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If we had to define every technical trade term, in the statute, you
can see what the size of this bill would be. All i t says in connection
with the accounting section is that we can make rules and regulations
"defining accounting, technical, and trade terms used in this title."
And similarly we make provision that we are to make rules in respect
of classification of investment companies.
Senator ~F-AGNER.
1 see that, but 1 still contend that being given
the power to make rules and regu!ations in reference to all these provisions, that in itself implies the right to change or modify or rewind
these rules a t any time, does it not?
Mr. HEALT.Obviously, yes. I would say there is no doubt about
it to my mind.
Senator HERRING.Does not that also almost have the dignity of
letting you apply section 43 of the bill, which provides for a fine of
not more than $10,000 or imprisonment for not more than 2 years, or
both, in case of the violation of any rule which the Commission has
adopted?
Mr. HEALY.?(.fayI say in that connection that as I read this thing
i t does not give us substantive powers. We cannot make any new
law llntler this. We can only implement the laws the Congress has
made. We can write rules, say, on practice and procedure. We can
define accounting. technical, and trade terms. We can classify them.
and things of that sort. I am sure it does not give us tlie least power
to impose any additional requirements on anybody that this law
itself does not impose.
Senator HERRING.Then i t is merely a regulation to implement
what the law says.
Mr. HEALY.That is my view of it. And if t,his language is not
appropriate to accomplish that result it ought to be revised.
Senator HERRING.I would not say that you are wrong, M r . Chairman, but you see what I mean.
Senator WAGNER.
I do.
Mr. HEALY.1 think i t is a very important question, and the Conirnission is most anxious, as the subconlmittec is, that it be solved
properly.
Senator WAGNER.
Of course, I suppose this is the time to suggest
questions that trouble you somewhat, Senator. When these rules are
promulgated, they have the effect of statutes.
Senator HERRING.Yes.
I interpose something there?
Mr. H E ~ L YMay
.
Senator WAGNER.Yes.
Mr. HEALY.I think that under tlie decisions of the courts there
are a t least two claqses of rules of administrative bodies. There are
rules implementing statutes, the violation of which may be punishable.
Senator W ~ G N E R
Yes.
.
Mr. H E ~ L PThere
.
are other rules that do not fall into that category,
which are simply interpretative rules. For euample, nobody could be
put in jail because he disagreed with our definition of a technical or
trade term.
Senator M T ; l ' a ~ ~T~hna t. is the very question I was conling to; that
is what is troubling me.
hlr. HEALY.Our interpretative rule stating that in our opinion n
certain phrase means a certain thing is just as much subject to review
by a court as a formal decision with an opinion behind it, when there
is a controversy that is judiciable in the courts.
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Senator WAGNER.Judge Healy, I was wondering if there could not
be a segregation. I do not know. I n the case of a rule in which you
prescribed a certain method of accounting, you would not want to
make a violation of that rule to be punishable by a $10,000 fine or by
3 years imprisonment?
Mr. HEALY.I am afraid I have to say I think I would.
Senator WAGNER.You would?
Mr. HEALY.I would think that under those circumstances the
extreme penalty would be absurd and completely out of line. However, if Congress gives 11s the power to prescribe accounting regulations, then those regulations must be enforceable.
Senator WAGNER.
Well, you may be right about that. 1 am just
raising the question.
Mr. HEALY.
Improper accounting has had some very disastrous
consequences for investors-extremely
disastrous. I think that
proper accounting, not only in this field but in every other field, is
extremely important. We have some instances of very bad accounting
in some of t,hcse companies.
If you do not want to allow us to prescribe accounting regulations
and then make thern enforceable, then I see no alternative but for
Congress to prescribe the accounting regulations itself.
T did not go so far as to sav that. I was wondrrSenator WAGNER.
ing \vhetller making that a felony is rather severe.
51r.HEALY.Yes.
Senator WAGNER.
I t may not be enforceable, for that reason.
Mr. HEALY.Well, perhaps the proper mc~thod of hanclling that
would be to niake the accounting
- regulations enforceable bv mandamus or appropriate administrative action, without making it
subject to a criininal penalty. I have not thought that through.
Senator WAGNER.
Well, yon may be right. I t may be that it is
sufficiently important so that its violation should be as prescribed
here.
But ofl'hand it did seem to be a severe penalty for that viol at'lon.
Xow, 1 bow to your superior judgment in these questions.
Mr. HEALY.I state for the record that the Securities and Eschange
Coxri~nissionhas never recomnended the prosecution of anybody for
inadrertent or unintentional violation of a statute.
Senator WAGNER.
Well, I am not concerned that wisdorn will not be
esercised in its enforcement.
Senator HERRING.Speaking of accounting, it seems to me that you
