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LETTER OF TRANSMITTAL

SecurITIES AND EXCHANGE COMMISSION,
" Philadelphia 8,-Pa., April 21, 1945.

S1r: T have the honor to transmit to you the Tenth Annual Report
of the Securities and Excbange Commission, in accordance with the

provisions of Section 23 (b) of the Securities Exchange Act of 1924,
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
22, 1940. . '

‘In addition to reviewing the principal developments of the past
fiscal year, the report includes a 10-year survey of the Commission’s
work. This survey sets forth the results of the Commission’s opera-
tions under the various 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 activitics. Because of
space limitations no attempt has been made to detail the entire de-
velopment of practices and policies as reflected in our-order, 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
ditliculties 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 10 years of opcration 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, in 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, :
GAaNsON PUrcELr,

Chairman.

THE PRESIDENT OF THE SENATE, ’

THE SPEAKER OF THE HoUSE OF REPRESENTATIVES,

Washington, D. C.
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TENTH ANNUAL REPORT OF THE SECURITIES AND
" EXCHANGE COMMISSION

PHILADELPHIA, PA.

'FOREWORD

* The' Securities and Exchange Commission was created by act of
Congress in 1934. On June 30, 1934, the President appointed the
‘orlgmal five members of the Commission. In its first year, the Com-
mission was charged with administering two statutes: the Securitics
-Act of 1933, which was administered by the Federal Trade Commis-
sion until %eptcmbel 1934, and the Securities Exchange Act of 1934.
These two laws were the initial steps in a comprehensive program for
the'protection of investors in corporate securities. In the years that
followed, the scope of the Commission’s duties increased greatly as
responsibility for the enforcement of new laws was lodged with the
Commission. The Commission now administers six statutes:

Securities Act of 1933,
Securities Exchange Act of 1934,

- Publie Utility Holding Company Actof 1935,
Trust Indenture Act of 1939, )
Investment Company Act of 1 940,
Investment Advisers Act of 1940,

and, in addition, performs various functions under Chapter X of the
National Bankruptey Act (the Chandler Act).

All of ‘these laws -and the principal developments under them are
described in this report, in which we have given an account of the
Commission’s work over the past decade.

Reference is made in the report to the conditions Wh]Ch led to the
enactment of the laws administered by the he Commission. Long be-
fore the passage of the Securities Act in 1933 and the Securities Ex-
change Act in 1934, it had become clear to careful observers, including
the more dlscermng elements in the business andifinaricial community,
that the lax financial and ethical standards which prevailed in’ the.
twenties were undermining the integrity and health of our capital
markets, were destroying investor confidence, and were leading the
business and financial enterprises of this country to disaster. Every-
one who honestly appraised the situation appreciated the pressing need
for the preservation of high standards of conduct if the American
system of private capital and democracy was to survive. Promoters
of new enterprises and those soliciting additional capital were seeking
other people’s money in increasing amounts. Corporate managements
were controlling businesses financed by millions of investors who had

-little or no voice in the management. Insiders -were using other
people’s money to manipulate markets for their own selfish ends to the
detriment of innocent investors. It is trite but true that there was an

1



2 SECURITIES AND EXCHANGE COMMISSION

orgy of speculation, which culminated in the disastrous stock market
crash of 1929. Experience of a decade of feverish activity subjected
to little or no regulation by the Federal Government clearly revealed
the need for legislation that would curb. financial malpractice and re-
quire those using and soliciting the use of other people’s money to con-
form at least to the minimum standards of fiduciaries or trustees—all
to the end that investors might be protected and the public interest
furthered. The several statutes entrusted to the Securities and Ex-
change Commission were designed to accomplish these objectives in
the respective fields to which they apply.

The primary qbjective of the Securities Act of 1933 is to protect
investors by requirinig full and fair disclosure of Inaterial facts con-
cerning securities publicly offered for sale in interstate commerce or
by use of the mails and by preventing misrepresentation and fraud in
the sale of securities. Under it, the Commission does not pass on the
merits of securities. One can offer any sccurity for sale if it is effec-
tively registered and all the truth is told about it. While the necessity
of disclosing the truth concerning prospective security offcrings may
ahd should affect both the determination to make the offering and the
reception accorded it, the decision whether to take the risk rests with
the investor and is not made for him by the Commission. Accord-
ingly the Commission does rot direct or control the flow of capital.

From the passage of the Act to June 30, 1944, 4,510 registration
statements' became effective with respect to securitics aggregating
more than $25 billion. In this period administrative procedurcs were
adapted to the needs and practices of the business community.
Registrations were expedited whenever possible. Since the August
1940 amendment of Section 8 (a) of the Securities Act, registrants
who are able to comply with the standards of the Act and the rules
of the Commission have obtained effective registration of their secu-
rities in substantially less than 20 days after filing. Inadequacies in
registration statements have been called to the attention of issuers
through the medium of the flexible and informal ‘“decficiency” letter
rather than by stop order proceedings. That technique has had
marked success and in no small measure it accounts for the fact that
for more than two years, the Commission has not found it necessary
to issue any “stop orders” as prescribed by the statute with respect
to improper registration statements. )

When the Securities Act was passed and shortly thereafter, there
was widespread prediction that the civil liability provisions of the
Act would result in a flood of lawsuits against companies and their
officers, directors, and experts who had signed registration statements.
A search of the court records covering a period of 8 years reveals that
there were less than 2 dozen actions under all three of the civil lia-
bilities of the Act. Moreover; so far as could be determined, not
more than five suits resulted in recovery by the plaintiffs.

From the beginning of its administration of the Securities Act, the
Commission, through its Securities Violation Sérvice, has cooperated
with the several State security authorities, better business bureaus,
and chambers of commerce in establishing & national clearing house
of information concerning fraudulent securities transactions. As of
June 30, 1944, the Commission had assembled in its files data concern-
ing an aggregate of 44,399 persons against whom Federal or State
action-had been taken with regard to securities violations. The
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Commission’s enforcement -activities have resulted in the indictment
of 2,316 individuals and firms for securities frauds, manipulation,
sales of unregistered securitics, perjury, and fraudulent operations of
brokerage firms. The types of fraud which the Commission has en-

countered have been as varied as human- ingenuity could devise. Of

the criminal cases which have been concluded, 95 percent were
successfully prosecuted as to one or more of the defendants named in
the indictments. In cases of appeal verdicts of guilty were reversed
" as to all defendants in only six cases, and in five of these convictions
were obtained after retrial. In civil suits instituted by the Commis-
sion, permanent injunctions have been entered against 1,057 firms
and individuals. '

One of the important results of the disclosure requirements of the
Securities Act and the Securitics Exchange Act has been their effect on
accounting practices. The administration of these statutes by the
Commission has been instrumental in bringing about numerous 1m-
portant reforms 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 Sccurities Exchange Act of 1934, significant achieve-
ments have been made in the regulation of trading in securities both
on the organized exchanges and in the over-the-counter markets. As
developed in more detail in this report, these include the adoption by

the exchanges of suggested rules for the regulation of various phases

of trading; the reorganization of the admimstrative structures of the
exchanges; control of the use of credit in security transactions; the
systematic surveillance of the volume of trading and the movement
of securities prices to eliminate manipulative practices; the control
of short selling; the disclosure of transactions in a 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 sccurities 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, known 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 Seccurites Dealers, Inc., which now has ap-
proximately 2,100 members, was registered under the Act. A major
portion of its activities. has been devoted to raising the business
standards of over-the-counter biokérs and dealers. o

Part I1T of the report deals with the administration of the Public
Utility Holding Company Act of 1935. Under that Act there are
registered Some 53 electric and gas utility holding company systems
with aggregate consolidated assets of nearly $16 billion. A major

part of the Commission’s work for the past 5 years has been the task .

of passing upon the reorganization of the complex financial and cor-
porate structures of these systems as required. by Section 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 becn held and substantially all of the more important
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orders specifying the action that must be taken to comply 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. 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 Commission will not order dissolution of
any holding company which holds together what can realistically be
regarded as a system the.continued existence of which is justified by
genuine economic or physical considerations. .

Under this program complex capital structures are being replaced
by simple capital structures. Holding company debts are being paid
off, risky holding company preferred stocks, with. their huge accumu-
lations of dividend arrearages, are being converted to common 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
o shrinking process. They are being reduced in size because they
must slough off their scattered holdings, and their security holders
are receiving, either in exchange or as liquidating dividends, the com-
mon 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 supporting 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
annually. . .

In addition to the program of reorganizing the holding companies,
the Commission, acting under the Holding Company Act, has passed
upon the issuance of more than $6 billion-of securities 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 theéir balance sheets. Their debt is
being reduced by every legitimate means to establish conservative
debt ratios. Depreciation accruals have been increased and their
depreciation reserves are being built up to good health. Among the
more important benefits have been the steps taken by the Commission
to eliminate banker domination of utility companies. One important.
measure to accomplish that result was the adoption by the Commis-
sion'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 operating utility companies, their investors, and
their consumers. '

Chapter X of the Bankruptey Act

Under a provision in the Securitics Exchange Act, the Commission®
was directed to make a study of reorganization committees and to
report its recommendations .to Congress. The Commission’s report
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on this matter, in eight volumes, described serious abuses.in the
functioning of these committees as well as other defects in existing
reorganization procedures. These disclosures gave impetus to a
reform of the National Bankruptcy Act in 1938. Under that legisla-
tion, the Commission has the duty to serve as adviser to United States
district courts in connection with proceedings for the reorganization
of debtor corporations in which there is a substantial 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 reorganiza-
tion. Of primary importance is the Commission’s assistance in the
financial rehabilitation of debtor companies and in the formulation
of reorganization plans which will provide fair and equitable treatment
to the various creditors and other security holders and which will
assure that the corporations will emerge from bankruptcy in a sound
financial condition. From September 1938 to June 4944, the
Commission participated in 243 reorganization proceedings under
Chapter X. .

Another consequence of the Commission’s investigation of reorgani-
zation 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 trustees
up to a high level of diligence and loyalty and to place thew in a better
position to protect security holders. The means adopted is a require-
ment that bonds, notes, debentures, and similar debt securities ex-
ceeding $1,000,000 in principal amount may not be offered for sale to
the public unless they areissued under a trustindenture which conforms

. to specific statutory standards and has been duly qualified with the
Commission. The emphasis is upon an cffective and independent
trustce, whose interests do not conflict with those of the investors.’
Under the Trust Indenture Act there has been no litigation and only
two refusal order procecdings have been initiated. In cach of these
cases the indenture was qualified after appropriate amendment.
From February 4, 1940 to June 30, 1944, 304 trust indentures, covering

" more than $4% billion principal amount of securities, were qualified

‘under this Act.

Investment.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 investigation con-
firmed 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 operations and they joined in urging the passage
of remedial legislation. Accordingly, the terms and provisions of the
Investment Company Act were worked out in conference by repre-
sentatives of the Commission-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 companies must register with the Commission; their
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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 Commis-
sion. '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 misconduet or gross abuse of tiust. ~The Com-
mission has exercised the authority in a number of instances. At
“June 30, 1944, there were registered with the Commission 371 invest-
ment companies having estimated asscts aggregating approximately
$3 billion. ‘ .

The Investment Advisers Act of 1940 was cnacted at the same time
as the Investment Company Act. This statute provides for the regis-
tration of all persons engaged in the business of giving investment
advice, requires investment advisers to make full disclosure of their
interest in transactions exccuted for their clients, and makes unlawful

. practices which constitute fraud or deccit. At June 30, 1944, there
were registered with the Commission 719 investment advisers.

. The Commission’s experience in the administration of the Invest-
ment Advisers Act over the past 4 years impels the conclusion that it
cannot be enforced effectively in its present.form. The cases of Robert
J. Boltz and Albert K. Atkinson, outlined in Part VII of this report,
illustrate the type of fraudulent activities in which certain unscrupu-
lous investment advisers arc able to engage at present without afford-
ing this Commission the slightest overt evidence of their occurrence.
The Commission is unable o detect or prevent such activities prin-
cipally because it-lacks the power to inspect the books and records
“of investment advisers—a power which it has in the case of brokers
and dealers under the Sccurities Exchange Act of 1934. To remedy
this signal weakness as well as other related weaknesses in the Invest-
ment Advisers Act, the Commission submitted a report to the Con=
%ress on January 31, 1945 recommending certain amendments to the

ct. - - .

Since the substantive provisions of the several statutes are interre-
lated. in many ways, it has been feasible to effect a high degree of -
standardization and uniformity of forms, procedurcs, and interpreta-
tions. ' For example, as more fully discussed in the Commission’s
Ninth Annual Report, the Commission has cffected a comprehensive
simplification of ‘a number of registration and reporting requirements
to eliminate duplicate filings by companies subject to more than one
Act. Uniform regulations have, been preseribed as to the form and
content of financial statements filed under the Sccuritics Act, the
Securities Exchange Act and the Investment Company Act. Simi-
larly uniform practices, interpretations, and forms apply to proxy
solicitations under the Sccurities Exchange A¢t, the Holding Company
Act, and the Investment Company Act; this is also truc 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 pro-
visions of Chapter X, Scetion 11 of the Holding Company Act and
Section 25 of the Tnvestment Company Act. ,

In the adoption of rules, regulations, forms, and accounting prin-

“ciples and policies, it is the practice of the Commission to submit -
them prior to adoption to all interested persons and invite their



TENTH ANNUAL REPORT 7

criticisms and suggestions. This procedure is followed provided
-the subject matter is of general importance, is not of a temporary
nature, and is not due to.an emergency demanding carly action.
Often such matters are discussed with those affected or interested in
informal 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 admin-
isters, 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 contem- -
plating activity dealt with by those Acts, and-preliminaiy consultation
between members of our staff and interested parties is cmploycd to
expedite disposition of issues raised.

Most of the cases which the Commission decxdes involve applica-
tions by private partics seeking permission to undertake.or continue
specified activity, or. seeking exemption from requirements imposed
by the Acts or Rules and Regulations thercunder. The Commission
-also decides issues in various proceedings initiated by it pursuant to
statutory direction, and it reviews certain actions of a registered
association of securitics 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 1s required, the notice and order for
hearing is made.public and provides that any 1ntercsted person may
seck leave to be heard or intervene.

Hearings are held before trial examiners d051gnatec1 by the Com-
mission. The trial examiners have no other function than to preside
at hearings and in certain cases to file an advisory report. They
are instructed to and do observe strict impartiality. In all cascs
the parties and the interested division of the Commission’s staff,
where it takes a posmon are afforded opportunity to file e\ceptlons
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
fite assistance of the division in the preparation 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 functions independently
of the division which has participated in the procecedings. After
thorough analysis of the evidence and the contentions of the parties,
the Commission directs .the preparation 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 information is digested by representatives of financial and
statistical services, banks and insurance companies, investment
houses, industrial corporations, members of stockholders committees
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and by individual investors, and is passed on to the public in numerous
ways. The Commission itself issues to all who are interested statis-
tical releases and reports of surveys. At the request of a number of
government war agencies, the Commission recently published a four-
volume report 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 connection
with numerous investigations, the most important of which was
the investigation conducted by the Temporary National Economie
Committee on which the Commission was represented.

During the first decade of its activities, the Commission issued more
than 2,000 formal orders under the several acts, and while all the acts
pr0v1de for judicial review of Commission orders, only 100 petitions
for review have been filed. Of these 84 resulted in either denial of the
objections raised on the merits or dismissal of the petition by stipula-~
tion or on motion of the petitioners. The decisions in 3 concluded
cases set aside the Commussion’s orders in whole or in part and 13
cases were pending at the end of the past fiscal year. In addition to

roceedings for judicial review of Commission orders, the record of
cwﬂp actions .in Federal district courts instituted by or against the
Commission -(including cases in which the Commission appeared as
intervenor or participated as amicus curiae) comprised more than 500
cases, of which only 10, or less than 2 percent, resulted in dec1310ns
adverse to the Commission.

An outstanding result of the enactment and administration of these
statutes has been the establishment of a higher'standard of ethies in the
handling of other people’s money. New standards prevail in the busi-
ness of inducing investors to part with their money and in the business
of managing that money once it has been entrusted to a particular
enterprise. There now prevail new concepts of fair dealing, of ade-
quate disclosure and of the duties of management and insiders. The
general acceptance of these ethical standards by the business com-
munity is reflected not alone in the 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 jurisdiction of
the Commission.

