes, They afford a medium for making known {0 registrants and to the public established
Commission poliecy on particular accounting questions. Such policy determinations should not be
the privileged knowledge of a favored few registrants or their advisers, but instead should be
made available to the fullest possible extent to all who have dealings with such an agency.
Accounting Series releases constitute the Commission's principal instrument, other than its for-
mal decisions and reports, for informing the public as to its basic policy in accounting matters.
These releases have also been valuable in dealing with specialized types of cases which are so
unusual or complex that establishment of a general and inflexible rule is deemed inadvisable.

The disclosure requirements of the Commission have also influenced the character of the
financial statements included in anmual reports to stockholders, The financial collapse in 1929
was in no small measure traceable to the fact that investors had been inadequately and, in many
instances, incorrectly informed about the affairs of the companies in whose securities they were
investing, Annual reports that had been furnished to stockholders were often uninformative; but
ordinarily no other source of reliable information was open to those not on the "inside." The
Securities Acts were a direct result of this system of inadequate disclosure. Another result was
that an increasing mumber of business men and accountants recognized the need for furnishing
stockholders with adequate financial information. The influence of these individuals has been
felt but it seems clear that the rapidity and pervasiveness of the improvements in financial
reporting that have occurred in the past ten years have in no small measure arisen because fair-
1y complete financial statements had to be filed publicly with the Commission.

The Public Utility Holding Company act of 1935 gave the Commission the power to regulate the
accounting and record keeping practices of public utility holding companiss and certain subsidi-
aries and affiliates thereof, Pursuant to this anthority the Commission in 1937 promulgated
uniform systems of accounts for public utility holding companies and their mutual and subsidiary
service companies, Until them, such companies had generally been free from regulation by State
or Federal utilities commissions. These systems of accounts represented a first step in attempt-
ing to iniroduce wniformity into the accounting of these campanies to the extent that they were
subject to the jurisdiction of this Conmission.

In administering the Public Utility Holding Company Act of 1935 the Commission has decided
many cases involving accounting problems of all degrees of complsxity, One of the most signif-
icant of these cases, accountingwise, was In the Matter of Associated Gas and Electric Cor-
poration. 5/ It was in this case that the Commission first discussed at length the nature and
accounting implications of a quasi-reorganization, a procedure by which a company, among other
things, eliminates a deficit in its accummlated earnings amd establishes a new point of depar-
ture for the accumulation of sn earned surplus account. Other decisions of the Commission under
the Public Utility Holding Company Act of 1935 have dealt with a great variety of accounting
matters, including the accounting treatment to be accorded investments under various circum-
stances, proper accounting for fixed property in mergers or otherwise, and proper accounting
for the canstituent elements of capital stock and surplus. 6/

Under the Securities Exchange Act of 1934 the Commission is empowsred to prescribe the
books and records that shall be kept by security brokers and dealers and {0 require these per—
sons to file periodic reparts. In 1939, after long study and comsultations with a large number
of individuals and all interested organizations, the Commission in collaboration with the State
blue sky commissions devised and prescribed rules relating to the business records that mmst be
maintained by btroker-dealers subject to its jurisdiction. Also the Commission in 1942 promul-
gated a financial reporting form for these firms., Subsequently & number of state regulatory
bodies and national securities exchanges have either adopted this form ¢r have indicated their
willingness to accept it in satisfaction of thelr reporting requirements for brokers and dealers,
thereby effecting a considerable saving in effort and expemse for the reporting fims.

5/ 6 SEC 605 (1940). At a later date the Commission issued an opinion under the 1934 Act, In
the Matter of Associated Gas and Electric Company, in which it discussed similar and related
accomnting questions. -

4/ For a fuller discussion of the Commission's accounting activities under the 1935 Act, see
Part III of this report.
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The variocus rules, regulations, decisions and other releasses on accounting questions that
have been referred to above represent the more readily observable results of the Coemlssion's
activities in accounting matters. Underlying this cutward evidence is a large amount of re-
sesrch and critical review of experience directed toward the establishment of sound policies on
accomting matters. The largest part of the Commission's accounting work, however, consists of
the critical examination of financial statements filed with it for the purpose of ascertaining
whether these statements appear to be acceptable or whether specific deficiencies should be
a«ited against them. As pointed out above, this procedure and the resulting conférences with
registrants have been powerful factors in improving the quality of financial statements filed
with the Commission as well as financial statememts prepared for other purposes.

AUDITING PRINCIPIES AND PRACTICES

Financial statements included in a registration statement or anmual report filed under the
Securities Act of 1933, the Securities Exchange Act of 1934 or the Investment Company Act of
2940 must in most instances be certified by an independent public accountant. Such a certifi-
cation, if it is to provide adequate assurance that the financial statements fairly present the
affairs of the campany, must be based on an impartial and expert review of the financial state-
ments and the underlying records and procedures. Such certification of financial atatements,
based u a reasonably comprehensive audit of the underlying books and records, is one of the
principal services rendered by the public accounting profession and operates as an important
line of defense against intentional or inadvertent misstatements or omissioms in financial

statements prepared by management.

The accountant!s certificate in gemsral use at the time ths Commission was organised did
little more, in describing the scope of the audit made, than to refer to the fact that the ac~
comtants had examined or tested accounting records of the campany. There was no listing of
detailed procedures employed. Moreover, no authoritative accounting literature existed which
¢learly indicated the type of auditing procedures normally employed by certifying
accountants. 7/

Initially, the Commission accepted the customary certificates under the sanctions of the
several Acts. This course of actiom placed nearly the entire responsibility for the adequacy
of auditing procedures in the express sanctions of the Act under which a certificate was filed.
As a result, auditing procedures were subjected to Gommission inquiry only in cases in which
evidence came to light that the financial statements had been improperly drawn or carelessly
certified. In these particular cases, through field investigations, hearings, and conferences
with the registrant and its accountants, the Commission ascertained the adsquacy of the aunditing
procedures that had in fact been followed:

The early experience with financial statements filed with the Commission appeared to justify
this « There were only a few cases in which particular accountants were criticized for
a failure to follow nscessary anditing procedures or for a failure to disclose in their certifi-
cates various impropriesties in the financial statements bedng certified or inadequacies or
limitations in the scope of the andits on which their certificates were based. Of special

_was the Interstate Hosiery Mills case 8/ in which the Cammission set forth its views
as to the relative responsibilities of & registrant and a certifying accountant in assuring the
aceuracy of financial statements. The Commission stated in its decision that the fundamemtal
snd primary responsibility for the accuracy of information filed with the Commission rests upon
menagement, and the employment of independent public accountants, however reputable, is not a
substitute for management's accounting of its stewardship but, instead, serves as a check on
that accounting.