pro\-itle here a system of accounting and then forbid the keeping of
any other record. What is that?
Mr. HEALY.I t does not go quite that far.
Senator HERRING.I thought I read something like that. I wonder
why you prohibit the keeping of any other records.
Mr. HEALY.If you will look a t page 72, subsection (f) in section 31,
you will see we expressly say. they may subclassify accounts.and maintain supplementary records in any manner which does not ~rnpairthe
integrity of the accounts.
Senator HERRING.Oh, yes.
Mr. HEALY.I think thdt is ti rather necessary provision. As I
can show you-not in the investment trust field, but I can show you
in the case of the New York State subsidiaries of the Associated
Gas & Electric Co.-we do find this kind of a situation: Under the
'>
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Stnte laws they were forbidden to make certain types of entries on their
books, to wit, write-ups or plnrk-ups of their property account. SO
they told the State connmission that they did not make them. They
did not report them to the State commission; but they kept a supplementary account in which they recorded the write-ups and mark-ups;
ant1 for several years the published reports to their stockholders
included the write-ups. I n other words, they were not in accord
with the accounts which they reported to the Public Service Commission of the Stnte of New York.
Now, Senator. I would agree with you if you were to say that you
do not ant to put accounting in a strait jnrlcet. On the other hand,
I think that if you are to preserve the integrity of accounting, you
have got to have some authority about it and you have got to clrcumscribe i t somewhat.
Senator HERRING.I did not know just the meaning of that. I t
appeared to forbid the keeping of any records \vl~ichthey might want
to keep for their own convenience or nse, whish would have no effect
on the record which you direct them to keep and whlch they must
keep, of course.
Xr. HE-~LY
I s110uld
.
t h i ~ l l ti hat they should be allowed to keep any
record that they pleased, that did not destroy the integrity of the
accounting that was prescribed under the classification.
Senator HERRING.Yes; that is all right.
Senator HUGHES.But they would go beyond that, wolild they not?
Mr. HEALY.I beg your pardon?
Senator HUGHES.
They would keep these supplementary accounts
and, as I understand it, they would make the practice of sending them
out to their stockholders; so they had the account you requlred and
they had another account, and the facts in that they gave to their
stockl~oltlers?
Mr. HEALI-.T hat is true.
Scnntor HUGHYS.I should think that would be mislcudirlg and very
confusing and dangerous.
Mr. HEALY.Please notice I said to the Senator that I did not
oppose records which did not destroy the integrity of the other record.
Furthermore, as was stated this morning, we havc discovered quite a
number of instances-I question whether any of them are in the investment trust ficld; I do not remember it. However, there is i n existence
in the Commission a memorandum where there is pointed out the
variances and discrepancies between the accounts and financial stutements filed wlth us, under our acts, and the accounts and financial
statcments reported by the same corporations to their stockholders.
Now. Senator, there is R provision in this bill where that sort of
thing can be corrected.
Scnator HUGHES.Where i~ that? IS that destroying the integrity
of pour account?
Mr. HEALL I think that is designed to preserve the integrity of
the accounting. I t is designed to see that the sworn accounts filed
with the Government and maintained on their books are reported to
the stockholders in that form and riot in some other.
Senator HUGHES.Yes, that is what I have in mind.
Mr. HEALY.If the Senator will look a t page 68, a t subdivision (cj
of section 30-Scnator HUGHES.Subdivision (c)?
''"1147--40--pt
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hfr. HEALY.Yes, sir.
Senator HUGHES.Yes. Yes, I see it. That is power enough to
control it, I think.
Mr. SCHENKER.
I beg you pardon, Senator?
Senst'or HUGHES.I sa'y I t'hink that is power enough to control it.
M r . HEALY.I beg your pardon, sir?
Senator HUGHES.I say that is power enough t'o control it.
hlr. HEALY.Y es; I should think so.
hIr. SCHENKER.
Are you through, Judge He.aly?
Mr. HEALY.Shall we go on t,o something else, or is there another
point?
Very well.
Senator WAGNER.
hlr. SCHENKER.
Section 45 cont'ains the generitl provisions and
definit'ions, and section 46 is the separabilit'y of provisions.
Scction 47 says that "this title may be cit'ed as the (Investment
Cornpany Act of 1940.' "
Section 48 is with respect to the e f f e c b e date of the act and states
t h t the "effective date of this title is October 1, 1940. Except whe,re
specific provision is made t'o the contrary, every provision of this title
shall take eflect on said effective date."
Then we come t,o title 11, which deals with investment advisers.
Section 201 specifies the findings; section 202 specifies the policy;
and section 203 incorporates by reference certain provisions of title I ,
wit,h respect to definizions, and so forth. Now, Senato~,there is a
typographical e,rror in sect'ion 203, and we should like to correct i t
on the record. I t should read, after the colon, as followsSections 3, 34 (b), 35 (b) and (c), 36, 37-