Proposals for Amendments to the Securities -Act of 1933 and the Securities Ex-
change Act of 1934 ’

In 1940 bills were introduced in both Houses of Congress to amend
the Securities Act of 1933.! The House Committee on Interstate and
Foreign Commerce requested the Commission to comment on these
bills. As a result of this request, and with the approval‘of the chair-
man of that Committee and the chairman of:the Senate Committee
on Banking and Currency, the Commission undertook to study

1 8. 3985, S. 4006, H. R. 9807, and H. R. 10013, 76th Cong., 3d sess.
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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 Sécurities 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 representatives of 13 of those
“exchanges. In addition, the Commission sought and received the
_views of executives of corporations which had had experience in
registering securities with the Commission, executives of many life
insurance companies, and numerous individuals from all parts of
the country. . o

The results of this comprehensive study were submitted to the Com-
mittees of the two Houses in a report filed by the Commission on
August 7, 19412 All of the proposals made either by the representa-
tives of the securities industry or by the Commission were then com-
Dbined in-a comprehensive committee print for purposes of convenience.?

As to many of the proposals the Commission and the representatives
of the industry were in agreement. In the area of disagreement, how-
ever, were some proposals which- the Commission opposed 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 was disagreement was
varied. For example, perhaps the two most important suggestions
under the Securities Exchange Act involved the regulation of proxy
solicitations under Section 14 and the provisions of Section 16 govern-
ing trading by corporate insiders. On one hand, the two New York
exchanges proposed extending the coverage of those two sections
generally to the securities of large national corporations not listed on
exchanges. On the other hand, the representatives of the securities
industry (including 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 companiecs.

The House Committec on Interstate and Foreign Commerce began
hearings to consider the proposed 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.* The proposals were
then referred to a subcommittee of the House Committee 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 cumulative to June 30,
1944, are set forth on the last page of this foreword.

2 “Report of the Securities and Exchange Commission on Proposals for Amendments to the Securities
Act 011933 and the Securities Exchange Act 0of 1934, Ylouse Committee Print, 77th Cong,, Ist sess. (Aug. 7,
1941). A separate report had been filed on July 30, 1941, by the representatives of the four groups of the
securities industry referred to above; ‘“‘Report on the Conferences with the Securitics and Exchange Com-
mission and its Staff on Proposals for Amending the Securities Act of 1933 and the Sccurities Exchange Act’
of 1934 by the Representatives of Investment Bankers Association of America, National Association.of
Securities Dealers, Inc., New York Curb Exchange, and New York Stock Exchange’” (July 30, 1941).

- 3 “Comparative Print Showing Proposed Changes in the Securities Act of 1933 and the Securities Exchange
Act of 1934 (Oct. 18, 1941). .

! 4 The hearings are reported in 8 Committee print (77th Cong., 1st and 2d sess., 1941-42) consisting of five
volumes plus an index volume. - ]
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Since the Commission was organized the followmg Commissioners
have held office for.the period mdlcated

: From— To—
Joseph P. Kennedy*_ 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.
J. D. Ross (deceased) . October’ 5,1935_—_____ October 31 1937.
William O. Douglas*_ January- 31 1936______ April 16, 1939..
Jerome N. Frank*___ December 27 1937..__ April 30 1941,
John W. Hanes_ ____ January 14, 1938 ______ June 30, 1938.
Edward C. Eicher* . December 3, 1938_____ - February 2, 1942.
(deceased).
Leon Henderson_____ May 18, 1939_________ July 8, 1941.
Sumner. T. Pike____._ June 4, 1940 ________._ Term expires June 5, 1948,
Ganson Pureell*:____ June 17, 1941_________ "Term expires June 5 1947.
Edmund Birke, Jr___ July 31, 1941_________ October 19, 1943.
Robert H, O’Brien__. February 3, 1942______ December 28 1944.
‘Robert K. McCon— December 29 1943. ... Term expires June 5, 1949.
naughey.

*Served as chairman.

The Commissioners, Staff Officers, and Reglonal Adnumstrators at
the close.of the past fiscal year were as follows:

Commissioners
Ganson Purcel]l, Chairman.
Robert E. Healy.
Sumner T. Pike. -
Robert H. O’Brien.
Robert K. McCornnaughey.

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 and E\change Division.
Roger S. Foster, Sollcltor .
William W. Werntz Chief Accountant.
Robert M. B]air-Smith, Head of Opinion Writing Office.
Peter T. Byrne, the Assistant to the Chairman.
Leslic T. Fournier, Special Assistant to the Commission.
Hastings P. Avery, Director of Administrative, Division.
James J. Riordan, Assistant Director of Administrative Division and Bud-"
get Officer.
Philipp L. Charles, Director of Personnel.

Reglonal Administrators

© 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. Odenweller Jr., Cleveland Regional Ofﬁce-—Zone 4.
Thomas B. Hart, Chlcago Regional Office—Zone 5.
Oran H. Allred, Fort 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 1—New York, New Jersey, and Pennsylvania:
Regional office—Room 2006, Equitable Building,
120 Broadway, New York 5, N. Y.
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Zone 2—Massachusctts, Connecticut, Rhode Island, Vermont, New Hamp—

shire, 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—Room 415, Palmer Building,
Forsyth and Marietta Streets, Atlanta 3, Ga.
Zone 4—Ohio, Michigan, Indiana, and Kentucky:
Regional officc—Room 1608, Standard Building,
1370 Ontario Street, Cleveland 13, Ohio
Zone 5—Minnesota, Wlsconsm Iowa, Ilhnons ‘Missouri, and Kansas City,

Kans.:

Regional office—Room 630, Bankers Building,

105 West Adams Street, Chlcago 3, IlL

Zone 6—Oklahoma, Arkansas, Te\as Kansas (w1th the exceptlon of Kansas

City),
Rlver

.

“Regional oﬂice—Umted States Courthouse,
Tenth and Lamar Streets, Fort Worth 2, Tex.

Zone 7—Wyoming, Colorado,
South Dakota, and Utah:

New Mexico, ‘Nebraska.,

North Dakota,

Regional office—Room 822, Midland Savings Building,
444 Seventeenth Street, Denver 2, Colo.
Zone 8—California, Nevada, Arlzona and Hawaii: -

Regional office—Room 1301,

625 Market Street, San Francisco 5, Calif. -
Zone 9—Washington, Oregon, Idaho, Montana, and Alaska:

Regional office—1411.Fourth Avenue,

Seattle 1, Wash.

Zone 10—\’1rg1n1a West Virginia, Maryland De]aware and District of

Columbia:

Regional office—Room 2410 O’Sullivan Building,

Baltimore 2, Md.
Washington,

D. C. Liaison Office—Twelfth floor,

Tower Building,

Fourteenth and K Streets N.W., Washington 25, D. C.

Stgnificant statistics concerning the work of the Commission

During fiscal
year ended
June 30, 1944

Cumulative to
(*) or as of (**)
June 30, 1944

Securities Act of 1933:

Securities Exchange Act of 1934:

Number of registration statements cﬂ'ectlve under the Act.
Amount of securities effectively registered under the Act
Number of stop orders effective under the Act ...

Number of national securities exchanges registered under the

221
$1, 759, 780, 008

*4,510
*$25, 345, 392, 000
»182

and the portlon of Louisiana west of the Atchafalaya

’ w09

Act—net e eme—caiaeaan 0
Number of security issues registered on national securities ex-
changes—net.: z
**2, 550
*+1,185

Securities registered on national securities exchanges—net:
Stocks (shares)._..
Bonds (face amou

Number of security issues admi

on registered exchanges:
Stocks.

Amount of secu
registered exchanges:
Stocks (shares) . _
Bonds (face amount) .
Dollar amount of security

**2, 285, 763, 088
**$21, 358, 063, 564

**458
**]78

**383, 632, 380

**§1, 987, 016, 946

changes:
SHOCKS_ o oo ooeaeanns $8, 792, 692, 000 | *$118, 588, 393, 000
Bonds._____._._____. 1, 946, 296, 000 %21, 478, 630, 000
Number of broker-dealers 328 *+4, 364
Number of broker-dealer registrations rcvokod suspended, and )
denied. o 17 *213
Numter of “ﬂymg quizzes” made to check on market manipu-
P33 1« SISO PN 102 1,137
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- Significant stapi;stics'cdncerning the work of the Cbmmjission——Continuéd

During fiscal
year ended
June 30, 1944

Cumulative to
(*) or as of (**)
June 39, 1044

Public Utility Holding Company Aet of 1935; .

Number of -holding companies registered - under the Act (51
SYSEeIMS) e e nes

Assets of registered hélding companies and subsidiaries (Dec.

B T 1 = TSRS

Securities issued by registered holding compamcs and their sub-
sidiaries pursuant to Secs. 6 (b} and 7of the Act...___...._....

Proceedings instituted by the Commission under See. 11 (b) of
the Act (62 pending as of Junc 30, 1944)

Voluntary plam of reorganization suhmltted by registered hold-
mg companies or subsxdmrmﬁ thereof (45 pending as of June 30,

1944
Chapter X of the National Bankruptey Act:
Number of corporate reorganizations in whieh the' Commission
' has become a party under Chapter X (106 active cases re-
mained as of June 30, 1944) _-
Trust Indenture Act of 1939:
. Number of trust indentures qualified under the Aet__._________.
Face amount of securmes qualified under the Act.
Investment Company Act of 1940:
Number of investment companies reglstered .....................
Numbeé of mvestment companies which have ceased to be reg-
istered_. ... .:l _____
Investment Advisers Act of 1940:
Number of investment advisers registered® _.___.___._...__._____
Numbeé of investment advisers which have ceased to be reg-
istered ... e
.Enforcement Statistics:
Number of firms and individuals enjoined for violation of Acts
administered by the Commission__._________________°* ___ ___-
-Number of defendants indicted for vxolatxon of Acts administered
by the Commission.__ . ...
Number of defendants convicted for violation of Acts adminis-
tered by the Commission. ... .. .. ___._...._.
Numng]* of persons docketed in Commission's securities viola--
tion files__.

$085,981, 951.

2

22

19

716, 5%, 750
8

2

%

60

et

2| **$15, 773, 108, 778

*$6, 015, 167,912
*70

115*

*243
.

- w4, 346, 127, 798
C T

"8

“1,083

*364

*1,057
*2,316
*1. 100
*44, 399




Part 1

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 mfils, but does not confer upon the Com-
mission 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 sccurities 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 require-
ments of each statement is a prospectus setfing 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 investors to whom the sécuritics are sold..

ENACTMENT AND SCOPE OF THE SECURITIES ACT OF 1933

Tﬁe reasons for ‘the enactment of the Securities Act of 1933 are
stated in the President’s message to Congress on March 29, 1923, 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. . -

Of 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 theéir value-will be maintained or that the properties 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, corporations, and other agencies handling or using other
people’s money are trustees acting for others. Lo

° Following the first World War, the American people purchased
corporate securities in unprecedented amounts.. During..the period

13
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from 1920 to 1933 approximately $50,000,000,000 of new issues were
sold to American investors.. In a majority of cases the public pur-
chasers 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 securitics had become worthless.

- State “blue sky’’ laws, which were on the statute books of practi-
cally all the States, had not fully met tlie situation, since it was diffi-
cult for 4 State to pr 'otect its citizens from the depredations of unscrupu-
lous promoters operating across State lines in interstate commerce.
Even if the limitations of the State’s own statutes and of the commerce
clause of the Federal constitution pr csented no obstacle to the prosecu-
tion of such a promoter, he was physically outsidé the State’s jurisdic-
tion and extradition was seldom  feasible. Accordingly, responsible
Federal protection of investors in corporate securities, supplementing
that afforded by the State “blue sky’’ authoritics, was an cssential need.

As Louis D. Brandeis had emphasized so-vigorously 20 years.earlier,
those who managed corporations were managing other people’s money
and those who were seeking new capital were seeking other people’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 palt of the administr ation’s program of reform, to cnact
the Sccuritics Act and the Seccurities Exchange Act; he initiated a
series of conservative steps to cope with an unhefllthy situation that
had long festered and could no longer be ignored.

The Securities Act, oftenveferred to as the “truthin sceurities” Act,
was designed not only to provide investors with adequate infor mation
upon which to base their decisions to buy and sell securities, but also
to protect legitimate business seeking to obtain capltal through
honest pr esentation- against compehhon from crooked promoters and
to prevent fraud 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, 1932, the date of
enactment, until September 1, 1934, when 1(>Spons1b111ty for its"
enforcement was transferred to the Securities and Exchange Com-
mission.
) REGISTRATION

The principal objective of the Securities Act is to protect investors
by requiring a full and accurate disclosure of the material facts re~
garding securities offered for sale in interstate commerce or- by the

use of the mails. In order to accomplish this, the Act provides that,
" before nonexempt sccurities may be offered or sold to the pubhc
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 securitics 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 state-
ment on the particular form prescribed by the Commission as approprie
ate to the type of security proposed to be offered. ~When a registra-
tion statement is filed it becomes a public document designed to set
forth all the material facts known to the issuer, and the underwriters
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with regard to the company and the securities to be sold. These in-
clude, among other things, statements with regard to the character, size,
and profitableness of the business, its capitalization, the purpose of the-
issue, options outstanding against securities of the issuer, remuneration
of . officers and . directors, bonus and profit-sharing arrangements,
underwriters’ commissions, and pending or threatened legal proceed-
ings. Certified financial statements must be included. In order that
investors may have in convenient form the basic material contained in
the registration statement, the Act also requires that they be furnished
a prospectus containing at least the more important informiation in
the registration statement. In addition to providing the public,
information on which to reach an informed judgment with regard to
whether or not to purchase securities, 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 proceedings which may arise with regard to whether the
registration statement or the prospectus contains untrue .or mis-
leading 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 Commission’s established
‘practice from the outset to submit every proposed registration form
to those persons to whom it would apply and to seck 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 effec-
tive without foregoing the protection of the public and investors. It
should be -borne in mind, however, when it is asserted that some of the
disclosures required appear to be needlessly scarching, that the evalua-
tion of a corporate sccurity by the public is difficult under the most
favorable circumstances and 1t is rendered unnecessarily bhazardous
if it must be done without all the relevant facts. It is not a simple
thing to draft a registration form to meet the neceds of vast corpora-
tions which are not simple, which have intricate cepital structures,
scores of subsidiary companies and far-flung and varied business
activities. Late in 1942 the Commission effected a comprehensive
simplification of # number of registration and reporting requirements
under several of the statutes, including a new general form for regis-,
tration of commercial and industrial corporate sceurities. This
form, S-1, permits the filing of the prospectus as a principal part of
the registration statement, thus climinating much duplication between
‘the prospectus and the registration statement proper. - ’

The examination of a registration statement by the Commission’s
stafi .does not involve and is not concerned with an appraisal of the
merits of the security as an investment since the Commission is not
authorized to and does not pass judgment upon the soundness of any
security. Under the Act, speculative or apparently unsound issues
can be registered and sold provided the whele 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
concerning the security flotations may sffect their reception. The
basic policy is not to attempt to protect the investor by insulating
him from risk but to make available to¢ him the information with
which to gage the risk.
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. The Commission has no authority specifically to require an amend-
ment 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 opportun-
- ity for hearing, it finds tht the statement is inaccurate or incomplete
in any material respect. Ordinarily this procedure is unnecessery
and the Commission does not resort to it except in those cases where
there hos been a definite or intentional effort to conceal or mislead:
In the interest of good administration, fair treatment of registrents,
and minimum interference with business, a procedure not specifically
spelled out in the Act was adopted early in its administration. Regis-
trants are informally advised of any material misrepresentations or
omissions as promptly as possible after the statements are filed, thus
affording en opportunity for the filing of correcting amendments
before the stotements become effective. Through this ‘“‘letter of
deficiencies” the Commission is able to advise the registrant of the
information that must be corrected or supplemented in order 6 meet
the disclosure standards prescribed by Congress. Another informal
procedure that has proved uscful is the prefiling conference in which
rcpxosentatlves of registrants and underwriters discuss problems in
connection with the proposed filing with the Commission’s staff for
the purpose of determining in advence what types or methods of
disclosure would be necessary under the circumstances of the individ-
ual case. This informal method of handling cases hes injected an
element of flexibility into the registration pr ocedure which has proved
so satisfactory fthat it has not been necessqry to issue a stop order
since 1941.
. The time.required to cxsmine and clear a, remstratlon statement
depends largely on whether a simple or complex: situation is involved.
The original Scction 8 (a) of the Act required a 20-day waiting period
after filing before the registration statement could become effective.
Moreover, any amendment filed prior to the effective date starts the
20-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
) {:)(l)m]l)lelled minor distributors end dealers to make commltments
indly
The Commission has endeavored to a,dapt its procedures to the
accustomed practices of businessmen and distributors of securities_
insofar as this is consistent with the intent of Congress and the pro-
_ tection of investors. When the Commission found, therefore, after a
study of the needs of the business, that a 20-day wa,ltlng perlod after
the filing of amendments would, in many cases, involve an unneces-
sary hardship, it adopted the pohcy, when amendments are not too
- important and complicated, of permitting registration to become effec-
tive on the twenticth day after the original filing date or as soon there-
after as possible.