That is not to say that the responsibilities of the certifying accountant are in any way
lespened. The accountant has duties and responsibilities of an order distinet from those of

g/nm%mmmutmnmmmnmam, "Examination of Financial
Statements by Independent Public Accountants®; which sketched briefly the gemeral outline of
an acceptable examination. This bulletin was an enlargement and revision of a bulletin which
was first published in 1917 by the Federal Reserve Board and was revised and republished in
1929 under the joint spomsorship of the Federal Reserve Board and the American Institute of
Accomntants.

8/ 4 S.E.C. 706 (19%9).
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management. As the Commission pointed out in In the Matter of Cormucopia Gold Mines, 9/ an
accountant's certificate performs the high function of giving meaning and reliabllity to finan-
cial stateménts and of increasing the likelihood that those statements will not be misleading
or untrue. In short, when the accountant submits his cexrtificate he takes full responsibility
for the opinions expressed therein with respect to the propristy of the financlal statememts.

These early cases scarcely presaged the developments that grew out of the fraud perpetrated
by Coster-Musica and others in the McKesson-Robbins case, The fact that, notwithstanding am
anmial audit by a reputable firm of certifying accountants, officials’ of this company had through
collusive machinations been able to milk the company of millioms of dollars, overstate its assets
by almost $20,000,000 and each year report large profits from the operations of a non-existent
crude drug business, raised serious doubts as to the adequacy of existing auditing procedures.
4s 8 result of the Cammission's preliminary investigation it issued an order directing that pub-
lic hearings be held to inquire into the auditing aspects of ths case,

Disclosure of the fraud resulted in an unprecedented public interest in the adequacy of the
protedtion afforded investors by the certification of financial statements, It also engendered
sarious and searching discussions in proféssional accounting circles. As the facts of the case
unfolded, it became apparent that the fraud could mot have been perpetrated had the accountants
physically inspected inventories and corresponded directly with debtors to confirm amounts re-
ported as accounts receivable, The testimony of expert witnesses at the Cammission's hearing
indicated that these procedures, while frequently employed and generally recommended by account-
anta, were not considered normal and necessary procedures by the accounting profession. How-
ever, several months later the membership of the American Institute of Accountants, in an action
directly traceable to the impact of the McKesson-Robbins case, approved a statement entitled
"Extensions of Auditing Procedure® 10/ which contained the recammendation that physical inspec-
tion of inventories and confirmation of receivables should thenceforth be considered standard

suditing procedure.

At the conclusion of its hearings the Commission published a transcript of the testimony
of the expert witpesses and a report on its investigation. In its report the Commission found
that the accountants had "failed to employ that degree of vigilance, inquisitivemess, and
analysis of the evidence svailable that is necessary in a professiomnal undertaking . . .” Also
the Cammission recommendsd a material advance in the development of auditing procedures whereby
the facts disclosed by the records and documents of the firm being examined would be to a
greater extent checked by the anditors through physical inspection or independent comfirmation,
Particularly it was the Commission'z opiniomn ®that auditing procedures relating to the inspection
of inventories and confirmation of receivables, which, prior to cur hearings, had been considered
optional steps, should, in accordance with the resolutions already adopted by the various ac-
counting societlies, be accepted as normal suditing procedures in cormection with the presenta-
tion of comprehensive and dependable financial statements to investors."

Another direct result of the McKesson case was a thorough overhanling of the accountant's
certificate with a view to clarification and improvement. The bulletin "Extensions of Auditing
Procedure” contained certain reconmendstions in this regard. However; the Commission's report
ou the McKesson investigation recommended far-reaching changes which were adopted in Accounting
Series Release No. 21 as an amendment of Regulation S-X., The new rules required the certifying
accountant to add certain clear-cut representations to his certificate. He was thereaftex
called upon to make a positive representation as to whether she audit he performed was in con-
formity with generally accepted auditing standards applicable in the circumstances--—that is,
was at least equal in the scope of procedures followed and the mamer of their application to
that which other professional accountants would comsider essential in the circumstances. In
order to assure that audit programs would be well suited to the circumstances of particular

9/ 1 5.E.C. 364, 367 (1936).

Lo/m:mtemtmtbfwofamdMM@atdu'Sme
Procedure® mmmamdamc_itmmmmgmwmummhﬁ-
stitute of Accountants, In the twenty bulletins thus far issued in this series the Committee
mmmmnmmgmawmmmmmgmmr
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cases the certifying accountant was also called upon to state whether any procedure had been

omitted which in his own individual judgment should have been employed. It was further required |
that departures from "normal® procedures should be expressly described. This approach was adopted
in preference to its alternative, the enumeration of the specific procedures followed, since the
latter would result in a cumbersome catalog of technical phrases of little value to the ordinary
investor in indicating the adequacy of the audit. On the contrary the disclosure of specific
Ynormal" procedures that have been omitted and disclosure of supplementary procedures employed,
together with the reason therefor, is a most practicable and helpful means of characterizing the
scope of the audit performed by the certifying accountants.

These requirements with respect to accountants' certificates were, of course, mandatory in
cortificates filed with the Commission but were not at first gemerally observed in certificates
prepared for other purposes. However, about two years later the membership of the American
Institute of Accountants voted in favor of eliminating this "double standard" in accountants'
certificates and adopted the substance of the Commission's requirements.

Subsequent to the McKesson case the Commission issued a mumber of decisions in which it
criticized the auditing practices of particular accountants. Of these more recent cases the
two of outstanding significance were In the Matter of Resources Corporation International and
In the Matter of Associated Gas and Electric Company., In the Resources case, decided in 1940,
the Commission found that a representative of the certifying accountants had at one time enter-
tained serious doubts as to the legitimacy of the operations of the registrant and had commmi-
cated those doubts to the supervising partner of the accounting firm. The Commission found that
the certifying accountants failed in the performance of their duties by not extending their
examination to resolve these doubts. The Commission also found that the certifying accountants
were at fault in that they were aware of certain additional facts which were of msterial signif-
icance to investors but which were not disclosed.