k n d "(e) a.nd (f)" should be stricken out38, 39, 40, 41, 42-

Here "43" should be stricken out and replaced with44, 45, and 46.

And "47" should be stricken out.
Section 204 says that it is unlawful for a person engaged in the investment advisory business to use the mails or instrumentcllities of
interstate c,ommerce unless he is registered under this section.
,Then subsection (b) makes provision for a n exempti'on which is
quite tight. It says i t shall not apply to investment counselors whose
clicnts reside within one Stale and do n o t give advice with respect to
securities which are dealt in on a national securities exchange or which
are dealt in in interstate, over-the-counter markets. I think we
have about got everyboidy who is in the investment counselor business.
Subsection (c) sets forth t,he mechanics, for registration and set's
forth the information which will be required by this simple registrat(io11statcmcnt.
Now, Scnator, the people in the investment counselor profession
may h v c some difficulties with the phraseology here. We are still
tdliing to them. I think they do not disagree with the substance of
the privisions.
\I h:lt do we ask? We ask about their organization and personnel,
including the number of employees; we ask about their education and
experience and background and their past and present busincss ufiliations. We ask the nature and scope of their business and what kind

-

of advice they give. Then we ask what kind of authority do they
have over their clients' accounts; is it discretionary authority or do
the just give advice. We ask what is the basis of his compensation,
a n then we ask for copies of the regular type of contract that h e
uses. Then we have here a provision:

2'

such further inforniation and copies of such further documents relating t o suc!l
inpestment adviser, his or its affiliated persons and emplovees as the Commirsion may bv rules and regulations or order prescribe as necessary or appropriate
in the public interest or for the protection of investors.