On August 22, 1940, Section 8 (a) was amended, with the support
of the Commlssmn to give the Commission dlscretlonary authority to
accelerate the effective date under certain circumstances without re-
gard to the original 20-day period. In other words, the amended



. TENTH ANNUAL.REPORT 17

soction provides that the effective date shall be the twentieth day
after the filing of a regisiration statement or such carlier. day as the
Commission may detetmine but the Commission is required to give
due regard to such matters as the adequacy of the information respect-
ing the issuer which has previously been made public and the ease
with which the rights of the holders of the sccurities to be issued can
be understood. The Commission cooperates with registrants in
expediting registration as much:as-possible consistent with: the public
interest and the protection of investors. Registrants who are able
readily to meet the standards of the Act and the rules of the Commis-_
sion obtain effective registration of their securities in substantially'
lIess than 20 days after filing. ’

Since Scction 5 of the Act prohibits offers or sales to be made prior
to the effectiveness of the registration statement, issiers and under-
writers were, at first, reluctant to send out any information to poten-
tial investors during the waiting period for fear such circulation would
be construed as an offer to sell sccuritics. Early in its history, there-
fore, the Commission, in order to make information available to poten-
tial investors, published several opinions of its geénerel counsel to the
effect that distribution of infcrmation contained in the registration
statement prior to the cffective date of the registration statement
would not constitut¢ an illegal offer provided-it were very: clearly
explaincd that the circulation was not intended as an offer of the sccur-
ity. This has resulted in the more or less common practice of under-
writers and deslers circulating,- prior to-the ecffective date of the
registration statcment, the so-called “red herring” prospectus which
derives its name from the practice of printing in red letters 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
directing sttention to the prohibitions in the Act against offers prior
to effective registration. ’

VOLUME OF REGISTRATIONS UNDER THE SECURITIES ACT

From the date of its enactment to June 30, 1944, there were filed
under. the Act 5,420 registration statemerits, of which 4,510 became
effective covering securitics of a total value of $25,345,392,000. Of
the statements which had become effective, 173 were later withdrawn
or subject 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 withdrawn; 855
were withdrawn; 182 were subject to stop or refusal orders; and 46
were pending at the end of the period. For the fiscal year ended
Junc 30, 1944, 221 registration statements became effective, covering
‘301 issues of securities in the amount of $1,759,780,000, which was
nearly threé 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 offcred for cash sale, the proposed
uses of net proceeds from the sale of all new corporate issues, and the
issues effectively registered under the Securities Act, including data
.on costs of flotation of equity issues registered by small companies,
will be found in the Appendix, Tables 1 to 4, inclusive.
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The following table indicates the disposition of registration state-
ments filed.under the Sccurities Act of 1933 as amended:

Disposition of registration statements

To June 30, (July 1, 1943,to
1943 |June 30, 1024  Total

Statements fled_ - .o ememanns - 5,175 45| > 5420

Statements effective.____.__ 14,121 1216 14,337
Statements withdrawn—net_ 831 24 855
Btop or refussl orders—net .. _______________.._..____. 182 0 182
" In process of examination or awaiting amendments:
At close of year ended June 30, 1943 P . 41

At close of year ended June 30, 1944

t 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 June 30, 1944, 4 registra-
tion statements which became effective in the period were later withdrawn and were therefore not included
in the number of statements effective in that year.

A total of 734 amendments! to registration statements were also
filed and exammed during the past fiscal year, compared with a
corresponding total of 471 during the preceding year. N

Certain registrants under the Securities Act of 1933 also filed during
the year, pursuant to section 15 (d) of the Securities Exchange Act
of 1934, 348 annual reports ? and 47 amendments thereto, and 250
quarterly reports ? and 5 amendments thereto, all of which required
examination, : )

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

" Two hundred and twenty-two prospectuses pursuant to Rule 800 (b)
which requires the filing of such information within 5 days after the
commencement of the public offering. ) .

One hundred and seven sets of supplemental prospectus material
showing material changes occurring after the commencement of the
offering. - : ' o

Two hundred and twenty-two sets 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. o

At the same time, 213 supplementary statements of actual offering
price were filed as required by Rule 970; and thére were 11 instances
where registrants voluntarily filed supplemental financial data.

EXEMPTIONS

~ 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 subdivision 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 commission or similar official; rail-
roads the issuance of whose securitics is subject, to approval by the
‘Interstate Commerce Commission; persons organized and operated
.mments include 486 classed as “preeffective’” and 248 as “posteffective,” and do not take
into account 361 others of a purely formal nature classed as “delaying’”’ amendments.

276 of the above annual reports and the 250 quagterly reports were filed pursuant fo Section 30 of the
Investment Company Act of 1940 also. )
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exclusively for 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 Revenue Act. Securities issued in the fol-
lowing transactions are also exempted from registration; securities
which are part of an issue exchanged by an issuer with 1ts existing.
security holders exclusively where no commission or_other remunera-
tion: is paid or given fér the*solicitation of-the exchange; securities
issued in exchange for ‘one or more outstanding 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'hearin
upon the fairness of the terms and conditions of the offer at which al
partics have a right to appear; and securities which aré 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 in-
volving 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.

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 exceed-
ing $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 10-year period ended June 30, 1944, $22,272,641,000 of
new corporate securitiecs were offered for cash in the United States.
Of that amount, approximately $14,757,530,000 or 66.3 percent were
registered, and nearly $7,515,000,000 were cxempt 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 issuers 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 economic forces totally un-
related to the registration requirements of the Securities Act. They
include the combination of a ‘great expansion in the assets of legal
rescrve 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
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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 becn 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 volume of private
placements of utility securities has greatly declined.

Small Financing i .
As a 'means of facilitating small financing, representatives of the

securities industry have urged that the present exemption limit of

$100,000 be raised and the Commission has given serious consideration

to the suggestion. In the hearings before the House Committee on

Interstate and Foreign Commerce in 1941 on various proposals for

amending the Seccurities 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 provisions giving th¢ Cominission authority to impose terms

and conditions essential to protect the public interest and the interest

of investors were retained.® - .

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 nterstate 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 own 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 1s 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 liabilities will be incurred only
by the seller and the person controlling the seller, while in the case
of the sale of a registered security, the full and fair disclosure described
in the Act is required to be made and the civil liabilities of Section 11
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 sccurities offered. )

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 trial. Yet the
Commission’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, including those affected by registration requirements. This

3 On January 6, 1945, Senator Vandenberg introduced S.62, to amend Section 3 (b) of the Securities 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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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. : e : .

. Statistics showing the flotation costs ofi.equity security issues of’
small companies during the period from January-1, 1938 to June 30,
1944 are presented in appendix Table 2. There are included all com-
mon and preferred issues filed separately for primary distribution by
companies having less than $5 million 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 re-
porting less than $1 million of assets amounted to 21.6 percent of the
expected gross proceeds, which included 19.7 percént as compensation
to underwriters and dealers and 1.9 percent for other expenses. Com-
parable figures for the companies reporting assets of between $1 and
$5 million were 15.8 percent total flotation costs, which included 14
percent as compensation and 1.8 percent for other expenses. )

. Of course only a part of the “other expense” category is attribut-
able 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 under-
lying documents such as charter amendments and mortgages must be
paid even though securities, proposed to be offered are exempt from
registration. Furthermore, even though registration were not re-
quired, there would in most cases be certain fees for legal and account-
ing 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 relicf to
enterprises that’'must pay in addition from 15 to 20 cents out of every
dollar as commission 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 promulgated under Section 3
(b) of the statute, there were filed with the Commission during the
past fiscal year a total of 427 letters of notification, pursuant to regu-
lation A; and 209 amendments thereto, representing an aggregate
offering price of $21,933,994 of which 40 letters of notification 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 pursuant to regula-
tion B, and 376 amendments to such offéering sheéets, relating to
fractional undivided interests in oil and gas rights. The following

_table indicates the action taken with respect to these offering sheets%:

- . y - . S
Various actions on filings under regulation B

Temporary suspension orders (rule 340 (8) ). - - ommccceceeecan . 69

Orders terminating proceeding after amendment______________________ 56

Order(s1i consenting to withdrawal of offering sheet and terminating pro-
ceeding

Orders terminating effectiveness of offering sheet (no proceeding pending)_. 34.
Orders consenting to amendment of offering sheet (no preceeding pending).. 231
Orders consenting to withdrawal of offering sheet (no proceeding pending)_. - 17

Total Orders . - - oo e e e 411
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Also during the past year the Commission received and examined
confidential written reports 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 on Form 1-G and 599 on Form 2-G, representing sales
aggregating $1,739,153 and $957,731, respectively.

CHANGES VMADE IN RULES DURING PAST YEAR

The principal change in rules and regulations of the Commmission
adopted undeér the Securities Act 071933 during the past year consists
of amendments to Rules 5-04 and 12-06 of Regulation S-X. On
December 22, 1942, the Commission adopted comprehensive amend-
ments to Regulation 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 & 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 beginning
and end of the period does not exceed 5 percent of total assets (exclu-
sive 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 1206, 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 performed by a
separate legal division. Since the reorganization, the enforcement of
the provisions of the Securities Act of 1933 has been conducted by the.
Office of Counsel to the Corporation 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 10
percent -owners, the various disclosure requirements contained in the
Trust Indenture Act of 1939 and the Investment 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 contributions by utility holding
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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 two-
.fold nature, i. ¢., the prevention of fraud and the enforcement of the
disclosure requirements. S

Section 17 (a) of the Securities Act of 1933 makes unlawful the
use of any misrepresentations or fraudulent schemes in the sale of
securitics. A very considerable part of the Commission’s litigation
involves injunctive actions to restrain violations of this section. For
example, in 8. E: C. v. 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 installment plan.! In S. E. C.

v. Investors Syndicate (D. Minn. 1943), an injunction was obtained °

where representations were made that the certificates sold were
better or safer than United States War bonds, that the purchase of
such certificates was a patriotic duty and aided the war cffort, that
the yield was higher than war bonds, and that the certificates were

uaranteed by the United States or the Securities and Exchange
%o‘mmissioﬁ. A 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 require-
ments. has been or is 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 Com-
mission has passed upon the merits or given approval to any security
for which a registration statement has been filed. Where such state-
ments were made, the Commission has instituted the necessary in-
junctive action to halt such activities.

The provisions of the Securities Act authorize the Commission to

refuse to permit a registration statement to become- effective if it

appears on its face to be incomplete or inaccurate in any material
respect, and empower the Commission to issue a stop order suspending

the effectiveness of any registration statement which at any time is -

found to include any untrue statement of a material fact or to omit to
state any material fact required to be stated therein or necessary to
make the statements thercin not misleading. These provisions of
the -Aét- have been construed by the couits in several important
cases.® In Jones v. S. E. C., 298 U. S. 1 (1936), a majority of the
Supremé Court, (Justices Cardozo, Brandeis, and Stone dissenting)
held that the commencement of .stop order proceedings by the Com-
mission prevented Jones’ registration statement from ever becoming

’

1 Qn 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 returned its additional findings of fact in which it found that

all of thefdefendants employed 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. Giannini and L. Mario Giannini. '

06 See appendix table 32 for list of citations of court cases involving the various statutes administered by the
ommission.
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effective and that since none of the securities sought to be registered
had been offered or sold there was no public interest which could be
prejudiced by its withdrawal 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 for 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 Circuit unanimously affirmed an order of
the Commission suspending the registration 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 .statément. Immediate and subsequent
purchasers of- the securities were entitled to be apprised of the fact
that the registration statement, a -matter -of public record, upon
which they had relied, was falsc and misleading, and to have the
benefit of the civil liability provisions which gave them various reme-
dies for the losses which they sustained on the securities. In" other
cases the courts have held that a stop order suspending the effective-
ness 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 Mining Co. v. S. E. C., 1 S. E. C. Jud.
Deec. 732, App. D. C., 1939), and that an order denying a motion for
permission .to withdraw a registration statement without prejudice
to renewal at the conclusion of the hearing then pending in-cennection
with the stop order proceedings is merely interlocutory and not
reviewable under the Act (Resources Corporation v. S. K. C., 97 F.
(2d) 788, C. C. A. 7, 1938). :
The question of the enforceability of contracts relating to the
issuance or sale of securities which have not been registered as re-
quired by the Securitics Act has been considered in two cases. In
Frost & Co. v. Coeur d’ Alene Mines Corporation, 312 U.-S. 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
investors would be served or hindered by enforcing’ the agreement
.between the parties. In a later case, Judson v. Buckley, 130 F. (2d)
174 (C. C. A. 2, 1942), the Commission filed an amicus curiae memo-
randum in the Circuit Court of Appeals for the Second Circuit,
explaining its view of the principle enunciated in the Coeur d’Alene
case and contending that the agreement in the instant controversy.
should not be judicially enforced because there was no investor interest,
immediately or otherwise, to be served by enforcement. The second
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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 partics were not equally guilty of
violating the Act and that, accordingly, recovery should be allowed.

It must be remembered that in enforcing either the .fraud or
disclosure provisions, it is nccessary that a sale of a security be in-
volved. .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 exccute 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 sccurity was disguised as a purported sale of
silver foxes. In S. E. C. v. Cultivated Oyster Farms, 1 S, E. C. Jud.
Dec. 672 (S. D. Fla., 1939), it was oyster bottom acreage. In S. E. C
v. Tung Corporation, 32 F. Supp. 371 (N. D. Ill., 1940), and S. E. C. v."
EBailey, 41 F. Supp. 647 (S. D. Fla., 1941), it was interests in tracts for
the development of tung trecs. Other cases of the same nature were
S. E. C. v. Pyne, 33 F. Supp. 988 (D. Mass., 1940), shares in fishing
boats; S. E. C. v. Fourbon Sales Corp., 47 F. Supp. 70 (W. D. Ky,
1942), whiskey bottling contracts; S. E. C. v. Unwersal Service Corp.,
106 F. (2d) 232 (C. C. A. 7, 1939) cert. den.; 308 U. S.'622 (1940),
céntributions to a scientific crop growing enterprise; S. E. C. v. Crude
0il Corporation, 93 F. (2d) 844 (C. C. A. 7, 1937) crude oil; S. E. C. v.
Joiner, 320 U. S. 344 (1943), oil and gas leases; S. E. C. v. City Meter
Service (D. N. J.; 1939) and S. E. C. v. Parking Meter Corp. (N. D.
Ohio, 1939), parking meters; S. . C. v. Sentenal (S. D. Ohio, 1941),
popcorn machines; S. E. C. v. Gilbert, 29 F. Supp. 654 (S. D. Ohio,
1939), shares in cargo boats; S. E. C. v. George Washington Cemetery
(D. N. J,, 1942), cemetery lots; S. E. C. v. Monjar (D. Mass., 1942),
“personal loans.”  Such efforts to evade the statute are die usually to
the inherent unsoundness of the securitics 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, docs not take the position that an ordi-
nary 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 controls 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: N
* * * 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 instrument commonly Known as a
‘séeurity’.”’ '
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Tn 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
extention of maturity (S. E. C. v. Associated Gas & Electric Co., 24 F.
Supp. 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.
Starmont, 31 F. Supp. 264, E. D. Wash., 1939), and an exchange of
property for stock (U. S. v. Riedel, 126 F. (2d) 81, C. C. A. 7, 1942).
In U. S. v. Kopald-Quinn & Co., 1 S. E. C. Jud. Dec. 371 (N. D. Ga.,
1937), a dealer’s confirmation slips were held part of the sccurities
transactions and the final'step in their sale for the purpose,of determin-
ing whether the mails were used in the sale of a segurity. In National
Supply Co. v. Leland Stanford Junior University,’ 134 F. (2d) 689
(C. 0. A.9,1943), the Commission’s interpretative rule excluding from
the definition of a sale the issuance in a statutory merger or consolida-
tion of new securities exclusively to the security holders of the constit-
uent corporations was upheld. :

" In two criminal cases the courts have included within the definition
of an issuer liable for using the mails to sell securities without a
registration statement being in effect, promoters and stockholders
who completely dominated the corporations concerned (Landay v.
U. 8., 108 F. (2d) 698, C. C. A. 6, 1939; and Shew v. U. S., 131 F.
(2d) 476, C. C. A. 9, 1942). .