The Commission also criticized the accountant's certificate furnished in the Resources
case., The certificate exempted from its purview all but 835,000 of assets out of Fotal stated
assets of more than $9,000,000. The Commission held that such a report is not a "certificate”
within the meaning of the Commission's rules., In 1939 the American Institute of Accountants
adopted a similar position, stating that an accountant should not express an opinion on finan-
clal statements if his exceptions or reservations are so material as to negative his opinion.

In In Ma of Associal the Commission severely criticized
the work of the certifying accountants. The Commission found in this case that the audits were

inadequate in scope. Moreover, the opinions expressed in the accountants' certificate were not
clear and were so qualified by exceptions and explanations as to render those opinions nugatory,
As stated above, the Commission was ¢f the opinion that the financial statements filed by the
registrant were principally intended to mystify, baffle, mislead and conceal. The Commission
went on to say that the audits and certificates of the accountants did nothing to prevent the
accomplishment of that purpose.

The most recent developments in the field of auditing have related primarily to new and
serious problems that have arisen as a result of the war. All concerned with auditing problems
are agreed that high standards of auditing procedure must be maintained and that the progress
recently achieved must not be lost. A princlpal difficulty has been the loss by most account-~
ing firms of trained personnel to other phases of the war effort. Turthermore, a similar loss
of accounting personnel by private business, frequently coupled with a large new volume of war
work, has meant that internal accounting and auditing controls upon which the public accountant
mst rely in many respects, have in many instances suffered and hence, with a smaller or less
experienced staff, the public accountant may often be faced with the necessity of being even
more painstaking in his audit:

Members of the Commission's staf:i have cooperated with registrants and public accowtants
in exploring various means of meeting the situation and specific proposals have been put into
effect. Study of these problems continues and, as occasion warrants, informal conferences are
held with individual accountants and with the appropriate committees of professional societies.
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STANDARDS OF PROFESSIONAL CONDUCT

The maintenance of high standards of professional conduct on the part of the public account-
ants who certify financial statements is a matter of the utmost importance to persons who rely
on these statements. The reader of a financial statement has a right to expect that the certify-
ing accountant has dome his work expertly and impartially and that his opinion as to the finan-
cial statements is forthright and unbiased, Organizations of professional accountants have recog=
nized the importance of hipgh standards of professional conduct and have established certain self-
disciplines for the purpose of protecting the interests of third persons and to help insure that
the accounting profession will continue to merit the confidence and trust that has been placed in

it,

Ope cormerstone of proper professional conduct is that the accountant shall be independent
of the client whose financial statements he certifies. This view has long been held by many in-
dividual accountants but was explicitly introduced in the Securities Act of 1933 as a necessary
prerequisite to the certification of financial statements filed under that Act. This need for ine
dependence has also been given statutory recognition in the other principal Acts administered by
the Commission. The goal of such a principle is obvious - the accountant's opinion, if it Is to
be valuable to the reader of financial statements, must be arrived at objectively and expressed

impartiallys

The problem of deciding whether or not an accountant is independent in a given case is often
most difficult and has been the subject of a number of releases and decisions., Some persons have
contended that the independence of an accountant should not be questioned unless there is evidence
in the form of misstatements or omissions that his opinion is not honest and impartial, The Com=
mission, however, has viewed the requirement of independence not only as a safeguard against con-
scious falsification but also as a preventive of impalpable and unprovable blases in the exercise
of his professional judgment which may arise as a result of incompatible interests or relation-
ships. Consequently, the Commission has found an accountant to be lacking in independence with
respect to a particular registrant if the relationships which exist between the accountant and
the client are such as to create a reasonable doubt as to whether the accountant will or can
have an impartial and objective judgment on questions confronting him,

The Commission has not attempted to catalog all the relationships that are incompatible
with independence., However, the Commission has indicated that it expects the certifying account-
ant to operate as an outside check on the accounting of management to assure that the accounting
is accurate, complete and unblased. Certain relationships have been designated as clearly in-
consistent with this conception of the accountant's function. For example, an accountant who
has a substantial financial interest in a client can scarcely view that company's financial re- .
ports with an impartial eye. Furthermore, if an accountant has been connected with a business
in a capacity such as a director, officer, employee, or voting trustee, it is unlikely that he
will be able to dissociate himsélf from these managerial activities and conduct an audit and
render & report that would be unaffected thereby. Consequently, the Commission has stated in
its fules that relationships of this kind will necessitate a finding that the accountant is

lacking in independence. 11/

The Commission has further clarified its concept of independence through its decisions in
particular cases and by opinions expressed in Accounting Series releases. There have been
several cases in which the Commission has found that an accountant has taken over responsibili~
ties that properly belong to management and thereby has destroyed his independence. For example,
where the accountant plays a leading role in the original accounting determinations of his
client, his subsequent audit is in large part a mere rubber stamping of his own work and is not
an independent verification of mamnagement's representations. Likewlse where an accountant has
actively participated in the formation and execution of management decisions he is apt not to
review with sufficient objectivity the management's disclosure of these matters in the financial

statements.

Also, the Camnission has indicated that the failure of an accountant to discharge his re-
sponsibilities in a professional manner may be further evidence of a lack of independence. Ac-
ceptance of unverified information furnished by management as to the validity or propriety of
particular items, or the condoning or negligent overlooking of material amissions or improper
disclosures in the financial statement has been held to cast seriocus doubt on his independence.
The Commission has also sald that an accountant who is subservient to his client and "consis-
tently submerges his preferences or convictions as to accounting principles to the wishes of

11/ Regulation S-X, Rule 2-01 (b).
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his client is not in fact independent. 1_:5/ In Accounting Series Release No, 22 the Chief Ac-
countant of the Commission expressed the opinion that an accountant who had been indemnified by
a registrant against all losses or damages arising out of his certification other than those
resulting fram his wilful misstatement or omission, cannot be considered independent since such
an indemnification may remove or greatly weaken ons of the major stimuli to objective and un=-
biased consideration of ‘the the problems encountered in a particular engagement.