That provision is not unlike the one that Judge Healy discussed in
connection with the registration of the companies, and is not unlike
the provision in section 15 (b) in the Securities Exchange Act of 1934
which relates to the registration of over-the-counter brokers and
dez 1ers.
The mechanics are that they file the application, and it automatically
becomes effective. Then if the person is the type of individual set
forth in subsection (d), the Commission can revoke or deny his registration. The mechanics is something like a compulsory census of the
industry: "You tell us who you are." Then, if he discloses in his
application or if we ascertain from independent sources that he has had
a jail record in connection with a securities fraud or has been subject
to an injunction in connection with a securities fraud, we can revoke
his registration.
The other provision is that we can deny him regi~trat~ion
if he has
not filled out his application correctly or has told an untruth. You
have to make provision for that; otherwise he will just fill in his name
and file it. Then i t becomes effective and we cannot hold up the
registr a t'lon.
Mr. HEALY.
May I say that the effective purpose-whether this
is the appropriate means to accomplish it or not-the real intent of
this is to see to it that men with this kind of a record cannot go into
the business of being investment advisers.
Then again comes this question of rubber and flexibility; because
there will be cases where people have been convicted within 10 years,
where the circun~stancesmay be such that, nevertheless, it might be
proper to allow them to go back into that business.
Ah. SCHENKER.
The commencement of a proceeding to deny
registration acts to postpone the effective dat,e of registration; but
you notice there is no provision that the institution of a proceeding
to revoke or suspend his registration acts as a stay in his business.
Do you see what I mean?
Senator WAGNER.Yes.
Mr. SCHENKER.
So that he can keep doing his business until the
proceeding has been determined.
Then (f) is that if he ceases being an investment counselor, provision is nlarle for the cancelation of his registration.
Section 205 is the provision which is aimed a t the method of
compensabion. As I rccall it, it was virtually the unanimous conscnsus of the 324 people whom we studied, with 1 possible exception, some individual in California, the unanimous consensus of
the industry that what you ought to abolish is tllesc profit-sharing
abuses in the industry: "If you make any money, you turn part of
i t over to me; but if you lose, I don't lose anything."
CL

It is one of those "Heads I win and tails you lose" propositions.
He does not participate in the losses, but participates only in the
profits. That is one of the provisions we put in the sections relating
to the rnanagemcnt of invcstment companies. That is to eliminate
this profit-sharing method of compensation.
Scction 206 is just a broad section which says you shall not do
anything to defraud your client, or do anything which operates as
a fraud on your client. The investment adviser cannot sell, to his
client, any property or securities as principal, with this cxccption:
Under section 15 of the 1934 act the National Association of Security
Dcalers was fornwd; and out of thc 6,000 people who rcgistcrrd with
thc Commission as brokers and dealers, I think 2,500 or 3,000, over
9,800 hnvc become mcrnbcrs of this voluntary association which has
undertaken to police itself.
We have said that a person who is a membe,r of that association,
since he is subject to the supervision of that association, may deal
with the client, provided he discloses to the client that he is selling
securities to the clicnt, as principal.
Mr. HEALY.
&lay I interrupt for just a moment?
This association IS formed under the so-called Maloney Act-is the
National Association of Security Dealers; I want to express the view
that they have made a magnificent start and t,hat there is every intlication that they are going to do a first-class job. I say that because
I do not want something else that I am going to say to be misinterpreted.
Let me also say that the investment a d ~ i s e in
r the instance covered
by the bill is principal and agent; and I suppose the argument in
support of this provision is that when lie acts as principal instead of
agent and sells to his own client,,you can permit that only if he is under
the surveillance and control of that Natio~lalAssociation of Security
Dealers.
On the other hand, I personally have a little difficulty with this
section; because granted that everything that I have said in favor of
the Maloney Act association is true, I still have some difficulty with
the idea that the right of a man or a citizen to do a certain kind of
business in the United States depends upon whether or not be belongs
to a certain association, howeve: worthy.
Now, Senator, I think that f a ~ r l ystates the two points of riew on
that suggestion.
SenaKr WAGNER.
Yes.
If the committee should feel that Judge Henly's
Mr. SCHENKER.
analvsis of the situation is correct, then I think it is the Commission's
reco;nmendation t,hat all self-dealing between the investment counselor
and the client should be stopped. The investment counselor should
not be able to sell his client any securities as principal.
The ltwt paragraph-paragraph
(4)-of that section I have described; that is no use in repeating that or in reverting to it.
Section 207 is the penalty sectlon.
Section 208 is the short-title section.
Section 209 is the effective-date section.
Now, Senator, we should like to introduce into the record-Senator HUGHES.
DO I understand you have two views of u-llether
he should sell to the customer?