In 8. E. C. v. Chinese Benevolent Assn., Inc., 120 F. (2d) 738 (C. C.
A. 2, 1941), the court held that a benevolent association acted as an
underwriter where it solicited offers to buy bonds of the Republic of
Ching and received funds therefor which it transmitted to that coun-
try, 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, too, in
Merger Mines Corporation v. Grismer, 137 F. (2d) 335 (C. C. A. 9,
1943), it was held that the president of a mining corporation occupied
the position of an underwriter in publicly offering stock issued to him
in replacement of stock previously 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
undéerwriters 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 8. E. C.
Jud. Dec. 291, S. D. N. Y., 1936). )

While the Securities Act contains a number of provisions exempting
various types of securities and securities transactions from the regis-
tration 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 is 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 Section 4 (1) of the Act which excepts from the
registration provisions ‘“ transactions by an issuer not involving any
public offering.” The question was whether the solicitation of loans
from stockholders of two miring companies for the purpose of com-
pleting the purchase by one of the assets of the other and of raising
enough money to register a contemplated new issue of stock with the
Commission involved a “ public offering.”” The total number of stock-
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holders of both companies was 530. The court held that the dis-
tinction between ‘“public” and “private” depends upon the circum-
stances 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 number was a public offering.
To the same effect is Corporation Trust Co. v. Logan, 52 F. Supp. 999
(D. Del. 1943).

The Securities Act, like thé other statutes administered by the
Commission, authorizes the Commission to conduct investigations
for the purpose of determining, upon complaint or otherwise, whether
any provisions of the Act or of any rule or regulation issued theréunder,
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 osths,
subpena witnesses, take evidence and require the production of
books, records, and other documents which the Commission deerhs
relevant or material to the inquiry? Information disclosed 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 Commission 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 subpenas. In such situations, applications are made
to the appropriate United States Court for enforcement. The sub-
penaing of -witnesses and documentary evidence in the /course of
investigations instituted by the Commission has resulted in nearly
50 legal actions brought for the most part by the Commission for the
purpose of obtaining judicial enforcement of the subpenas and in a
few cases against the Commission for the purpose of enjoining enforce-
ment of the subpenas. The Jones case discussed above was actually
a suit by the Commission to obtain judicial enforcement of a subpena
requiring Jones to appear and testify in the Commission’s stop order
hearing. Jones’ challenge of the constitutionality of the registration
and investigation provisions of the Securitics 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 constitutionality of the Act. Noteworthy
in this connection is the case of Newfield v. Ryan, 91 F. (2d) 700
(C. C. A. 5,1937); cert. den., 302 U. S, 729 (1937), a consolidation of
3 suits brought against the Commission’s representatives, and the .
Western Union and Postal Telegraph Companies to enjoin compliance
with subpenas calling for the production of certain tclegrams. After
the Supreme Court denied certiorari, the subpenas. were ordered
enforced. A similar situation arose in McMann v. Engel, 16 F. Supp.
446 (S. D. N. Y. 1936), affd. McMann v. S. E. C., 87 F. (2d) 377
(C.C. A. 2, 1937), cert. den. 301 U. S. 684 (1937), where an cffort was
unsuccessfully made to prevent a brokerage firm from complying with
a Commission subpena. In.these cases and in Consolidated Mines of
California v. S. E. C., 97 F. (2d) 704 (C. C. A. 9, 1938), the courts
unanimously upheld the propriety and legality of the Commission’s
investigations against charges of “snooping’’ and ‘“fishing expedition,”
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' as being adequately justified by facts in the possession of the Com-

mission; 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 3 recent cases, S. E. C.v. Penfield Co., 143 F.
(2d) 746" (C.C. A.9,1944), S. E. C. v. Gulf States Royalty (S. D. Mass.
No. 615, 1943), and S. E. C. v. McGarry (D. Colo. 1944), the courts
in connection with Securities and Exchange Commission subpenas
have followed the rule in Endicoti-Johnson v. Perkins, 317 U. S. 501,
in which the Supreme Court held that the Secretary of Labor was
entitled to enforcement of a subpena upon a showing merely that it
was not plainly incompetent or irrelevant. |

-The circumstances of the Penfield case have brought to the fore a
weakness in the  Commission’s statutory investigation procedure
which was undoubtedly not forescen by the framers of the Com-
mission’s Acts. Although the Commission was doubtless given the
power to conduct investigations for the purpose of discovering whether

_violations of the Acts havo occurred, in order to provide a law-enforce-~

ment 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 sus-
pected wrongdoers designedly may seck to delay the discovery of their
violations by forcing the Commission to go through lengthy court
proceedings to obtain enforcement of its subpenas. The decision
in the Penfield case illustrates the problem. As the court pointed out,
the Commission began an investigation against Bourbon Sales Corp.
and several individuals on May 14, 1942. The putrpose of the investi-

.gation was to determine whether they had violated the registration

and fraud provisions of the Securities Act in the sale of whiskey bottling
contracts. A subpena issued by. the Commission was not obeyed
and the Commission was obliged to apply to a Federal district court
for an enforcement order, which was issued on October 15, 1942.
The enforcement of that subpena disclosed a hitherto unknown
relationship between Penficld and Bourbon Sales. The Commission
found that Penficld had been acting as agent for tlie Bourbon Sales

" Corp. in sclling bottling contracts through the mails to persons to

whom Bourbon Sales or Penfield had previously sold whiskey ware-
house receipts and that Penfield had subsequently sold its own bottling
contracts through the mails in exchange for such receipts. The
Commission also learned for the first time that stock of Penficld was
being sold to the public through the mails in exchange for bottling
contracts previously issued either by Penfield or Bourbon Sales.
On April 8, 1943, the Commission expanded its investigation to name
the Penficld Co. and to cover the sale of Penficld stock. On April
9, 1943, a duly authorized officer of the Commission served a subpena
duces tecum upon onc of Penficld’s officials requiring the production
of specified items contained in Penficld’s books and records. Penfield
refused to comply with the subpena and the Commission was again
obliged to resort to a Federal district court for its enforcement. The
district court issued an order enforcing the subpena 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 Co. to apply to the United States Supreme Court,
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Thus more than 2 years had clapsed and-the Commission had not
been able to obtain certain facts sought in its investigation. The fact
that prosecutions arc barrcd 3 years after the offense, makes it ap-

arent that such delays may often prevent proper enforcement of the
aw.5 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 proceed-
ings to cnforce subpenas are pending th 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 chicfly for disobedierice to three types of
decrees; thosc enjoining the illegal sale of sccurities; those relating to
the improper solicitation of proxies, and those ordering enforcement
of subpenas. . . -

At the direction of the President of the United -States, investiga-
tions have been made of certain corporations holding important war
contracts. Confidential reports of such investigations have been for-
warded 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 attention
and where it appears that the statutes have been violated, an in-
vestigation is instituted. The bulk of the investigative work is
performed by the 10 regional offices which are strategically 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 arc 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 percent of them, only 10 cases being adversely decided.’
The most stringent remedy possessed by the Commission is its
power to refer cases for criminal prosecution to the Department of

. :1 Si?cg the close of the period covered by this report, the Penfield Co. and several of its officials have been
indicted. .

? There have been a number of private suits by investors to enforce the civil liahilities imposed 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 containing 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 number or.outcome. Iowever, a search of the court records covering a period of 8 years reveals
that there were less than 2 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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Justice. When such action is warranted after a thorough investiga-"
tion, a detailed report is made and submitted to the Attorney General.
Membeérs of the Commission’s staff work 'in conjunction with the
Department of Justice in preparing 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 agencics and certain private organizations
such as better business buregus, chambers of commerce, etc., interested
in the prevention of fraud in the sale of securitics, there has been
established in the division, in connection with its enforcement duties,
a securities violations file. This serves as a clearing hoiise for infor-
mation concerning fraudulent securities transactions. Law enforce-
ment officials and cooperating agencies throughout the Nation for-
ward information and data to the counsel’s office where 1t 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 concerning
44,399 persons. During the past fiscal year alone, additional items
of information relating to 4,069 persons were added to the files,
including information concerning 960 persons not previously identi-
fied therein. -

* INVESTIGATIONS OF OIL AND GAS SECURITIES TRANSACTIONS

Because of the technical nature of securities representing oil and
gas interests and the specialized knowledge necessary in order properly
to apply the statutory requirements to offerings of such securities,
the Commission established, on July 1, 1936, a separate oil and gas
unit. It also adopted separate regulations, under Section 3 (b) of
the Act, providing exemptions from registration for offerings of securi-
ties of this character not in excess of $100,000. The Oil 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.

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
Commission 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 Securi-
ties Exchange Act of 1934. Where 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 presentdtion to the grand jury and for trial.

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

StaEus Preliminary | Informal Formal
rd

Pending June 30, 1943, ... o L L. 22 44 31
Initiated July 1, 1943, to June 30, 1944 __ .. ... ... 11 11 4
Total to be accounted for. - ... o . iio._... 33 . 55 35
Changed to informal or formal _______________________.__.____ 1 S P
Closed or completed. - ..o oo al. 16 14 8
Total disposed of . - - - - o e eaee .17 B V1 8
Pending June 30, 1944 . . ccccena——n 16 40 . 27

' 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 provide 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 legis-
- lative history of the statutes and the application of the statutes to
practical business situations is required of the attorneys engaged in
this work. ’

Many of the general inquiries pertain to small business enterprises .
seeking capital. The Commission-is fully aware of the problems con-
fronting 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 re-
quirements. The more complicated situations are studied and an
opinion by the counsel to one of the divisions is rendered as to the ap-
plicability of the various statutes admimistered by the Commission..
These opinions are generally sought by careful attorneys and securities
houses in situations which might involve 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 problemshas not made it feasible to publish a glossary
of annotations. Nevertheless, a number 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 interpre~
tation relates. , -

One of .the problems frequently presented for intérpretation is
whether or not a stockholder who intends to offér a security to the pub-
lic through an underwriter is in “control’” of the company which has
issued the stock. If a control relationship exists the securities may be
required to be registered under the Securities Act. As there is no
 fixed statutory definition of ‘“control,”” the determination often de-

pends on a study of all the facts relating.to the history and operation
of the company, its officers and chief stockholders, and, their business
" affiliations. If there is a dispute on this question, the only way to
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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 reorganization the question is frequently asked at what point when,
as, and if issued trading in the new sccurities 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 percent equity stockholder of a listed company to file
reports pursuant to the Securities Exchange Act showing changes in
the beneficial interest of such officer, director, or 10 percent stockholder
in the securities of the listed company. ,

In order to assure uniformity, the offices of counsel to the Corpora-
tion Finance Division and counsel to the Trading and Exchange
Division review' the interpretations rendered by -the staffs of the 10
regional offices of the Commission. The New York Regional Office-
alone handles about 20,000 inquiries a year which it receives from at-
t.orlr)lle;ys, 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. - o



Part I

ADMINISTRATION OF THE SECURITIES EXCHANGE
ACT OF 1934

The congressional investigations and hearings in 1934 had demon-
strated that widespread and flagrant abuses, including the excessive
use of credit, existed in the securitics markets which materially -im-
paired 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 Securi-
ties Exchange Act of 1934 was promulgated. It is designed to elim-
inate manipulation and other abuses 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 Nation’s credit in securi-
ties trading. The authority to issue rules on the use of credit in securi-
ties transactions is lodged in the Board of Governors of the Federal
Reserve System, but the administration of the rules and all provisions
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

Registration of Exchanges
Section 5 of the Securities Exchange Act of 1934 requires that all
exchanges in the United States either register with the Commission or
obtain exemption from such registration. Accordingly, the Commis-
sion’s first task under the Act was to set up the machinery for register-
ing securities exchanges and for handling applications for exemption.
Pursuant to the Act, 28 exchanges have filed applications for regis-
tration as national securities exchanges, practically all of them filing
in 1934. Before granting registration to certain exchanges, investi-
gators were sent into the field to examine.them, and reports were
led by trial examiners before whom hearings were held. In connec-
tion with these applications for registration, the constitution, bylaws,
and rules and regulations of each exchange were examined and
analyzed. Moreover, as the statute required, agreements were ob-
tained 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 copies of amendments to its rules. In
conformity with the provisions of the Act, each exchange was also
required to include in its rules provision for the disciplining of mem-

33
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bers for conduct inconsistent with just and equitable principles of
trade, 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 securi-
ties 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 exchanges to 19.° The Buffalo Stock Exchange,
Denver Stock Exchange, Chicago Curb Exchange Association, and
New York Real Estate Securities Exchange, in that order, were
anted permission to withdraw from registration. The Los Angeles
urb Exchange merged with the Los 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 ex¢hanges which
terminated their existence had opened for trading during the years
1928-29. )
The following exchanges are now registered as national securities
exchanges: ’ .

Baltimore Stock Exchange. " Los Angeles Stock Exchange.
Boston Stock Exchange. New Orleans Stock Exchange.
Chicago Board of Trade. . New York Curb Exchange.
Chicago Stock Exchange. New York Stock Exchange.
Cincinnati Stock Exchange. Philadelphia Stock Exchange.
Clevcland Stock Exchange. . Pittsburgh Stock Exchange.
Detroit Stock Exchange. St. Louis Stock Exchange.

Salt Lake Stock Exchange. Standard Stock Exchange of Spo-

San Francisco Mining Exchange. kane. .
San Francisco Stock Exchange. Washington Stock Exchange.

Section 5 of the Securities Exchange Act of 1934 provides that
exemptions from registration may be available for an exchange when
the limited volume of transactions renders it unnecessary and imprac-
ticable to require registration. Pursuant to this provision, 22 ex-
. changes 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
Exchange of Spokane, Chicago Curb Exchange Association, and San
" Francisco Mining Exchange. The'last 3 subsequently became regis-

tered exchanges and the Milwaukee Grain and Stock Exchange and
Seattle Stock Exchange subsequently suspended operations as securi-
ties exchanges, thus leaving but 5 exempted exchanges. N
Most of the remaining exchanges withdrew their applications and
dissolved. These exchanges were typically small, had a limited num-
ber 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. In
other cases, the rules of the exchanges were altogether inadequate.
The rules, practices, and organization of the various registered and
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exempted exchanges have been subjected to constant study by the
Commission. The first of these studies was made pursuant to the
direction of Congress, embodied in Section 19, (c) of the Securities
Exchange Act of 1934 which directed the Commission—

to make a study and investigation of the rules of national securities exchanges with
respect to the classxﬁcatlon of members, the methods of election of officers and
committees to insure a fair representatlon of the membeérship, and the suspen-
sion, expulsion, and disciplining of members of such exchanges.

This report was made on January 25, 1935.) Numerous other studies
?halve since been made which will be referred to from time to time
below.

As a result of the Commission’s recommendatlons, 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 apphcatlons each year during the past 10.years.
Each of these amendments and supplements has been studied and
analyzed for-its effects upon the public interest and 1ts comphance
with the relevant regulatory provisions.

Reorganization of Securities Exchanges '

The Commission’s early study of the rules and orgamz&tlon of the
exchanges, rcferred to above, had disclosed certain serious defects
which were hindering the e\{chanoes effective assumption of a sub-
stantial' degree of responsibility for the conduct of their business.
Therefore, 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 fnembers’ partners, that
nominations be by petition instead of by nominating committees,
that the public be represented on the governing committees and in
executive offices, and that expenses of arbitration be reduced.