The Commission in its decisions has indicated a number of other relationships that may
destroy an accountant's independence. For example, financial relationships which go beyond the
normal accountant-client relationship or which involve the accountant and responsible persons
affiliated with his client, may adversely affect the accountant's independence. Also, it has
been held that the use of the accountant as a cloak to cover certain private business dealings,
or a continued disregard of an accountant's protesis against management's improper use of his
name in its reports may be further evidence of a lack &f independence,

These formal decisions of the Commission have been supplemented by Aeccounting Series Re-
lease No. 47 which summarized the facts in a number of cases in which informal rulings were
issued finding particular accountants to be lacking in independence.

The Commission has consistently distinguished the responsibilities and duties of the ac-
countant from those of management. Relationships that destroy this separation of responsibility
or impair its effectiveness will destroy or impair the accountant's status as an independent ex-
pert. Moreover, the Commission has from the first indicated that in deciding a question of
independence, it will inquire into all the pertinent relationships between accountant and client
and will not direct its inquiry solely to relationships existing in connection with the filing
of reports with the Commission. This last proposition was made explicit by the adoption of a
rule to that effect in Regulation 8-X, 13/ The decision to make Commission policy explicit on
this point was prompted by cases in which sipgnificant information relative to particular prace
tices of management was set forth in statements filed with the Commission but was not disclosed
in statements otherwise made public. The Commission's release pointed out that complaisant ac-
cession to the wishes of management in such matters raises a serious question as to whether the
accountant is in fact independeat.

The Commission has followed the practice of bringing to the attention of appropriate ace
counting societies and State agencies each case in which it has publicly criticized the work or
professional conduct of accountants practicing before it. These societies and agencies have
recogrized the necessity of maintaining high standards of professional conduct and to that end
have established codes of ethical standards. Violations of these standards, established after
appropriate hearings, may be grounds for public admonition, suspension or expulsion from the
socistlies or, in the case of State regulatory agencies, for revocation of the license to
practice.

The disciplinary machinery of professional societies and State agencies together with the
Commission's requirement of independence have done much to strengthen the standards of profes-
sional conduct observed by accountants. However, the Commission has necessarily reserved to
itself under its Rules of Practice appropriate disciplinary authority to deal with cases in
which accountants practicing before it engage in improper professional conduct or are found
not to possess the requisite qualifications to represent others, 1_ﬁ/

]_3/ In the Matter of Associated Gas and Electric C Securities Exchange Act of 1934, Re~
Jease No. 3285A, p. 73.

13/ Accounting Series Releases Nos. 37 and 44.

:Ll./ Rule IT (e) of the Commission's Rules of Practice provides "The Commission may disqualify,

and deny, temporarily or permanently, the privilege of appearing or practicing before it in
any way to, any persen who is found by the Cammission after hearing in the matter

(1) Not to possess the requisite qualifications to represent others; or
(2) To be lacking in character or integrity or to have engaged in wnethical or improper
professional conduct.”
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The Commission has invoked these sanctions against accountants in three cases. In two of
these cases the privilege of the accountant to practice before the Commission was suspended for
several months, 1.2/ In the third case the accountant was permanently denied the privilege of
practicing before the Commission. ]_.g/ Each of the cases involved a wilful disregard both of
Commission rules and of proper standards of professional conduct,

15/ In the Matter of Abrahem H, Puder,et al. Securities Exchange Act Release No. 3073 (1941).
In the Matter of Kemneth N. Logan, Accounting Series Release No. 28,(1942).

16/ In the Matter of C. Cecil Bryamt, Accounting Series Release No. 48 (1944).
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PART XI
OTHER ACTIVITIES OF THE COMMISSION UNDER THE VARIOUS STATUTES
THE ECONOMIC WARFARE UNIT

The Commission's initial share in the national defense effort began with the lending of
facilities and personnel to various agencies even before the declaration of a full national
emergency in the summer of 1941, This participation was increased in 1942, when arrangements
were made for the assigmment of a number of members of the Commission's staff to work on the
procurement of information needed by the Board of Economic Warfare in connection with its
analyses and operations against the economies of Axis countries,

The Board of Ecomomic Warfare and 4ts successor, the Foreign Economic Administration, have
engaged in collecting in the United States and abroad a wide range of informatiom regarding the
econoanic resources of our enemies in Europe and the Far East., Working closely with the War and
Navy Departments, the State Department, the British Ministry of Economic Warfare, and with other
American and combined agencies, it has maintained current inventories of enemy stremgths and
woaknesses for the use of the military. It has also devised and carried out measures to enforce
the blockade and cut the enemy from neutral war resources, Amomg the variocus agencies contribut-
ing to this joint effort, the Commission was in a particularly good position to make use of cer-
tain types of information sources,

To take its part in this work with the most effectiveness, the Commission established an
Economic Warfare Unit with a liaison office in Washington, and from this Unit directed the work
of Regional Offices in the investigations involved and in the preparation both of replies to spot
intelligence requests and of long-term basic studies. Contact with the Board of Economic Warfare
{(and, later, with the Foreign Economic Administration) was maintained through the Economic In-
telligence Division of that Agency. The activities carried out by the Economic Warfare Unit
consisted mainly in examining at various places in the United States the files and records of
enemy alien business firms and of American business houses, and of interviewing throughout the
country American engineers and other business and professional men who had lived in ememy-
controlled areas ard hence might have information of value to the nation's war effort.

During the eaxrly stages of the war, these examinations and interviews were directed chiefly
towards securing information which would enable the Allied govenments to form accurate estimates
of our enemies' economic capacities, and to put their finger upon weak spots., Some of this in-
formation was evemtually used by the armed forces in selecting targets for strategic bowbing
and in making other military decisions. The rest of the information was used, as already in-
dicated, for the less spectacular but important purposé of carrying out blockade and related
measures, These included assistance to the State Department in establishing and maintaining
The Proclaimed List of Certain Blocked Nationals, known as the "blacklist,® which comprised the
names of persons and firms, principally in neutral countries, that had been found to be cooperat-
ing with the ememy; the tightening of controls over exports to neutrals; measures to counteract
German smuggling, which beceme particularly active after Allied control of the seas put an end
to surface vessels running the blockade; assistance to the State Department in negotiating War
Trade Agreements by which neutral nations, in exchange for permission to cbtsain certain essential
supplies limited to the needs of their own pesople, have bound themselves to prohibit the reexport
of any of these supplies to Germany, and to limit or prohibit their exports to Germany of criti-
cal materials which they produce; and, finally, in carrying out preclusive buying in neutral
countries to prevent vital supplies from getting into the hands of ocur enemies.