-
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M r . SCHEXKER.
The Commission, after discussing this problemand I think t,his is a n accurate recapitulation; and if I a m wrong,
Judge Healy can correct me-the
feeling of the majority of the
Commission is t,hat if he is a member of the association, then he should
be permitted to sell securities as principal to the account-to the
client-provided
-. .
he is a member of the association and makes t,he
proper ctisclosure.
Senator HCGHES.The Maloney A~sociat~ion
docs not embrace all
of them in that business? T h a t is voluntary?
Mr. SCIIENKER.I t is the voluntary association.
Senator HUGHES.Those on the outside cannot do this?
h l r . SCHEXKER.
No; the outsiders cannot do this. What Judge
Healy feels a little uncomfortable about is, Why should discrimination
be made? Why should the person on the outside not h a r e that right,
while the person who is in the association has that right?
Senator HVGHES.AS far AS I am personally concerned, without
giving it any great consideration, I think there is danger in that.
Senator WAGNER.T h a t is that?
Senator HUGHES.I think there is danger in allowing them the right
to sell, and in not allowing that right to the others.
Senator K A G N E RNot
.
allowing that right to the others-those
outside of the organization?
Senator HUGHES.Yes.
Senator WAGNER.T h a t is what appeals t o me, too; I was going
to raise that question myself.
that I did not have an
Mr. HEILT. I should like to say,
opportunity to discuss this section with the other members.
Senotor IT-IGNER.You think i t is all right, do you?
Mr. HEILY. They have never heard nly views on this point; I
happened to he away.
Senator HUGHES.I think it is a matter to which you should give
some thought.
Senator WIGNER.I suppose that the distinctiori in that case is
that they belong to an association which scrutinizes all their activities
but, nevertheless, it is voluntary.
I t is not scrutinized by the Securities and Exchange Commission,
i~
-- i- t- ?
M r . SCHENKER.
They have to coniply with certain requirements,
in order to belong to the association.
Senator WAGNER.Yes.
Mr. SCHENKER.
On that matter I talked to the investment bankers
who also act as investment rounselors, and who are affected by this
provision. We had a conference and spent a whole Saturday with
them. Ordinarily they would not dreanl of taking any inventory of
securities they have on their shelf and selling them to their clients.
Senator WAGNER.Yes.
Rlr. SCI-IESKFJR.
They do not want that right, really, although this
provision m a y give them this right.
The situation which tlicy feel ought to be esrluded is where they
are underwriters of securities, &-heretheir client can get a little cheaper
price, and their client insists, "Whq shoidd T be pendizcd and hsvc to
pay R, little more for my security just because you happen to be my
investment counselor?"