After numerous conferences with representatives of the exchanges,
the Commission in 1937 publicly requested the New York. Stock
Exchange to work out a satisfactory plan of reorganization. In
accordance with this request, the New York Stock Exchange appomted '
an mdepcndent committee to study and report on the need of reorgani-
zation. . This committee, headed by Carle C. Conway, chairman of
the board of directors of the Continental Can Co. , submitted a report
to the exchange on January 27, 1938. The rep01t recognized the fact
that national securities cxchanges are public institutions, and it
provided a plan for a modern administrative orgagpization.

Six weeks later, Richard Whitney & Co. was suspended for msol-
vency. The facts regarding the administration of the New York
Stock Exchange which were disclosed as an aftermath of the insol-
vency emphasized the pressing need for a thorough reorganization of
exchange affairs; this case is discussed more fully below. On May 16,
1938, a radlcally 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 op .
June 30, 1938.

This reorgammtlon provided for direct represcntatlon of the public
on the Board of Governors and increased the representation of exchange

1“Report on'the Government of Securities Exchanges,” H. R. Doc. No. 85, 74th Cong., 1st sess.
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firms doing business with the public. It greatly simplified the ad-
ministrative structure, reducing the number-of standing committees
from 17 to 7. It created a paid president, who must be 8 nonmember,
and exccutive staffs were created to cmry out functions formerly
conducted by the governors sitting as committee members.

The New York Stock ‘Exchange’s constitution was amended on
January 1, 1939, to classify as “allied members’ all general partners
of member firms who do not individually bold seats on the exchange.
This resulted in an extension of the emhanges direct dlsmplma,ly
powers to such partners.

The Chicago Stock Exchange effected a revision of its constitution
in 1938, and the Detroit Stock Exchange materially, amended, its con-
stitution 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 constltuency 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 dircctly with the public,
to out-of-town firms, and to the pubhc itself. This plan, too, pro-
vided 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 illustreted not only by the Whitney case,
Wwhich involved the New York Stock Exchange, but also by the so-
called Cuppia case, involving the New York Curb Exchonge. In the
latter case, the Commxssy)n reviewed disciplinary proceedings of the
New York Curb Exchange with respect to violations of the exchange’s
rules by various of its members, including J. Chester Cuppia.? Cup-
pia, & leading member of the New York Curb Exchange and active
in the exchange government, had for a long period violated an im-
portant provision of the exchange constitution prohibiting the splitting
of commissions. For 8 years, Cuppia pursued the demoralizing prac-
tice of soliciting floor brokers, whom he was in a position to favor with
a share of his firm’s extensive business, for rebates of their commission,

The practice was not confined to one or two floor brokers but was
€ursued on an extensive scale and went unchecked until a fallihg out

etween Cuppia and one of the brokers led to litigation. It was only

~ then that the New York Curb Exchange’s Business Conduct Committee

undertock to investigate the practice. - The investigation took place

in 1940, after the New York Curb Exchange had detelmlncd to

Teorganize butbefore 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 Business Conduct Committee’s mvestlgatlon
"various members made deliberate and proven falsifications to the
Committée, an offense punishable by suspension or expulsion. Again,

punishment was confined to private reprimand.

? For a review of the case, see ““Report on Investigatlon " ‘The Disciplinary Proceedings of the New York

s-(,;urb Ezchange pursuant to Section 21 (a) of the Qecuntuzs Ezchanae Act of 1934, issued by the Commission in
1941,
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All of the exchange’s proccedings were conducted with the utmost
quiet and a complete absence of publicity. Indecd, so greatly con-
cerned 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 and 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 com-
pliance 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 violation 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 Securitics Exchange Act of 1934, the Commission proposed
amendments to Clauses (1) and (3) of Section 19 (a) of the latter Aect.
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 willful 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 & Co. had
been suspended for insolvency. Whitney, senior partner of the firm,
had been a member of the exchange since 1912. He had bech a
member-of the governing committee of the cxchange continuously
since 1919 and its president from 1930 to 1935. At various times, he
had been chairman of the Committce on Business Conduct, a trustee
of the Gratuity Fund of the exchange and a director of the Stock
Clearing Corp., and had held numerous other positions of importance
and responsibility. His position, prestige and power were enhanced
by the fact that his brother, George Whitney, was a partner of J. P.
Morgan & Co. i :

Investigation disclosed that the firm had been insolvent for at least

% years. The firm’s insolvency had resulted largely from the
personal speculations of Richard Whitney in ventures entirely .un-
related 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
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a customer’s securities as far back as 1926; beginning in 1936, mis-
appropriations became his regular practice® Eventually, Whitney
misappropriated not only the securities of his customers but also -
those of the exchange’s gratuity fund, of which he was a trustee.

In ‘the last 4 months prior to his suspension, Whitney’s need for
funds to cover commitments was so great and so continuous that he
negotiated 111 loans aggregating $27,361,500. In addition to bor-
rowing 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. o

Many persons highly placed in the exchange administration, in-
cluding a former president, were aware of Whitney’s financial difficul-
ties for a considerable time before his suspension. Two partners of
J. P. Morgan & Co., were also aware of Whitney’s emBezzlement of,
gratuity fund securities. Adhering to an’unwritten code. of silence,
none of them reported his knowledge to the exchange authorities.*

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
Commuission and the new management of the exchange jointly con-

.sidered the entire, problem. Round-table conferences were held by
officials of the Commiission 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 summer and fall. Although the stat-
utory powers of the Commission were also reexamined in the light
of the Whitney case, the discussions primarily emphasized the need of
the exchange to be more vigorous ir. the enforcement of its own rules
and the regulation of its members. ‘

The Board of Governors of the New York Stock Exchange approved
on October 26, 1938, a program of immediate reforms which had been
drafted in cooperation with this ‘Commission. This program pro-
posed 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 fre-
quency of the exchange’s surprise examinations of its member firms
and partners were to be increased. The minimum capital require-
ments 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 insulated against risks incident to the dealer business conducted
by many brokerage firms for their own account. The program fur-
ther provided that all members, member firms, and partners, with
certain exceptions, must report to the exchange all substantial loans.

3 Shortly after his suspeﬁsion from the exchange, Richard Whitney was arrested on two s)eparate ‘indigt-
ments returned by 2 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 11, 1938, to an indeterminate term of 5to 10

years on each indictment. X X
+ “Report on Investigation,” In the Malter of Richard Whitney, et al., Government Printing Office (1938),
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Furthermore, with but minor exceptions, all loans by and between
officials of the exchange and its members were to be prohibited.
Weekly information as to 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 Institu-
tion.” Such an institution would constitute a depository into which
customers’ credit balances and sccurities could be placed in such a
manner as to remove them from the hazards of brokerage insolvencies.
Following the disclosures of the Whitney case, the creation of such an
institution had been proposed by William O. Douglas, then chairman
of the Commission. .

Some months later, the president of the exchange appointed a
committee of nonmembers 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,® urging a number 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 recom-
mendations were reiterations of proposals previously agreed upon
between the exchange and the' Commission which bad yet to be car-
ried out. Some of the proposals were subsequently adopted, but
many have not as yet been carried out. As pointed out in the Com-
‘mission’s Sixth Annual Report, although the exchange raised jthe
minimum capital requirements of member firms carrying customers’
accounts and required that the annual independent audit 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
underwriting risks from brokerage business or fidelity insurance. -The
Commission is giving consideration 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 cngaged in underwriting or day-by-day
trading for their own account. . .

The Whitney case gave rise to a suit by former customers of Richard
Whitney & Co.. 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.® The Com-
mission 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 undeér 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
mvestors 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 circum-
stances although it held also that the plaintiffs in the suit were unable
to prove damages.

] Repo'rt of Public Examining Board on Customer Prolection, August 31; 1939.
) 8 Baird v. Franklin, 141 F. (2d) 238 (C. C. A, 2, 1944), cert. den. — U. S, — (Oct, 9, 19044).
72024—45—4
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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-17 and
X-15C2-1 under the Securities Exchange Act, governing the pledging
of customers’ securitics; the two rules are substantially identical.®
Generally speaking, the rules prohibit brokers and dealers from
risking their customers’ securitics 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 custom-
ers’ 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 out of the
request of representatives of the industry for assistance from the
Commission in theé development of uniform financial statements to
be used by all members of the security industry 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 concensus
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 registered securities. Under this section the Board adopted
Regulation T governing the extension of credit by members of national
securities exchanges and brokers or dealers transacting a business in
seeurities 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 Commission cooper-
ated closely with the Board in the.formulation of these regulations.

"~ “Although the Board formulated thése 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
7 Rules promulgated pursuant to the Securities Exchange Act of 1934 are desig‘natiad by an “X” followed
by the section and subsection of the act pursuant to which they are promulgated, and by a number desig-
nating the chronological 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 securities through the
medium‘of-any;such member.” Section 15 (c) (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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better understanding of the requirements of Regulation T. Later
these inspections were dirccted toward the enforcement of the regu-
lation and of the rules and regulations promulgated by the Com-
mission. 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 nonmember firms and the inspection of
member firms was left largely to the exchanges. This was in con-
formity with the Commission’s policy of delegating to exchanges -
insofar as practicable the supervision of their own members.

The margin requirement provisions of the act were held consti-
tutional 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 becn 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 number of disciplinary
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 Exchange. -
Early in 1935 a comprehensive survey was undertaken by th
Commission of the activities of specialists, floor traders, and odd-lot
dealers on the New York Stock Exchange and the New York Curb
Exchange and of trading on -other exchanges. On the basis of this
study 16 suggested rules for the regulation of trading on exchanges
were formulated, 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 adaptation 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.® These
restrictions included a prohibition against -effecting transactions
which are éxcessive 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 nonmembers 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 trans-
actions in which the discretion excceded the right to choose the time
and price of the sccurity involved. Other provisions of the proposed
rules Jimited 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

v After the close of the past fiscal year, the Trading and Exchange Division recommended to the Com-

mission the prohibition of floor trading in stocks on the New York Stock Exchange and the New York Curb
" Exchange. See “Report on Floor Trading,” January 15, 1945.
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customer’s order. At the same time, the rules provided that members
holding options in a security should not effect transactions in a se-
curity on the exchange. , . '

Six of the proposed rules dealt specifically with specialists and
provided that no member shall act as a specialist in any sccurity
unless registered as such by the exchange; that a specialist’s trans-
actions should be limited to those reasonably necessary to permit
the specialist to maintain a fair and orderly market; that the specialist
should not participate 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 national securities exchanges adopted the rules either in their
“entirety, as recommended, or in a form modified to meet the individual
trading practice of some of the exchanges, S

Short Selling -

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 oppor-
tunity was afforded to study at first hand the effects of short selling
in a rapidly declining market. The study made at that time included
8 detailed analysis of transactions in 20 selected stocks traded on the
New York Stock Exchange during 2 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 salé of a security except at a price above
thelast preceding sale price. Odd-lot transactions and certain round-
‘lot transactions of odd-lot dealérs 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 exchange. 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 20 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 sales at the
price of the last sale instead of above thelast 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 stimulate activity to the point
where a demand would be created large enough to allow the sale of the
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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
" almost invariably made at 3 p. m., immediately after the close of the
exchange markét, 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 participated in these distributions along with non-
member firms, the exchanges—particularly the New York Stock
" Exchange—exercised a measure of control over the distributions.®

These offerings became especially frequent and large after September
1, 1939, as the British Government 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-
cerned 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 comparitively large blocks of stock
directly on the floors of their respective exchanges. In 1941, after
nUmerous conferences with representatives of the Commlssmn the

“special offering’”’ was evolved.

On Fcbruary 6, 1942, the Commission a,mcndcd its Rule X-10B-2
to permit special oﬂ'erings of blocks of sccurities on national securitics
exchanges where such offerings are effected pursuant to a plan filed
with and declared cffective by the Commission. Briefly, these plans
provide that a special offering may be made when it has been deter-
mined that the auction marl\et on the floor of the exchange cannct
absorb a particular block of a security within a reasonable time with-
out undue disturbance to the current price. The offering is made at
a fixed price which is set within the framework of the c‘ﬂst,mg auction
market. Members acting as brokers for public buyers are paid a
special commission by the scller which ordinarily exceeds the regular
commission. Buyers obtain the securitics without paying any com-
mission. Full disclosure is made to the buvc1 of all of the dctails
relating to his purchase, including the commission paid to his broker
by the seller.

Pursuant to the terms of the cxemption, the Conmunission declared
effective as of February 14, 1942, a plan submitted by the New York
Stock Exchange. Similar action was taken subsequently 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 IExchange, Detroit Stock Exchange,
Chicago Stock Exchange, and Cincinnati Stock Exchange were de-
clared eflcctive in that order. Several exchanges have since amended
their original plans in the light of experience.

The first special oﬂ'ermg was effected on the New York Stock
Exchange on February 19, 1942. Since that time, through June 30,

10 For a detailed account of these operations, see ““Report to the Commission by the Trading and Exchange

%IVISIOU on Secondary Distributions of Exchange Stocks,”” published by the Commission on February 5,
1942,
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1944, a total of 182 offcrings 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 bavihg plans. These offerings involved 141,253
shares having a value of $2,019;000.

In the year ended June 30 19,44 spccial offerings were effected on
only 4 of the 7 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 certain 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
scction was, instituted on January 2, 1941, In this case, the Com-
mission 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 exchanges 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, variéus mémbers of the New
York Stock Exchange who also are members of the leglonal éxchanges
have undertaken to participate in “multiple trading” by setting them-
selves up as odd-lot dealers or specialists on the regional exchange
floors in the issues in which such trading is effeéted. The New York
Stock Exchange, by interpretation of Section 8 of Article X VI of its
constitution,'! 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
to tl}(za Commission that the exchange be required to rescind its ac-
tion.

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

* % % effect such changes in its rules, as tha,t term is deﬁned by Section 6 (2) (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 & member. .

The President of the New York Stock Exchange, by letter dated
December 27, 1940, informed the Commission that the exchange re-
fused to comply with this request. Thus it followed that on January
2, 1941, the Commission instituted a proceeding to determine whether
the Commlssmn should by rule or regulation or by order alter or
supplement the rules of~the exchange insofar as necessary or-appro-
priate to effect the changes requested on December 20, 1940. Pending

11 This section provnded that “whenever the Board of Governors, by the affirmative vote of 17 governors,
shall determine that a member or allied member * * * 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
deltfe;‘r(‘)];r:aedeschptmn and history of multiple trading, see ““Report to the Commlsston by the Trading and

., Exchange Division on the Problem of Multiple Trading on Securities Exchanges,” published by the Com -
mission in November 1940.
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a final determination of the question, the New York Stock Exchange
extended cxemption from the rule’s provisions to those of its members
who would have been directly affected by its provisions.

Hearings were held from January 21 to January 30, 1941, Wit-
nesses from the regional exchanges, called by the Commission, offered
testimony on the history, methods, and extent of “multiple 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 a,rgument was held before the Commission. The proceeding
was closed 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 XTIV (formerly Articie XVI) of the Constitution of the New
York Stock Exchange be amended to contain the following proviso:
* * % pothing hercin contained shall be construed to prohibit any member, allied
member or member firm from, or to penalize any such firm for, acting as an odd-lot
dealer or specialist or otherwise publicly dealing for his or its own account (direct-
ly'or indirectly through a joint account or other arrangement) on another exchange

located out51de 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 e\change

-REGISTRATION OF SECURITIES ON EXCHANGES

- Section 12 of the Sccurities 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 avail-
able 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 na-
tionally known companies as well as many whose activities are of a
sectional or local character. K

Section 12 also specifies the general nature and scope of the.in-
formation to be furmshcd The initial task of getting the securities
registered was a strenuous one both for the companics concerned and
the Commission. Specific requirements for registration were adopted
after lengthy conferences with representatives of those to be affected
thereby. Valuable ideas were received from representatives of ex-
changes, Corporation officials, accountants, and others on how to
carry out the purpose of the statute without unduly burdening
industry.