As the Allies shifted from the defensive to the offensive, the pace of economic warfare
was stepped up and heavier demands wers made upon the Commission, At the sams time the character
of the work changed, as a larger share of the services performed by the Economic Warfare Unit
began to relate to the identification of "intelligence targets® within enemy-controlled
t@rﬂmo

The projects undertaken by the Commission wers of such a varied nature that a generalized
description is not possible. Moreover, in many cases specific details cennot yet be revealed,
for reasons of national security., Some interesting examples, however, may be given.
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In 1943 the Commission was requested to send trained investigators to participate in the
examination of seized files of the American offices of Japanese trading companies in New York,
Seattle, Los Angeles and San Francisco. The Japanese companies involved were Mitsui,
Mitsubishi, Okura, Asaeno-Bussan, Ataka, Iwal and others. In these files many important papers
and pictures were found, same of which revealed detailed enemy shortages in specific strategic
materials and others of which were used in selecting bombing targets.

Another important project was the collection of extensive information on the coke ovens of
Burope, including thoss in France, Belgium, the Saar-Lorraine, and the Rhineland. Other pro-
jects related to the light metals industry of Germany, the glass industry of Japan, the machine-
tool industry of Germany and the hydro-electric plants of Japan.

An interesting short-term project assigned to the Commission was to determine whether a
particular section of railway in enemy territory had been double-tracked. This information was
needed in estimating the amount of damage that could be done by bombing and in gauging the
capacity of the line in terms of shifting enemy men and materiel from one area to another to
meet an attack, After an extensive search the Commission succeeded in obtaining the information
from a man who had travelled over that section of the road as late as 1942.

As this report is written, the Commission is planning new assignments, in connection with
postwar economic controls.

STATISTICS AND SPECIAL STUDIES

Saving Study

The Commission on Apri] 15, 1942 inaugurated a series of quarterly releases on the volume
and composition of saving by individuals in the United States. These releases show the aggre-
gate volume of individuals' savings, that is, the increase in their assets less the increase in
their liabilities, exclusive of gains or losses from revalnation of assets, The figures show
also the components contributing to this total, such as changes in secuwrities, cash, insurance,
consumers' indebtedness, and consumers' durable goods.

In addition to the estimates of saving by individuals, the Commission also made public on
June 9, 1944 the first of a new series of quarterly releases tm the working capital position of
corporations in the United States, exclusive of banks and insurance companies. These relsases
give comparative figures back through 1939 and show the principal camponents of current assets
and current liabilities. It is intended in subsequent reports to present more detailed data on
the sources and uses of corporate funds, thus giving a complete picture of the volume and com-
position of corporate saving as well as an up-to-date analysis of the financial condition of
corporations. In that way information concerning the more important segments of the saving of
the naticnal economy will be available.

The data on which these releases are based have been compiled by the Commission from many
different sources and are the result of a long period of research in this field. The interest
of the Commission in data on the total volume and components of saving originally developed as
a result of its concern with corporate financing and the capital markets. Information of this
type, however, has acquired increased importance due to the war effort, since current observa-
tion of the various forms of saving and forecasts of the probable volume and distributiom of
saving in the immediate future are essential in the determination of fiscal policy. As a re=-
sult, the above series have been widely used both by other Government agencies and by business
management and financial institutions. Apart from the wartime usefulness of these data, they
provide valuable insight into the internal and external sources of funds for business for pur—
poses of reconversion and postwar financing.

Survey of American Listed Corporations

Since 1936 certain data contained in the registration statements of securities on national
securities exchanges and the anmial reports supplemental thereto filed under the Securities
Exchange Act of 1934 have been abstracted and susmarized in a series of reports known as the
*Survey of American Listed Corporations". Originally comducted as a Work Projects Administrar
tion project, sponsored and supervised by this Commission, its work has been contimued by the
Commission's staff since the discontimuation of the W.P.A. in Februarv 1943.
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The project has as its objective a series of compilations which would make more readily
available to federal bureaus and agencies and to the general public some of the financial in-
formation filed with the Commission, The project as constituted covers approximately 2,000
corporations, which is somewhat mors than 85 percent of the companies having securities listed
and registered on national securities exchanges at December 31, 1943. The results of the
Survey are being presented in two forms, individual industry reports and special statistical
studies, The individual industry reports contain both combined and individual data for regis-

trants from 1934 to 1943, inclusive.

Until 1942 most reports of the Survey were made available to the public, but during the
past three years budgetary limitations and the paper shortage have made it necessary to limit
distribution to government agencies engaged in furthering the war effort. Copies of all public
reports, however, have been made available for general use and inspection in the offices of the
Commission in Philadelphia and in the Commnission's regional offices as well as in 540 depository
libraries. Photocopies may also be obtained of all or parts of these reports at the regular
rates.

In addition to 175 published reports made publicly available, many special studies have been
made for the Commission and other government agencies, particularly in connection with various
aspects of the war effort. Among the more important reports contained in the Survey have been
studies of corporate profits and operations for the Price Adjustment Boards of the War Department,
Navy Department, Maritime Commission, Reconstruction Finance Corporation, Treasury Department,
and the Contract Review Branch of the War Production Board and the Treasury Department's Buream
of Internal Revenue; a special study of the meat packing industry for the Office of Economic
Stabilization; a study of remneration for the Salary Stabilization Unit of the Treasury Depart-
ment; a study of ownership and control of foreign corporations for the Office of Economic War-
fare; and a study of airframe manufacturers for the War Department Army Air Corps.

As part of the Survey, the Commission's staff is presently engaged in compiling data for
various govermment agencies covering the balance sheet data of 1,530 companies for five years,
at the request of the Burean of Budget's Inter-Agency Committee on Financial Needs of Government
Agencies.

During the year 1943, the coverage of the Survey was extended to those corporations regis-
tered under the Securities Act of 1933 which file annual reports. During 1944, the scope of the
Survey's studies was extended further to investment companies registered with the Commission
under. the Investment Company Act of 1940.