ow ever,
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And that is true of municipals and so forth.
I do not know what great harm would result if the provision were
made applicable to everybody. However, they submitted this to the
Commission, and we incorporated it in that respect.
On the other hand, if a fellow feels he has a sour issue and finds a
client to whom he can sell it, then that is not right, whether i t is done
by a membcr of the association or a person who is not a member of
the association.
May I go on, Senator?
Senator WAGNER.
Certainly.
Mr. SCHENKER.
What we should like to do is to introduce into the
record a recapitulation of the testimony of all the witnesses who appeared a t our public examinations, who expressed their thoughts with
respect to our recommendations. During the course of the public
examinations that we he1d:and
we held public examinations on 250
investment trusts, representmg probably 95 percent of the total assets
of the industry-we
would ask, ' W h a t do you think of conlplex
capital structures?" "Don't you think they should have one class of
stock?" "Should investment trusts borrow?"
What we have done is to take the precise question and the answer
verbatim and key i t into the section of the bill to which it is applicable.
I should like this to be made clear: That we have culled out only
those portions of the record which sustain the recommendation. I
also want to qualify it further: We have culled out port,ions of the
testimony which sustain the reconimendations, and have not included
portions of the testimony which may have been against other recornmendations.
For instance, a person says, "Yes; I think there should be one class
of stock in investment companies."
TTTeasked the.m, "Should they borrow?"
They say, "Yes; they should be able to borrown-although the
Commission has ultimately recommended that there be no borrowings.
Senator WAGNER.
Whose answers are those?
Mr. SCHENKER.
Those are answers of the investment company
witnesses.
Senator HUGHES.Are they now available?
Mr. SCHENKER.
So.me of them will be here. However, in order to
make a complete record as to the members of the industry who have
expressed their opinion in favor of the particular recommendations
we have culled those out. If the committee wants us to get a compilation of the expressions of opinion against the recommend at.ions,
we shall be pleased to do that.
Senator HUGHES.I presume we shall get that when those witnesses
come.
Mr. HEALY.I am not completely clear in my own mind whether
we should offer this compilation at this time.
Senator WAGNER.We are going to hear the industry.
Mr. HEALY.Yes; ou are going to hear them.
Senator HUGHES.'ft might be well to hold that until after you have
found out who does come and what they do say. Then introduce it
for those who do not come here and state their views.
Mr. SCHENKER.
The only thing is that these ideas are not novel;
they have been discussed with a great many people, and a great many
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people found some sense in them. We are not saying that everybody
who appeared was for us.
Senator HUGHES.I see no objectiou to using that a t the end, after
we have heard the other witnesses.
Senator WAGNER.Why not hold that until the end?
I beg your pardon?
Mr. SCHENKER.
Sellator WAGNER.DO you want to offer it, or hold it until a later
date? What is the final judgment about it?
Mr. HEALY.My judgment, in view- of the suggestions rnade here,
is to hold i t until a later time, arid not to offer i t a t this time.
Senator WAGNEH.
Very well.
I think that completes our presentation.
Mr. SCHENKER.
Mr. HEALY.I suppose i t is understood that we can be heard at a
later timc, if desired?
Senator WAGNER
(chairman of tlle sl~bcornmittee').Oh, ycs; we do
not conduct this in an inflexible manner. What the cornmlttee seeks
is information.
Senator HUGHES.TTrc probably sliall want to 11earthem again.
Srnator WAGXER.
Yes.
hfr. I ~ E A L
WP
e sliortcwd
.
our presc~ntationat the suggestion of tlle
chairman.
Senator Tt'aem~,.Pcs; I migl~tsay thnt Judge H e d y had a numher of other cxampl~sto give. us; hut I thought that Tor thc prcscnt
the committee llad sufficient, a t Icest, upori which to 1 ; c w the otlrcr
side.
Senator HUGHES.T1-C h a v ~I) x c ~ a good many.
Smator IT' ;S'\GNER ((,hairman of tllc subconlmittcc). K e have
finished r\ i t l ~you?
Then who is to ~ p c a kfor the otl~ersitk?
I am to spcalc; my name. is B u n k t ~ .
hlr. BUNKER.
Srnetor IT-LGNER. 1 ~ u g g m tthat c go on on Friday n ~ o r r ~ mthat
p;
will give you all (lay tornorrow to prepam your pre~ent:~tion.
Air. BLTXI~ER.
Ycs; Alr. Chnirninn. Of course, n e do not want to
hold things u p
Senator W.ICXEI~.
Yes; I know that >-oildo not want to do that,.
Very wr.11. You arc going to open the prcscntation, Mr. Burilier?
Will you he tlic first n-itncss?
~ iritncw.
Mr. BUNKER.YPS:t h first
Seriator WLGNEIZ
V ~ r yw 4 . Of C O ~ I ~ S Pwe
,
cannot rcgulstr the
timc, brcausc we do not Bnow just how late wc shall sit or how long
you will talic. \Ye arc not going to limit anybody.
hlr. Bulv~icn.Do yon utrl~tsome. 11lor.crinmcs?
Scnntor WIGNER.We h a w ~ I V I ' P h l r Bcllamy, 1Tr. Q u i n n , and
Mr. I3unlic.r.
hlr. BUNKI:R.
And then we call rcbnppe:ir?
Srrlator J T 4 0
~11. ~yes;~ wc~ shall not bc ricid abollt it. Thc
only tlrinz is that yo11 sl~oulclavoid. I tl~ink,any c~mulativcmnttcr.
hlr. BUNKEROf COII~SC.
Srnntor W i a n - s ~(clinirman of the subcommitttc.). YVS;U-e sllnll
not havc ail?- difficulty about that; tlris is no court.
V t ~ ywell; khen the co~nnlittcenil1 meet on Fritlny morning a t
10:30. hlr. Bunker will be thr first wit~irss.
(Thrrcupon, at 4.05 p. rn., a rrwss &as taken until Friday. April
12, 1040, at 10:30 a. m.)
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