Several forms have been developed and adopted for basic registra-
tion. Each registrant is required to file an application on the form
appropriate to the particular type of issue 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 com-
pany, the control and management of its affairs, and the remuneration
of its officers and directors. Data are requncd 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 outstanding stock options and the full terms of the
securitics being registered, together with financial statements and
supporting schedules breaking down the more significant accounts
reflected therein.
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The continuance of registration upon an exchange i1s dependent
upon the filing of (1) current reports in the event that certain material
changes occur in the affairs of the company and (2) annual reports
within 120 days (unless an extension is granted) after the close of the
company’s fiscal year. These reports are designea to bring up to
date the information contamed in the application for permanent
registration.

A detailed -examination is made of each of these applications for
registration, annual 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 $0 1nformed and correcting amendments are required. Such amend-
ments, 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 amendment, 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 cffective 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 ex-
changes. During the fiscal year ended June 30, 1944, 218 applications
for registration, 1943 annual reports,’® 2,572 current reports, and

© 632 amendments to applications and 1ep01ts were filed with the
Commission,

Pursuant to Section 24 of the Act, the Commission has prescribed
procedures whercby 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 trcatment of
various reports gave rise to a group of more than 30 petitions by
various corporations for court review of the Commission orders in-
volved. Objections to disclosure for the most part related to sales
and itemized break-down of the cost of sales and, in many other
instances, to the publication of salaries and other yemuneration paid
to officers and directors. In necarly all instances the petition for
‘review challenged the general constitutionality of the Securities
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 Sumaira Tobacco Corporation v. Securities and
Exchanqe Commission, 110 F. (2d) 117 (App. D. C. 1940), was actually
demded on the merits. Inthat case the Court sustained the Commis~
sion’s order denymg 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. .

13 A major part of the difference between the number of issuers whose securities are listed and those from
whom annual reports were received is accounted for by issuers located in enemy and occupied countries.
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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 promulgated there-
under.

A realistic approach to the administration of the Act has caused the
Commission to recognize that in many cases the cffect of delisting
securities held by the public and actively traded on a national securi-
ties 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 sccurity delisted unless the issuer corrected the defect.
In the great majority of instances, however, once the deficiency has
been pointed out, it has been corrected.

* During the pellod from July 1, 1935 to June 30, 1944, inclusive, 76
proceedings of this kind were instituted. Apprommately 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
repott or amendment corrceting 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. Substantially all of the 49 cases in which
registration was withdrawn inyolved small companies possessing
negligible assets and commandmg 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 annual reports in accordance with the require- -
ments of Section 13. There were six such proceedings pending at the
beginning of the fiscal ycar and two instituted during the year,
While seven were terminated during the year, two of these involved
securities of the same issuer. One proceeding was pending on June
30, 1944, ,

Pr ocecdings involving the Missouri Pacific Railroad Co., 6 S. E. C.
268 (1939), A. Hollander & Son, Inc., 8 S. E. C. 586 (1941) and
Transamerica Corp., are llustrative of Sectlon 19 (a) (2) procendmgs
pertaining to lcports ccontaining’ deficiencies.

Early 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 securitics. Morcover,
even if the Interstate Commerce Commission withheld, apploval
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 Commission for the acquisition of the securities
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under the agreement and on March 31, 1933 MOP filed a voluntary’
petition in bankruptey under Section 7 7 of the Bankr uptey Act.

Financial statements filed in 1935 by MOP in support of its appli-
cation for registration of seccuritics and those filed in 1936 and 1937
in connection with annual 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 con-
tingent liability had material implications with respect to the financial
and operating conditions of MOP, registration of its common and
preferred stock was ordered withdrawn unless its application for
registration and annual reports were appropriately amended 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 certificd- the financial statements of .
A. Hollander .& Son, Inc., were independent of the registrant. The
record indicated that certain important items had been handled in
a questiorable manner 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 registrant’s
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 owned substantial
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 Hol-.
lander family to 'conceal its market-operations in the registrant’s
stock. In addition the Puders had loaned to and borrowed from the
Hollanders. The Commission found Puder & Puder were not inde-
pendent public accountants with respect to financial statements filed
by the registrant and registration of the Hollander stock was ordered
withdrawn unless, within 90 days, the issuer filed amendments making
the pubhc lecord accurate and complete mailed a copy of the Com-
mission’s opinion to each of its stockholders.of record, and undertook
to file quarterly reports which would be available to the public
summarizing the material transactions cffected during the preceding
3 months between the registrant, on the one hand, and its officers
and directors and the controlied corporations of such officers and
directors. The company complied with the Commission’s order.

Proceedings, In the Maiter of Transamerica Corporation, were com-
menced by the-Commission on November 22, 1938, by the issuance
of an order for hearing under Scction 19 (a) (2) of the. Securities
Exchange Act of 1934 to determine whether Transamerica Corp. had
failed to comply with certain sections of the Act and the rules, regu-
lations, and forms promulgated 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 Exchianges upon which exchanges such stock is registered.
On January 16 1939, public hearings began on the above order and
continued w1th some. interruption until March. 28, 1939, on which
date they were indefinitely adjourned for the pu1p0se of enabling
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the Commission’s staff ‘to cxamine the relevant books and records
of Transamerica, the latter company having offered the Commission
access to such books and records. .

While numerous auditing 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 investigation.of the affairs of a company having
securities 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 & number of members of
the Commission’s staff for more than 6 months. As a result of this
-examination, the Commission, on November 22, 1940, amended its
-order for hearing and public hearings were resumed on December 9,
1940, and continued until December 16, 1940, when once again they.
were indefinitely adjourned." ' ‘

On March 10, 1941, agreement was reached by representatives of .
Transamerica and the Commission as a result 6f 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 consideration by the
Commission. | o )

From 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. On
July 7, 1944, the Commission announced the promulgation 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 manufacturers
which had recently declared dividends payable in whisky. They
were intended to prevent potential abuses in trading before adequate
information was available as to the nature and amount of the whisky
to be distributed. . o

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 other 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 (2) (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
mformation. - : - }

Rule X-15C2-2 provides that whenever. exchange trading is sum-

marily suspended by the Commission under Section 19 (a) (4), and

1 Securities and Exchange Act Release No. 2718,
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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 transactlon with a customer in
the security during the period of suspension is a fraudulent deceptive
or ma,nlpulatlve act.

OWNERSHIP REPORTS

Prior to the enactment of the Securities Exchange Act, profits from
“sure thing” speculation in the stocks. of their corpomtlons were
more or less generally accepted by the financial community as part
of the emolument for serving as a corporate officer or director notwith-
standing 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 Securities Exchange
- Act provides that (1) each officer and director of a 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 a,nd the exchange initial reports showing his holdings in
the company’s equity securities and reports for each month thereafter
in which ‘changes occur in his holdings; and (2) profits obtained by
any of these persons from transactions completed within 6 months
in equity securities of corporations with which they are so associated
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 '8 corporate insider automatically
obtains by virtue of his position belongs, in a real sense, to the cor-
poration, since he acquired it confidentially in his capacity as an
official or principal stockholder of the corporation. There is no doubt
but that short-term trading by insiders has become very much less
common than formerly.

Corresponding ownership reporting requirements are mcluded 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 reporls of officers, direciors,. principal security holders, and
, certain other affiliated persons filed and examined during the past fiscal year

Description o‘f report Fis%ﬁ’ear

Securities Exchange Act of 1934: '
Original reports—Form 4, 10,521; Form 5, 284; Form 6, 1,642_ ... .o ... 12,447
Amended reports—Form4 691 'Form 5,12, Form 6, 33. ... 736

Public Utility Holdmi‘ om gany Act of 1935:
Original reports—Form U-17-1, 117, Form U-17-2, 390, ... . oo ccmacamunes 507
Amended reports—Form U~ 17—-1 5; Form U-17-2, 27 oo 32

Investment Company Act of 1940
Original reports—Form N-30F-1, 142; Form N-30F-2, 847 989
Amended reports—Form N—30F—l 6, Form N-30F-2,48.. ... IZ%

By the end of the Commission’s tenth fiscal year an aggregate of’
more than 35,000 persons closely identified with the management or
control of industrial, utility, and investment -enterprises had filed al-
together about 215,000 security ownership reports under these three
statutes.

In Smolowe v. Delendo Corporation, 136 F.. (2d) 231 (C. C. A. 2,
1943), cert. den., 320 U. 8. 751 (1943), the court upheld the constitu-
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tionality of that portion of Section 16 of thée Act which allows the
recovery for the benefit of the corporation of profits realized by officers
and directors from in-and-out trading in the corporation’s securities.
In that case the United States intervened to defend the constitutional-
ity of the statutory provision and the Commission filed a brief as
amicus curige 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 Company Act of 1935 and the-
Investment Company Act of 1940—the Commission has the duty to
prescribe rules and regulations concerning the solicitation of proxies,
consents and authorizations in connection with securities of companies
subject to those Acts. ' )

Prior to the development of the Commission’s proxy rules, the
average shareholder received annually from his company a proxy card
in small type which he was urged to sign and return. Ordinarily, the
proxy authorized some 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.

The Commission proceceded slowly in its development of rules which
would place the solicitation of proxies on a sounder and more équitable)
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 misleading statements. While the Commission realized that
these rules were not specific enough to supply security holders with
the information necessary to formulate 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 formulated. As a
result of such study and of its experience in the supervision of proxy
solicitation, the Commission, on August 11, 1938, announced rules of .
a more positive nature, effective October 1, 1938, siibstantially increas=-
ing_the amount_of information to be furnished the persons solicited,
the speaifications as to suchinfoimation varying according. 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 before the beginning
of solicitation. Previously, the rules did not require the filing of the
material until solicitation started and many corporations were seri-
ously embarrassed when required to send out supplemental material
to correct deficiencies which the Commission’s staff could readily
. have pointed out in advance. The 10-day waiting period, which
may be shortened by the Commission upon a showing of unusual
circumstances, has virtually eliminated this difficulty. —

The most recent amendment to the proxy rules was announced on
December 18, 1942, and made effective January 15, 1943. These
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experienc
=Phe-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 state-
ments already made not false or misleading. KEach person solicited
must be furnished the information:which will enable him to act in-
'NE telligently upon:the matter in respect of which his vote or consent is
sought: For example, if a proxy is solicited for the election of direc-
tors the person soliciting the proxy must state whom he represents
% ~ and must furnish, among other information, the name and security
holdings of each nominee, the amount of 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 annual meeting at which directors are to be elected, it must
send out its annual report with the solicitation or beforchand. 1If
the solicitation is with regard to other cor porate action, the proposal
which is to be acted upon must be fully described, its purpose and
effect stated, and the interest of the officers and directors and their
associates in the proposal——whether because of their position in par-
ticular cldsses of securities or otherwise—must be disclosed. The
rules also enumerate 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 arc 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

échanges \@e designed to correct deﬁ(nencms revealed by additional

! 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
1 > who are not allied with-the Thanagement t0 commiinicate. with.other_
! security holders_w when the management is soliciting proxies.. Under

t the tules, no management, may make a solicitation unless it under-

! I takes to transmlt at the expense of the security holder involved, any

i

1

l

{

i

sohcltmg material which the security holder may submit for tra,ns-
¢ mission to the security holders being solicited by'the management.
i This provision eliminates the difficulty which security holders formerly
Lencountered in attempting to obtain a stock list—a difficulty which

was often overcome too late for any action to be taken.
Nopmanagement stockholders may also_have included in the
management’s proxy soliciting material the text of a _proper proposal
whichthey ifit¢iid t6 submit-to-the meeting as-weéll as a_brief state-
nfent-in"support” of the proposal.— Under this requlrement it is no
longer possible for the management to vote proxies, obtained from
. security holders in opposition to a proposal of minority security
i 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 Com- -
mission, v. O’Hara Re-Election Committee, 28 F. Supp. 523 (D. Mass.,
15 Hearings on the revisions were held before a subcommittee of the House Committee on Interstate and

Foreign Commerco in connection with a bill to repeal the revisions but no further action was taken. In l:he
Wz opinion of the Commission, the rules are operating successfully.

¢

/
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1939). There the court preliminarily enjoincd 8 proxy committee
from using the mails to solicit proxies from stockholders by means

of letters of solicitation which did not comply with the rules promul-

gated by the Commission under authority of the statute and from
exercising proxies thus obtained at the annual meeting of the cor-
poration. ' ‘

In another case, involving the American Beverage Co.,'* ‘proxy-
material distributed by the management in connection with an election
of directors had failed to disclose that the president, a majority
stockholder, had given an option on his stock to a third person with
knowledge.that the holder of the option intended to assume control
of the corporation to its detriment. The Commiission 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 re- -

quirements of the Commission’s proxy rules, and this view was upheld
by the lower court, which gave judgment for the plaintiff. On appeal
the judgment of the lower court was reversed without, however,
disturbing the ruling as to the disclosure which the Commission deemed
to have been required by the proxy rules.

Recently, in an election contest between the management and an
outside group of stockholders of Certain-Tced Products Corp., 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 mecting in order to avoid having their proxies counted
for the purpose of determining whether a quorum existed. The
litigation culminated in a State court decision upholding the Commis-
sion’s view."” Therecafter, the management’s proxy agents attended

the-adjourned corporate meeting, the voting at which résulted in the -

defeat of the management’s 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 is still in effcct enjoining the use of proxies
illegally obtained by a minority group.

From its experience in reviewing proxy filings, the Commission 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 1,501 proxy solicitations. Of these, 1,472 were
made by the management of the corporation and 29 by security
holders not connectéd 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 ifivestors under these rules and
MOx'tugi_t_ics afforded them for active participation in the affairs
of the'ecdmpany may well be the occasion for the development. among

stockliolders-themselvés of the leadership necessary for further ad-"/"

vancgs along thiése lines” — .
18 Lepyn}rz,)Feinberg, 20 N. Y. 8. (2d) 550 (S. Ct., 1st D., 1941), reversed, 38 N. Y. 8. (2d) 517 (4. D. 1st

Dept., If
i7 Lizars v. Dahlberg, unreported Super. Ct. of Baltimore City, Docket 1944, .folio 264, May 22, 1944.

N e i i
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AMENDMENTS OF REGISTRATION AND OWNERSHIP FORMS
AND RULES

In line with its program of simplifying filing requirements, the Com-,
mission during the year-adopted an amendment to Form 18, the form
for apphca‘mons for registration under the Securities Exchange Act
of 1934 of securities of foreign governments’and political subdivisions
thereof. Under this amendment, if securitics of 'such a registrant are
culrcntly registered under the’ Sceurities Act of 1933 the registrant
is permitted to file its Securitics Act prospectus in licu of supplying
information in response to the various items of Form 18. If a descrip-
tion of the securities being registered is not contained in the pro-

.spectus, such description must be furnished with the prospectus.

The Commission also adopted during the past year minor amend-
ments to its annual report Forms 12-K and 12A-K. Companies
which report to the Interstate Commerce Commission on Form A
are permitted, in connection with reports to the Securities and Ex-
change Commission on Forms 12-K and 12A-K, to file certain selected
schedules in lieu of a complete Form A. The purpose of.the new
amendments is to revise the selected schedules so as to conform to cer-
tain changes made in Form A of the Interstate Commerce Commission
for the year ended December 31, 1943.

The Commission also announced during the year an amendment to
Rule X-24B-3 under the Securities Exchange Act of 1934 and the re-
peal of Rule X-24B—4. Rule X-24B—-4 required each national securi-
ties exchange after the receipt of a summary, prepared by the Com-
mission, of security ownership reports filed under Section 16, to make
available to the public a copy of such summary and the reports filed,
with the exchange which are included in such summary. By repealing
‘'Rule X-24B—4 and amending Rule X-24B-3 it is made plain that

theoriginal reports filed with the e}xchange are public when filed.
" Rule X-24B-3 as amended requires exchanges to make public re-
ports filed under Section 16 in the same manner as they make public
" reports filed with them under Sections 12 and 13 of the Securities Ex-
change Act of 1934. The Commission will continue to prepare
official summaries of reports filed with it under Section 16 and will
make such summaries public as soon as possible after the tenth day of
“each month. Copies thereof will be furnished by the Commission
without charge to each national securities exchange. It is anticipated
that such exchanges will, after receipt thereof, make and keep them
-available to the public. Coplos of these summaries are also available
for public inspection at all regional offices of the Comunission.