Capital Market Statistics

During the past ten years the staff of the Commission has developed a considerable body of
statistical information on the capital market. Some of these statistics have been commented
upon elsewhere in the text and sumnarized in Tables 1 to 4 of the Appendix, namely data on cost
of flotation of securities, on the volume of issues registered under the Securities Act of 1933,
and on all new issues of securities offered for cash sale in the United States, including issues
not registered with the Copmission, In addition, studies have been made of the extent to which
actual sales of issues of securities have varied from the amounts registered for sale. Also
data have been gathered on retirements of securities, which together with the statistics on new
issues, have provided estimates of changes in the volume of securities outstanding and in the
amount of saving by individuals directly in the form of securities. In cooperation with other
public and private agencies, considerable data have been accummlated on the investment and market
performance of corporate bonds.

PUBLICATIONS

Public Announecements

Under the various Acts it is the Commission's duty to publish its decisions and generally
to inform Congress and the public of its activities, Its releases are classified into various
categories so that a person may receive the material relating only to those phases of the Cotmis-
sion's work in which he is interested. The Commission has made an exhaustive check of its mail-
ing lists to eliminate those no longer desiring specified material.
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The announcements issued during the past fiscal year indluded 173 releases under the Securi-
ties Act of 1933; 131 under the Securities Exchange Act of 1934; 837 under the Public Utility
Holding Company Act of 1935; 151 under the Investment Company Act of 1940; and 2 under the In-
vestment Advisers Act of 1940, In addition, three releases were issued concerning the Commis-—
sion's activities in corporate reorganizations and seven releases were issued under the Trust
Indenture Act of 1939.

The Commission also continued the daily publication of its Reglistration Record, which pre-
sents a brief description of data filed under the Securities Act of 1933 and the Trust Indenture

The following is a partial classification by subject matter for the past fiscal year:

Opinions and orders 921
Reports on court actions 98
Statistical data 10
Survey series 6
Accounting series 2

Other Publications 1935-1944 1/

The prineipal publications issued by the Commission during the ten year period include the
following:

Decisions and Reports of the Commission — Volumes 1 to 10, July 2, 1934 to February 28, 1942.
tnnual Reports of the Commission - Nose 1 to 9, 1935 to 1943 inclusives

-udicial Decisions - Volume 1 (comprising all court decisions, reported and unreported, in
civil and criminal cases involving statutes administered by the Securities and Exchange Com-
mission to December 31, 1939)

heport on the Study and Investigation of the Work, Activities, Personnel, and Functions of Pro-
tective and Reorganization Committees:

Part I. Strategy and Techniques of Protective and Reorganization Committees, 1937.

Part II. Coammittess and Conflicts of Imterest, 1937.

Part III, Committees for the Holders of Real Estate Bonds, 1936.

Part IV, Committees for Holders of Municipal and Quasi-Municipal Obligations, 1936.

Part V. Protective Committees and Agencies for Holdérs of Defanlted Foreign Goverrmental
Bonds, 1937.

Part VI, Trustees under Indentures, 1936.

Part VII, Management Plans Without Aid of Committees, 1938.

Part VIII, A Summary of the Law Pertaining to Equity and Bankruptcy Reorganizations and of
the Commission's Conclusions and Recommendations, 1940.

Raport on the Study of Investment Trusts and Investment Companies:

Part One., The Nature, Classifications, and Origins of Investment Trusts and Investment
Companies, 1938,
Part Two. Statistical Survey of Investment Trusts and Investment Companies, 1939.
Part Three., Abuses and Deficiencies in the Organization and Operation of Imvestment Trusts
and Investment Companies:
Chapters 1 and 2, 1939.
Ch@ters 3, 1&’ and 5, 19%0
Chapter 6, 1940.
Chapter 7, 1941.
Part Four. Control and Influence Over Industry and Eeonomic Significance of Investment Com-
panies:
Chapters 1 and 2, 194l.
Part Five, Conclusions and Recommendations, 1941.

1/ & complete list of the Commission's publications, the Rules of Practice or the Gnide to Forms
will be semt upon request made to the office of the Commission in Philadelphia, Pa.
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Supplemental Reports:
Investment Trusts in Great Britain, 1939.
Investment Counsel, Investment Management, Investment Supervisory, and Invest-
ment Advisory Services, 1939.
Cammingled or Common Trust Funds Administered by Banks and Trust Companies,

1939.
Fixed and Semifixed Imvestment Trusts, 1940.
Companies sponsoring Installment Investment Plans, 1939,
Companies Issuing Face Amount Installment Cextificates, 1940.

Investigation in the Matter of Richard Whitney et al:
Volume 1, Report of the Caommission, 1938,
Volume 2, Transcript of Hearing, 1938,

Volume 3. Exhibits, 1938,

Investigation in the Matter of McKession & Robbins, Inc.:
Testimony of Expert Witnesses, 1939.
Report on Investigation, 1940.

Report on Proposals for Amendments to the Securities Act of 1933 and the Securities Exchange
Act of 1934, 1941.

Report on Trading in Unlisted Securities upon Exchanges, pursuant to Section 12 (f) of the Se-
curities Exchange Act of 1934, 1936.

Feasibility and Advisibility of the Complete Segregation of the Functions of Dealer and Broker,
1936.

Report on the Problem of Multiple Trading on Securities Exchanges, 1940.

Cost of Flotation for Small Issues 1925-29 and 1935-38, 1940.

Cost of Flotation of Reglistered Securities 1938-39 and 1940-41.

Selected Statistics on Securities and Exchange Markets, 1939.

List of Securities Traded on Exchanges under the Securities Exchange Act of 1934, 1944.
Report on Floor Trading = January 15, 1945.

Over~the~Counter Brokers and Dealers Registered With the Commission, July 31, 1942.

Official Summary of Security Transactions and Holdings by Directors, Officers and Principal
Security-holders. Issued monthly.

Official Summary of Security Holdings of Officers, Directors and Principal Stockholders as of
December 31, 1935.

Dividend Status of Preferred Stocks of Registered Public Utility Holding Companies and Other
Electric and Gas Utility Subsidiaries as of December 31, 1938.