DELISTING OF SECURITIES FROM NATIONAL SECURITIES EXCHANGES

Securities Dellsted by Application

Section 12 (d) of the Securities Exchange Act of 1934, deﬁne‘a 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 withdrawn or stricken from listing and registration in
accordance 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 w1th the procedure pre-

" scribed by Commission rules dehstmgs of 158 issues were effected
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upon application of issuers and delistings of 268 issues were effected
upon application of exchanges from July 1, 1936, to thé close of the
1944 fiscal year.’® During the 1944 fiscal year, 18 isSues were delisted
upon application of issuers and 26 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 appli-
cation of issuers and 277 upon application of exchanges during the
eight fiscal years reviewed. .

Applications by exchanges to delist securities almost invariably are
occasioned by an event which has had the effect of practically ter-
minating public interest in the security involved. The most frequent
reasons given in applications filed by exchanges for delisting an issue
are that the greater part of an issuc has been exchanged for other securi-

. ties of the same issuer; that the issuer is in process of liquidation; or
that the-security is greatly reduced in amount outstanding, or has
become nearly worthless. In such cases the public interest in the
continuation of listing is negligible. S

Of the 158 issucs delisted during the past 8 years upon issuer appli-
cation, about 62.are no longer traded to any degree, by reason of
liquidations, redemptions, concentrated holdings, or fractional values,
and about 41 retain a status on some other exchange. Most of the
remaining 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; sharcholders of
these 28 issues number well over 500 in most cases and run into several

- thousand in some instances. In such cases, the public interest is often
materially involved in applications by issuers to delist securitics, and,
as a result, Commission policy in this field has undergone considerable
development. Changes have occurred both in the Commission’s
formal rules with respect to such applications and in its policy with
regard to their disposition. | '

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

() An application for withdrawal or striking from listing, pursuant to Section
12 (d), if made by the issuer, shall be made to the Commission in triplicate, copies
of which shall be furnished the exchange, setting forth the reasons for such with-
drawal * *° %

Pursuant to this rule, Allen Industries, Inc., whose stock was listed
on the New York Curb Exchange and the Detroit and Cleveland
Stock Exchanges, applied to delist its stock from ‘the two latter ex-
changes. In granting the application on January 19, 1937, the Com-
mission wrote its first opinion setting forth its views on the subject of
delisting.” In this opinion the Commission held that, even where
certain demonstrable advantages. existed in retaining an exchange
market for stockholders, the Commission had no power to deny the
application to delist. No term was imposed upon delisting other than
a weck’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
New York Curb Exchange.

18 Strictly comparahle data are not available for the earliest years of the Commission’s cxistence because

applications for delisting were required for a wider'area of cases during the earliest period. .
1% Allen Industries, Inc., 2 8. E. C. 14 (1937). t

72024—45
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- The Allen Industries, Inc., case was followed almost immediately-
by-a case involving the delisting, upon application of the issuer, of the
Connecticut Railway and Lighting Co. stock.”? In this case, the New
York Stock Exchange alrcady had suspended the stock from trading
because of the likelihood that it had no value. Moreover, the issuer
even after delisting was to be subject to the requirements of the Public
Utility ‘Holding Company Act of 1935. Finally, the issuer had ob-
tained stockholders’ ratification of the gapplication to delist. Under
theé circumstances, the Commaission 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 inquire into the motives that prompt
an issuer to bring about & termination of exchange trading in its securities.

On the theory that its power to impose terms could not be dis-
charged unless it had all the relevant facts, the Commission on
‘October 15, 1937, amended its rule on delisting to its present form.?
In substance, the rule now requires an issuer to set, forth in its applica-
tion 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 terms. Moreover, 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 application is accepted as proof of the
facts contained therein unless it 1s objected to by an interested party.

In its first opinion under-the new rule,” the Commission dismissed
the application of the Richfield Oil Corp. to delist its warrants from the
Los Angeles and San Francisco Stock Exchanges, basing its action
on the ground that the application was incomplete in that it failed to
state the issuer’s motives for delisting. ~ In this opinion, the Com-
mission reaffirmed its right, in connection with the imposition of
terms, to'inquire into the issuer’s motives.

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 or by other
statements which would have the effect of misleading stockholders.?
In the .Automobile Finance Company case the Commission said:
the fact that the stockholders were erroneously advised * * * may well have
deterred some of them from presenting to the Commission their objectiors to de-
listing or facts relating to terms which should be imposed for the protection of
investors. ’ - .

In another case, Allen Electric and Equipment Company, — S. E. C.
—~ (1943), Sccuritics Exchange Act Release No: 3996, the Commission
dismissed an application on the grounds that certain opinions of the
management contained thercin were not substantiated by the facts.

- The Commission, however, has consistently held that it is not exnpow-
ered to dismiss an application on the ground that the judement of the
management appears questionable or ifs reasons trivial.*

2 Connecticut Railiway end Lighting Company, 2 S. E. C. 21 (1937).

3 Rule X-12D2-1. par. (b). -

2 Richfield Oil Corporation. 3 S. E. C. 69 (1938). .

3 Capital City Products Company, 5 S. E C. 721 (1030); Cincinnali Adrertisina Products Company, 8
S. }};Z 8 414 ((10941)); Automobile Finance Company, 9 8. E. C. 571 (1941); Joslyn Mfy. and-Supply Co., 10

. E_Co31 (1741). . -

24 The Teck Huahes Gold Alires, Lid., 3 8. E. C. 462 (1938): National Qats Company, 4 8. E. C. 751 (1939);
Fireman's Fund Insurance Company, — S. E. C. — (1943), Securities Exchangp Act Release No. 3519. ~
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- In all these cases, it should be noted, the Commission either dis-
missed 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 Fuller Manufacturing Company, —— S. E. C. —— (1943),
Securitics Exchange Act Release No. 3513, the Commission indicated
that it had under consideration proposals for affording. more adequate
protection for stockholders.” While it granted the application of the
1ssuer, it said: 3 - .

It may well be that our present rules under that section [Section 12 (d) of the
act] do not provide adequate protection to stockholders. The prohlems presented

in this and similar cases have prompted us to direct our staff to study the question
and to make recommendations.

In Shawmut Association,—S. E. C. —~ (1944), Securitics Exchange
Act Release No. 3564, the Commission for the first time required that -
the applicant submit the delisting proposal to its stockholders for
their consent and that such submission should be accompanied by the
Commission’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 re-
viewed. : '

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 too great a discrepancy between the asset value of the shares and their
quoted market value. The asset value today is approximately $19.65 per share
and the market price only $11.75. It is felt that if the shares were dealt in over
the counter a broader market would be provided and that, under the sponsorship of
high-grade security dealers the market value of the shares would be increased and
brought materially closer to the asset value, which would of course be to the ad-
vaniage of the existing shareholders.

The Commission found that a portion of the apparent discrepancy
between asset value and market value was due to the method whereby
the applicant had determined its asset value. The Commission also
set forth in its opinion the results of a study which showed that the .
discrepancy in the casc of the applicant’s stock was not large by com-
parison with that existing for the stocks of comparable companies
whose securitics were traded over the counter.

The Commission also summarized the results of a study of the over-
the-counter market for the applicant’s stock. The opinion said in
part: :

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

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 withdrawal we must determine what terms
should be imposed for the protection of investors. We bave determined to
require the Association to submit the question of withdrawal to stockholders
for their consent.
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* Several factors in the case have led us to this conclusion. Most 51gn1ﬁcant1y,
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 the persons whose interests would be affected,
and the choice should be put up to them together with adequate information
enabling them to make an intelligent choice.

The Association filed a petition to review the Commlssmn s order
in the Circuit Court of Appeals for- the First Circuit, which was
pending at the close of the fiscal year.?

Securities Delisted by Certification A

The Commission early promulgated a rule, now designated Rule
X-12D2-2 (a), Whereby a security which has been pald at maturity
or otherwise redecmed or retired in full may be delisted upon certifi-
cation by the exchange to the Commission that this retirement has
occurred. Delisting becomes effective automatlcally, after the interval
of time set forth in the rule.

Effective May 29, 1943, this rule was amended to pemnt an ex-
change also to remove bv certification issucs exchanged for other
securitics, such as occurs in stock splits, recapitalizations, and mergers.

Durmg the past fiscal year, ddlstmgs of 198 issues were eflected
upon certification by cxchanges under this rule. Some of these
issucs were delisted from more than one exchange, the total number .
of removals, including duplications, being 218. “In numerous cases,
the successor issues became listed in due course.

v

UNLISTED TRADING PRIVILEGES ON SECURITIES EXCHANGES

On Registered Exchanges .

As originally enacted, Section 12 of the Securities Exchange Act
of 1934 prohibited tradmg in sccuritics, other than exempted securi-
ties, on national 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 ah‘eady admitted to unlisted trading privileges.® That

exemption authorized the Commission to prescribe terms and con-
ditlions under which an exchange might continue until June 1, 1936,
unlisted trading in securities which had been admitted to such tradlng _
on that e\chanve prior to March 1, 1934.. The Commission was
also empowexcd to permit unlisted madmg priviléges upon an ex-
.change until July 1, 1935, provided such sccurity was registered on
another exchange and had been listed there on March 1, 1934,

In addition, the original Scction 12 (f) directed the Commission
to make a study of trading in unlisted securities-on exchanges. At
“the conclusion of this study,” the Commission presented its proposals
to Congress. The proposals were adopted with some modifications
by Congress and were embodied in the form of an amendment to the
Securitics Exchange Act of 1934.% On May 27, 1936, Congress

¥ The court handed down an opinion amrmmfz the Commission’s dpcmon Shawmut Assoczatzon v.
Securities and Erchange Commission, — F. (2d) — (C. C. A. 1, Jan. 15, 1945), rehearmg denied, — F. (2d) —
(L;[ﬂafr\slgrllg;‘\rg]!y rroposed, the Act contained no provision for unlisted trading. Several exchanges, and
prominently the New York Curb Exchange, whose interests in maintaining unlisted trading were very
strong, attacked the hill on that score.  As aresult, Section 12(0 as originally passed was in reality a com- |

promise. Sce Securities Exchange Act Release No. 3658 (1945).
27 See ““Report on Trading in Unlisted Securities upon Fxchanges *” Jan. 3, 1936.

28 See **Trading in Unhsted Securities upon Exchanges,’’ Hearings before the Committee on B(mkmg and .

Currency on S. 4023. 74th Cong., 2d sess. (1936), and *‘Unlisted Securities,” Hearings before Committee on
Interstate and Foreign Commerce on S. 4028, 74th Cong., 2d sess. (1936).

<
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amended Scction 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 cxchange to continue
unlisted trading privileges to which a sccurity had been admitted
on such exchange prior to March.1, 1934; Clausc 2 permits an exchange
to extend such privileges to a secuuty listed and registered on another
national sccuritics exchange; and Clause 3 permits extension of such
privileges to a sccurity in respeet 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 substantially equivalent to that available in respect
.of a scecurity duly listed and registered. There is no time limitation
on the cffectiveness of privileges continued under Clause 1. Privileges
extended under Clause 2, however, may last only so long as the
security remains listed and registered on a national seeurities exchange;
and Clausc 3 privileges may last only so long as the registration state-
ment remains effective and the periodic reports are filed. s

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 only 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, principally as to the ade-
quacy of public distribution and public tr admg activity in the V1c1mty
of the exchange, must be satisfied.

In determining the adequacy of distribution and. trading in the
vieinity of an applicant exchange under Clause 2 or 3, the Commission
necessarily mekes o finding es to the arca‘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 aficcted
by the grant of trading privileges. Thus, in a number of carly cases,
the Commission approved unlisted trading privileges in odd lots but
not in round lots on the ground that the rules of the applicant exchange
were not adequate for trading in round lcts.”® However, after the
applicant exchanges had adopted rules permitting and encouraging
the maintenance of an_ independent market for round-lot trading
on their floors, the Commission permitted unlisted trading in both
round lots and odd lots.® )

In Clause 3 cases, in addition to the conditions mentioned above,
Scetion 12 (f) prohibits the approval of an application by the Commis-
sion cxcept upon such terms and conditions as will subject the issuer,
its officers, dircctors, and owners of more than 10 percent of -the
security in question to duties substantially equivalent to those
which would arise if the security were duly listed and registered
cn an exchange. These duties amse from Scetions 13, 14, and 16
of the Act, dealing respectively with corporate reports, solicitation
of proxies, and insiders’ trading. Secction 12 (f) provides further,
however, that such terms and conditions need not be imposed if it

2% Applications of Pitisburgh Stock Exchange, 2 S. E. C. 178 (1937); Apphcat:ons of Boston Stock Exzchange,
2 8. E. C. 513 (1937); Applications of Philade/phia Stock Exchange, 28.°E. C. 566 (1937).

. é“ /}{:pplzcézé;ozll% gj‘ )Boston Stock Exckange, 3 S. E. C. 693 (1938); A;Dplzcalwns of Phtladelphza Stock Exchange,
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‘appears to the Commission that the public interest and the protection
of investers would nevertheless best be served by approval of the
application. - ' L

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.3* 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 National Association of Securities
Dealers, Inc., an association of over-the-counter brokers and dealers
registered with the Commission under Section 15A of the Act. On
February 19, 1945, the Commission handed down an opinion, in which -
- it, considered at length the provisions of Clause 3.3 The opinion con-
cluded that, absent duties substantially equivalent to those imposed
by Sections 13, 14, and 16 of the Act, a Clause 3 application could be
approved only if the case presented unusual, exceptional or emergency
features. In the case of the single application which was approved,
that relating to the common stock of Northern Natural Gas Co., 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 of ‘“substantially equivalent duties” was completely
satisfied except for the prohibition of short selling by officers, directors,
and 10 percent stockholders (Section 16 (c)) and the insider trading
provisions of Section 16 generally as to 10 percent stockholders (as
distinct from officers and directors). Northern’s only 10 percent
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 prohibition against short sales was imposed upon
the officers and directors of Northern by a condition in the Com-
mission’s order. As to the other five applications the Commission
found that there was failure to meet the test of ‘‘substantially equiva-
lent 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. R T

As of June 30, 1944, the number 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 number of stock issues not 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 percent of the issues and 8.5 percent: of the shares were
traded ‘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 registered 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 American depositary-
receipts for foreign stocks comprised 105 of the 453 issues and about
37 percent of the shares; nearly all such stocks are listed and have
~ 3 Application of New York Curb Exchange. 4 S. E. C. 560 (1939): Applic;titm of New York Curb Ezchange,
7 8. E. C. 672 (1940). Applications of New York Curb Exchange, 9 S. E. C. 349 (1941), involving two securi-

. ties. Application of New York Curb Ezchange, 9 8. E. C. 877 (1941). -
32 Applications of the New York Curb Exchange, Securities Exchange Act Release No. 3658 (1945_).

[
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their principal markets on Canadian or British stock exchanges. A
few of the issues are those of companiés having other issues listed on
registered exchanges.

The reduction, since June 30, 1937, in unreglsteled securltles ad-
-mitted to tradlng privileges urider 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
reorganizations; recapitalizations and consolidations of issuers. Since
-1934, many issucs 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 have become worthless or have been_ extinguished
in liquidation. This reduction in sccurities admitted to unlisted:
trading privileges only is in line with the expectation of Congress
when 1t authorized the continuance of such privileges under Clause 1.3

On June 30, 1944, 168 stock 1ssues and 1 bond issue were admitted
_ to unlisted tradlng pr1v1leges pursuant to Clause 2. Of the 168 stock
issucs, 80 had already been admitted to unlisted trading privileges on
-one or several .exchanges under Clause 1, and 88 have been admitted
“exclusively under Clause 2. - A number 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 Junc 30, 1944,% & period of 8 years since the amendment
of Section 12 (f).

Unlisted trading prlvﬂeges under Clause 3 existed ‘on June 30, 1944,
with respect to 5 preferred stock issues and 27 bond issues, the shares
‘numbering 1,196,071 and the bonds amounting to $629 038,900 in.
principal amount,

" Most of the stocks admitted to trading under Clause 2 arc on re-
gional exchanges, only five issues being on the New York Curb Ex-
change, while all 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
registercd exchanges vnder Clauses 1, 2, and 3, were .1,001 and 201,
respectively, at the close of the last fiscal yesar. % This total of issues
-is exclusive of all duplication arising out of situations in which a given -
issue is admitted to unlisted trading privileges on more than one ex-
change. -

- The termination or suspension of unlisted tradmg privileges may
be brought about either by application of a person having a bona fide
interest in -the security, upon motion of the Commission, or by the .
exchange in accordance -with its own rules. In cons1de11ng an appli-
cation to remove a security from unlisted trading privileges, the Com- .
mission 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 becn nine proceedings for termination of unlisted

trading pnvﬂeges Three were on applications by issuers, one of
‘which was™ granted; four were on apphcamons by bloker-dealers
33 Ben. Rept. No. 1739, 74th Cong., 2d sess. (1936) and H. R. Rept. No. 2601 74th Cong., 2d sess. (1936).