Charts Showing Location of Operating Electric and/or Gas Subsidiaries of Registered Public
Utility Holding Cogpanies, 1939,

The Problem of Maintaining Arm's Length Bargaining and Competitive Conditions in the Sale and
Distribution of Securities of Registered Public Utility Holding Companies and Other Subsidi-

aries, 1940.

Depreciation and Dividend Statistics of Electric and Gas Subsidiaries of Registered Holding
Companies 1930-40.

Security Issues of Electric and Gas Utilities 1935-1944.
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Financial Statistics for Electric and Gas Subsidiardes of Registered Public Utility Holding
Companies, 1943,

Registered Public Utility Holding Company Systems, October 15, 1944.
Uniform System of Accounts for Public Utility Holding Companies.
Uniform System of Accounts for Mutual Service Companies and Subsidiary Service Companies.

Survey of American Listed Corporations:

Reports 1-66 inclusive covers 66 Industry Groups - 1934 - 1937

Volume 1 - 5 inclusive covers 42 Industry Groups - 1934 - 1938

Volume 6 = 7 covers 10 Industry Groups - 1934 - 1939

Supplements 1 - 42 inclusive supplements the 42 Industry Groups contained in Vols., 1 - 5
inc].usiveo - 1939 .

Statistics of American Listed Corporations = Part I - 1937

Statistics of American Listed Corporations - Part II - 1935 - 1939

Subsidiaries of 2052 Registrants Covers Parents and subsidiaries of approximately 15,000
companies - 1937 -~ 1938

Reports 1 - 27 inclueive covers 52 Industry Groups = 1939 - 1940

Reports 1 - 10 inclusive covers 13 Industry Groups = 1940 = 1941

Return on Invested Capital covers 58 Industry Groups - 1936 - 1941

Parents and Subsidiaries = 1942 covers approximately 14,000 corporations = 1942

Data on Profits and Operations, Parts I, II, III, IV - covers 1120 corporations - 1936 - 1942

Data on Profits and Operations, Parts I, II, III, IV, V ~ covers 1530 corporations = 1942 =

1943
Balance Sheet Data, Parts I, II, III = covers 1530 corporations

INSPECTION OF REGISTERED INFORMATION BY THE PUBLIC

Copies of all public information on file with the Commission, appearing in registration
statements, applications, reports, dsclarations, and other public documents, are available for
inspection in the Public Reference Room of the Commission at Philadelphia, Pa. During the past
fiscal year more than 5,222 members of the public visited this Public Reference Room seeking
such information, and thousands of letters and telephone calls were regeived requesting regis—
tered information., (This is exclusive of requests for copies of releases, forms, publicatioms,
etc,) The Commission, through the facilities provided for the sale of public registered infor-
mation, filled more than 1,824 orders for photocopies of maperial, involving 144,841 pages.

In so far as practicable, the Commission has sought to make some of the public registered
information filed with it available in its regional offices. In the New York Regional Office
at 120 Broadway, facilities are provided for the inspection of certain public information on
file with the Commission. This includes copies of (1) such applications for permanent regis—
tration of securities on all national securities exchanges, except the New York Stock Exchange
and the New York Curb Exchange, as have received final examination in the Commission, together
with copies of supplemental reports and amendments thereto, (2) anmual reports filed pursuant
to the provisions of Section 15 (d) of the Securities Exchange Act of 1934, as amended, by
issuers that have securities registered under the Securities Act of 1933, as amended., During
the past fiscal year 7,969 members of the public visited the New York Office Public Reference
Room, and more than 3,789 made telephone calls to this office, seeking registered public in-
formation, forms, releases, and other material.

In the Chicago Regional Office, which is located at 105 West Adams Street, there are avail-
able for public inspection copies of applicatjions for permanent registration of securities on the
New York Stock Exchange and the New York Curb Exchange which have received final examination in
the Cammission together with copies of all supplemental reports and amendments thereto. During
the fiscal year ended June 30, 1944, more than 2,801 members of the public visited the Chicago
Public Reference Room, and approximately 674 telephans calls were received there and 2,340 re-
quests were made for registered information, forms, relsases, and other material,

In each of the Commission's regional offices there are available for inspection copies of
prospectuses used in public offerings of securities effectively registered under the Securities
Act of 1933, as amended., Duplicate copies of applications for registration of brokers or dealers
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transacting business on over-the-counter markets, together with supplemental statements thereto,
filed under the Securities Exchange Act of 1934, are also avallable for public inspection in the
regional office having jurisdiction over the zone in which the principal office of the broker or
dealer is located, Also, inasmuch as letters of notification under Regulation A exempting small
issues of securities from the registration requirements of the Securities Act of 1933, as amended,
may be filed with the regional office of the Cammission for the region in which the issuer's
principal place of business is located, copies of such material are available for inspection at
the particular regimnal office where it is filed.

During the past fiscal year duplicate copies of applications for registration of investment
advisers, together with supplemental statements thereto filed under the Investment Advisers Act
of 1940, have been made available for public inspection in the regional offices having jurisdie-
tion over the zone in which the principal office of the investment adviser i1s located.

There are available for inspection in the Commission's San Francisco and Cleveland Regiomal
Offices, in which are provided camplete facilities for such registration and qualificatiom,
copies of registration statements and applications for qualification of Indentures filed at
those regional offices.

Copies of all applications for permanent registration of securities on national securities
exchanges are available for public inspection at the respective exchange upon which the securi-
ties are registered.

CONFIDENTIAL TREATMENT OF APPLICATIONS, REPORTS OR DOCUMENTS

Among the Acts administered by the Commission, the Securities Act of 1933, the Securities
Exchange Act of 1934, the Public Utility Holding Company Act of 1935, the Investment Company Act
of 1940, and the Investment Advisers Act of 1940 provide for the confidential treatment, upon
application by registrants, of information contained in reports, applications, or documents
which they are required to file. The Securities Act of 1933 empowers the Commission to hold con-
fidentid} only material comtracts, or portions thereof, if it is determined by the Commission
that discloswre will impair the value of the comtracts and is not necessary for the protection
of investors. The other four statutes referred to are, in general, without specific restriction
in this respect and empower the Commission to hold confidential under certain conditions any
information contained in any reports required to be filed under those statutes. Disclosure of
information confidentially filed under the latter statutes is made only when the Commission
determines that disclosure is in the public interest.

The Commission has in force additional wartime rules which provide for the omission or
confidential treatment, either an the Commission's own motion or upon application, of informa-
tion contained in such documents when it is inconsistent with the standards of the Code of
Wartime Practices promlgated by the United States Office of Censorship, Since oftem copies of
these documents must be filed also with the securities exchanges, the Commission has enlisted
the cooperation of the exchanges in temporarily withholding their copies until they are cleared
by the Comission for public inspection, or such information as is specifically authorized or
directed by the Commission has been deleted therefrom, The staff of the Commission renders
every possible assistance to registrants in advance in the preparation of documents in accordance
with the objectives sought by these additional wartime rules.

The following table indicates the mmber of applications acted upom during the past year,
including action taken by the Commission on its omn motion under the wartime rules, together
with the mummber pending at the end of the year.

Applications for Confidential Treatment — Fiscal Year Ended June 30, 1944
Number pending Number Number Number denied Number pending

Act under which filed July 1, 1943 ieceived granted or withdramn June 30, 1944
Securities Act of 1933 a/ 2 31 27 4 2
Securities Exchange Act of

1934 b/ 27 ] &8 2 ]
Total 29 16 95 35 15

a/ These figures represent applications filed under Rule 171 and Rule 580.
b/ These figures represent applications filed under Rule X-24B-2 and Rule X-6,
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PUBLIC HEARINGS

The following statistics indicate the number of public hearings held by the Commission
from July 1, 1935 to June 30, 1944

7-1-35 7-1-40 7-1-41 7-1-42 7-1-43
6-30-40 6-30-41 6-30-42 6-30-43 6-30-44 Total

Securities 4ct of 1933 339 1n 5 10 3 368
Securities Exchange Act of 1934 507 98 84 83 52 824
Public Utility Holding Company Act of 1935 1018 199 170 183 %1 17
Trust Indenture Act of 1939 3 5 0 1l 2 11
Investment Advisers Act of 1940 0 5 5 0 0 10
Investment Company Act of 1940 0 84 133 53 56 326

Total 1867 402 397 330 254 3250

PERSONNEL

As of the close of the past fiscal year, the personnel of the Commission was comprised of
5 Commissioners and 1134 employees, 295 of whom were assigned to the Regional Offices. This
is exclusive of 425 employees who were then in the military service, and who were carried on
the rolls in a furlough status, This figure for employees in the military service does not ine
clude 17 employees who had received honorable discharges from the military service and returned
to duty with the Commission; and 2 employees whose names were dropped from the rolls of the
Commission because of death while in the military service.

FISCAL AFFAIRS
Unobligated
Appropriation Obligations Balance
Title Amount
Salaries and Expenses 84,554,500 $4,538,802 $15,698
Printing and Binding 48,000 46,142 1,858
Total 34, 602 '] 500 M, 584,944 517, 5 56
Working Fund Advanced to Securities and
Exchange Commission by Foreign Economic Administration
to Caver Cost of Services Rendered by the Commission
Viorkdng Fund, Securities and
Exchange Commission $ 100,000 $ 92,335 $ 7,665
Receipts for the Fiscal Year 1944 2/
Character of Fee Amount
Fees for Registration of Securities $175,544..21
Fees under Trust Indenture Act 1,600.00
Feces from Registered Exchanges 219,726.96
Fees from sale of photo duplicates 10,684.43
Miscellaneous 89.39
Total $407,644.99

2/ This money must be turned into the general fund of the Treasury of the United States and is
not available for expenditure by the Commission.,
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Table 1, Part 5, - Distribution by Nonths
of securities sffectively registered during the fiscsl year ended June 30, 1944

(Amounts in thousands of dollarsd/)

A-5

All Effectively Registered Proposed for Sale for Accoumt of Issuers
Year and Month
Number of Number Ancunt Number of Kumber, |
Statements | of Issues Statements | of Ismuss Anomt
1943
July 16 19 92,242 10 1 51,005
August 20 23 129,608 16 18 111,682
12 i8 52,285 6 8 40,797
October 23 33 151,523 22 25 16,332
Bovember 16 19 123,885 1 14 86,614
Decexber 17 25 122,235 14 17 98,630
1944
January 16 pal 17,196 1 1% 18,96
February 17 38 145,678 12 32 122,672
March 15 i 170,967 13 15 129,581
April 28 34 26,/m 25 28 »303
My 23 28 164,167 17 19 99,344
June 18 22 209,523 15 19 102,441
Total Fiscal Year 1944 21 301 1,759,780 172 224 1,346,846
Teble 1, Part 6, = Type of Security and Method of Distribution
of securities effectively registered for cash sale for account of issuers during the fiscal yeer
ended June 30, 1944
(Amounts in thousands of dol.‘lamy )
Type of Security
Method of Distribution
and Group to Whom Offered A1l Secured Unsecured | Preferred Common OthuA/
Types Bonds Bonds Stock Stock Types
A1 Methods of Distribution 1,346,846 491,355 177,195 343,460 137,915 196,922
To General Public 1,222,415 491,355 177,195 262,760 101,555 188,550
To Security Holders 131,732 - - 79,860 3,872 -
To Other Special Groups 13,700 - - 840 4,488 8,372
Through Investment Bankers 1,326,571 491,355 177,095 339,810 130,261 188,050
By Purchase and Resale 1,066,044 491,355 176,695 338,270 9,724 -
To General Public 957,162 491,355 176,605 259,450 29,663 -
To Security Holders 108,882 - - 78,820 30,062 -
To Other Special Groups - - - - - -
On Best Efforts Basis 260,527 - 400 1,540 70,537 188,050
To Generel Public 259,484 - 400 500 70,533 188,050
To Security Holders 1,040 - - 1,040 - -
To Other Special Groups 3 - - - 3 -
By Issuers 20,275 - 100 3,650 7,653 8,872
To General Public 4,769 - 100 2,810 1,359 500
To Security Bolders 1,810 - - - 1,810 -
To Other Special Groups 13,606 - - &0 4y484 8,372

}/Any aiscrepancies between the sum of figures in the tables and the totals shown are dwe to rounding,
2/Covers the ten month period ending June 30, 1935,

es voting trust certificates and certificates of deposit,
AL/Consists mainly of certificates of participation and certificates of beneficial interest,
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