3 See appendix table 15.
3 See appendix table 14,
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making a market for the security, three.of which were granted; and
two were instituted by the Commission, both of which were dlsmlssed
after hearing.®

Where certain changes occur in a security admitted to unlisted
trading privileges, as in title, interest rate, par value, or amount out-
standing, the exchange may continue such privileges upon notifica-
tion to the Commission pursuant to subsecticn (a) of Rule X-12F-2.
Where the changes are more fundamental, however, the privileges
may be continued only if the Commission determines, upon applica-

tion by the exchange pursuant to subsectlon (b) of that rule, that the
" altered or substituted security is ‘“‘substantially equlvalent” to the
security previously admitted to. unlisted trading. During the past
fiscal yecar, applications under subsection (b) were filed by registered
exchanges with respect to 11 issues. Of these, 7 were granted, 1 was
denied, and 3 involving more than 1 class of security, were granted
‘in part and - denied in part. -

The past fiscal year also marked the first court test of a Commis-
sion decision in any unlisted trading case. On a petition by the
National 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.Appeals for the
Third Circuit sustained the Commission’s action.”’

‘On Exemptéd 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
1 stock issuc was listed and 1 was traded unlisted on a registered
exchange, There were 2 stock issues under Clause 1 on the Minne-
apolis-St. Poaul Stock Exchange, of which 1 was listed on a registered
exchange. There were 4 stock issues admitted to unlisted trading
privileges under Clause 2 on the Wheeling Stock Exchange, 1 of the -
1ssues havmo' been admitted during the past fiscal year.

‘THE SEGREGATION STUDY

Pursuant to Section 11 (e) of the Securitics 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 segrega-
tion of the functions of dealer and broker—the so-called “Scgregation
Report.” )

Through the medium of special report forms which the Commis-
sion devised for the purpose, detailed analyses were made of the trad-
ing activitics of members and partners of members of the New York

L] x(pplications by the issuer: . - . Disposition

Security-First National Bank of Los Angeles, 1S. E. C. 923 (1936) . .__._______.__ Granted.
Providence Gas Co., 4 8. F. C 395 (1939) . . o e, Denied.

Chicago Rivet and i achine Co , Securities Exchange Act Release No. 3395 (194'3)...__ Denied.
Applications by broker-dealers:
Piedmont & Northern Railway Co., 1 8.E. C 016 (1936) - oo ceeemae Granted.
City and Suburban Homes Co., 2 S E.C.8(1937) ...l .Denied.
American District Telegraph Co. (New Jersey), 2 S E. C. 450 (1938) Granted.
American District Telegraph Co. (New Jersey), 2 S. E. C. 455 (1938) Granted.
Proceedings instituted by Commission: . )
Chicago Rivet and Machine Co., 7S8. E. C. 265 (1940) . .__________.__._.____.._. .- Dismissed.
Crown Cork International Corp 9S. E. C 235 (1941) . e ecaeieias Dismissed,

6292 é\*agonal Assocmtwn of Securities Dealers, Inc. v. Securities and Exchange Commission et al., 143 F. (2d)
A
5 38 Report on the Feaazbzluy and Advzsabzlzty of the Complete Seyregatw’n of the Fundw'ns of Dealer and Broker,
une 30, 1936.
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Stock Exchange and the New York Curb Exchange during the period
from June 24, 1935, to December 21, 1935. Supplemental informa-
tion with respect to trading practices on other exchanges and the
broker and dealer functions as exercised, in over-the-counter markets
was derived frem the examination of the applications filed by ex-
changes for registration as national securities exchanges or for exemp-
tion 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 publie, over-the-counter
brokers and dealers, investment bankers, exchange officials and.
members, and”other persons engaged or interested in the securitics
business.

The report submitted under date of June 30, 1936, presented the
results of the Commission’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 Commission to deal with the problems arising from the combina-
tion of functions; an appraisal of the economic implications of scgre-
gation; and a statement of conclusions and recommendations.

The report included no recommendation for new legislation.. It
was concliidéd- 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
halve been discussed above, namely, those embodied in the 16 tradmg
rules

In the development of the program, the Commission instituted a
series of weekly reports, beginning with the week ended April 4, 1936,
on the volume of tr admw in stocks by exchange members. Tlnough
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 salecs 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 re-
portéd by thie tickers. Beginning with the week ended September: 9,
1939, for the New York Stock Exchange and January 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 Commlssxon 8
policy of affording the exchanges an opportunity. to cooperate in
regulating the trading activities of their ownmembers, the Commission
in February 1937 sent to all national securitics exchanges a’series of
suggested rules designed to put into effect the recommendation of the
“Segregation ch01 t”’ that trading by members of the c\chanve and
firms and their partners be fully margined at all times. In éssence,
the rules require members of the e\ch‘m(re to deposit at the close of
each trading day an amount which w ould 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
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proposals contained in the segregation report concerning member
trading. This took the form of ap interpretation by the Director of
the Trading and Exchange Division of the specialist rule adopted in
1935 on the recommendation- of the Commission by all exchanges
having a specialist system. 'The interpretation 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 Commission to prohibit mamipulation and
to regulate manipulative devices: Section 9 of this Act prohibits
certain specifically described forms of manipulative activity. Trans-
actions 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 o false or mislecading appearance with respect to the market for a
security are declared to be illegal. Persons selling or offering securities
for sale are prohibited 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 sclling 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 Comivission to adopt rules and
regulations to define and prohibit the use of new forms of manipulation
which the Commission might encounter from time to time. However,
there is one 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 scctions, as augmented by rules and
regulations, attempt to-free the security. markets from  artificial
influence, 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
of the Securities Exchange Act of 1934 against stock market manipu-
lation is to provide policing of the stock exchange markets and the
over-the counter markets sufficient to accomplish the elimination of
manipulative practices without interfering with the legitimate func-
tioning of these markets. In crder to accomplish this, .the Commis-
sion has continuously modified and sought to improve its procedure
for the systematic surveillance of trading in securities. The methods
used to detect manipulation have, of necessity, been elastic in character
since techniques employed by manipulators have changed constantly,
increasing in subtlety and complexity.

~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.
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The information maintained ‘with respect to these securities includés
not 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 "
security, the matter may be referred to'the appropriate regional office
of the Commission for a field investigation. For reasons of policy, the
Commission keeps confidential the fact that trading in a given security
is under investigation, lest knowledge of the existence of such investiga-
tion unduly affect the market or reflect unfairly upon individuals whose
activities are being investigated. As a result, the Commission oc-
casionally reccives criticism for failing to investigate situations when
in fact it is actually engaged in intensive investigation of those very
matters.

The Commission’s investigations in respect of matters involving
unusual market activity take two -forms. The ‘“flying quiz”’ or
preliminary investigation is designed to detect and discourage incip-
jent manipulation by a prompt determination of the reason for
unusual market bebhavior. Often’the results of a “flying quiz”’ or
preliminary investigation point to a legitimate reason for the activity
under review and the casc is closed. Frequently facts are uncovered -
which require more extended investigation and in these cases formal
- orders of investigation are sought of the Commission by the staff. In
8 formal investigation, members of the Commission’s stafl are empow-
ered to subpena pertinent material and to take testimony under oath.
In the course of such investigations, data on purchases and sales are
‘often compiled for substantial periods of time and trading operations
involving considerable quantities of shares are scrutinized.

The Commission operates on the premise that manipulation should
be suppressed at its inception., Many of the cases investigated never
come to the attention of the public because the promptness 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 only afford greater protection to
the public but also save the time and money of security dealers and
the (fommission. : ; ‘

In the early years of the Commission’s existence, a few large-scale
manipulations were detected. Some of these resulted in jail sentences
or other penalties for the operators. The manipulation of the Bel-
lanca Aircraft Corp. common stock on the New York Curb Exchange

in 1935 was an outstanding example. M. J. Meehan, a well-known
figure on Wall Strect, controlled 30,550 shares of this stock. . Between
June 8 and June 18, 1935, Meehan succceded in raising the price of
that stock from 4 to 5)% by a process of matching orders and broad-
casting advice to others to buy the stock. While raising the price, he
managed to scll 29,150 shares on the exchange. - Moreover, 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 various legal and illegal transactions, but on
October 25 Mecehan withdrew his support from the market, and the
next day the stock fell to 2%. As a result of the Commission’s action,
Mechan was expelled from 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
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the class “A” stock of Tastyeast, Inc., in the latter part of 1935 and
early part of 1936 which is summarized in the section on criminal
proceedings. . )

In another case, the Commission found that Charles C.. Wright had

"manipulated the common stock of Kinner. Airplane & Motor Corp.,
Ltd., and ordered his expulsion from the New York Stock Exchange
and other national secirities exchanges of which he was a.member.
Wright appealed to the Second Circuit Court,*® which sustained the
constitutionality of the antimanipulative provisions of the Securities
Exchange Act as well as the Commission’s finding that Wright had
violated Section 9 (a)(2) of that Act. The court held, howeéver, that the
evidence was insufficient to support a finding that Wright had vio-
lated 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 Com-
mission again ordered Wright’s expulsion from the various exchanges
on which he held membership, and the order was subsequently affirmed
on a second appeal.®

During the years of the Commission’s operation, the Commission
and its staff have rendered formal and informal opinions regarding
thé antimanipulative 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®
Commussion’s vigilance, together with this gradual process of educa-
tion 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 .‘flying quizzes.” "In a large
number of cases, manipulations were “nipped in the bud’” and in
many cases references of the activities. were made 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 sen-
tences, and suspensions from activities as security dealers.

One of the outstanding cases in which the Commission sought an
injunction to restrain persons from violating various-provisions ef 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 theground
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 public and had employed tipsters to recommend
the purchase of the stock without disclosing their financial interest.
The District Court sustained the constitutionality of the antimanipu-
lative provisions of the Act as a valid exercise of the Federal power
and issued a preliminary injunction. .o

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, Commis-
sion’s investigations had begun, they had stopped before the hearing
on the preliminary injunction, and it did not appear that there was

3% Wright v. S. E. C., 112 F. (24) 89 (C. C. A. 2, 1840,
O Wright v. 8. E. C., 134 F. (2d) 733 (C. C. A. 2, 1943).



TENTH ANNUAL REPORT 67

anv likelihood of renewed violation in thé future®* However, follow-
ing the hearing on the merits before the District Court, a pelma,nenb
injunction was granted which the defendants a(,cepted without further
appeal.*?

The problem raised by the Torr and several other carly cases arising
under the Securities Exchange Act of 1934 and the Securities Act of
1933 as well, as to whether and under what circumstances the Com-
mission 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 & Cu. v. Securities and Eschange Commission In that case the
Court of Appeals held that the trial court did not lack authority to
issue an injunction merely because the defendant had discontinued:
the prohibited activity before the Commission brought suit, since, as
the Court observed:

A dealer who saw the challenge of his activities that is implied in an investiga-
tion would probably discontinue them pending the investigation. It would
seldom, if ever, be possible to show that a decaler was engaged in or about to
engage in prohibited agts or, practices when suit began, since the necessary inves-
tigation would nearly always have warned the dealer to desist.®

Although the Sceurities Exchange Act contains a general prohibition
against manipulation, it does not prohibit certain kinds of manipula-
tion. Thus, Scction 9 (a) (6) forbids the ““ pegging, fixing, or stabiliz=
ing” of su,uutv prices only if in contravention ‘of such rules and regu-
lations as the Commission may prescribe as necessary or appropriate
in the public interest or for the protection of investors. The Senate
Committece on Banking and Currency in discussing the 1ccrulat0ry .
powers conferred on the Commission stated:

-~ Practices such as pegging, fixing, or stabilizing the price of- a security are sub-
jected to regulation by the Commission, which is authorized to plescribe such
rules as may be necessary or appropriate to proteet investors and the public
from the vicious and unsocial aspects of these practices.4t [Italics supplled ]

In March 1940, the Commission issued a release on this suchct in
which it stated, in part: -

The Commission is unanimous in recognizing that stabilizing 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. NeVvertheless, the majority of the Commlssmn considers that mercly
to point to the evils attcndant upon stabilizing poses the problem but does not
answer it. _7The question of how to deal with stabilizing as it exists today cannot
be answered by theory alone. It is an intensely practical problem “hlch for the
present, must be solved in terms of the cxisting financial machinery LN
the Commission is not now prepared to say that, under existing conditions, all
stabilizing should be wholly prohibited. Nor is the ma]onty of thc Commlssmn.
content to allow stabilizing to éontinue umegulated * Ok

Preliminary studies by the Commission’s staff led to the adoptmn on March 15,
1939, of rules and regulations of the Commission requiring the filing of detailed
reports respecting all stabilizing operations conduected to facilitate the distribution
of security offerings in respect of which a registration statement hqs been filed
under the Sccurities Act of 1933. * *

The area in which abuses have been and can again become most prevalent is
stabilizing in conneetion with so-called “market offerings” where the price is
represented to be at, or based upon, open market prices established by the ebb

48 E. C.v.7Torr,87 F. (2d) 446 (C. C. A. 2, 1037).

2.8 F.C v.[Torr, 22 F. Supp. 602 (S. D. N. Y., 1938).

8106 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 Erchange Commzsszon v. Thomasson Panhandle Company, 145 F. (2d)
408 (1914).

4 “Stock Exchange Practices,” Sen. Rep. No. 1455, 73d Cong., 2d Sess. (1934) 55.
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and flow of supply and demand. Before the Act, operations to facilitate this .
type of ‘“pool 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, 1940] continued to be subject to various abuses not otherwise pro-
hibited.by the Securities Exchange Act. It was because of the very susceptibility
of this kind of stabilizing to grave abuses that the Commission determined to
apply the first test of substantive regulation of stabilizing to this field.% . -

+  Commissioner Healy, in a scparate statement, was of the opinion -
that the Commission -was at liberty to prohibit stabilizing and was
opposed to permitting stabilizing in connection with an offering at
the market. T - |

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 effect permit no more than the main-
tenance of an orderly market during the distribution. The regulation
requires stabilizers to give notice of their intention to stabilize. If
stabilizing. has actually been- commenced, that fact must also be
disclosed. Stabilizers may neither support the market nor profit
from its independent rise beyond any price which is more than one
point above the level at which stabilizing 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. s )

Persons required by Rule X-17A-2 and Rule X-9A6-6 to file reports
with the Commission have filed approximately 70,000 stabilizing
reports during the past 5 years. Kach of these reports has been
analyzed, thereby enabling the staff to follow the progress of a dis-
ltribfutlion and to determine whether the stabilizing activities were

awful.

In November 1943, in order to assist underwriters and distributors
of sccurities to adhere to the provisions of the Seccurities IExchange
Act, two releases were issued by the Trading and Exchange Division,
clarifying the distinction between legitimate stabilizing transactions
.and unlawful activitics of underwriters prior to the termination of
stabilization or distribution.*® The relecases have had a salutary
effect in providing the securities industry with guides devcloped in
the course of 9 years’ experience under the Securitics Exchange Act.

OVER-THE-COUNTER REGULATION

The Original Statutory Provisions and Their Administration R
As originally enacted, Section 15 of the Sécuritics 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:

It 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 anv other person or persons, to make use of the
mails or any means or instrumentality of interstate commerce for the purpose of
making or creating, or enabling another to make or create a market,-otherwise

- 45 Securities Fxchange Act Release No. 2446, March 18, 1940, pp. 2, 3, 13-14, Commissioner Healy’s
separate statement appears at pp. 19-33.
46 Securities Ex¢change Act Release Nos. 3505 and 3506, November 16, 1943. See also Securities Exchange
Act Release No. 3056, October 27, 1941. .
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than on a national securities excha?lge, for both the purchase and sale of any
security (other than an exempted security or commercial paper, bankers’ accept-
ances, or commercial bills, or unregistered securities 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 transactions by brokers
and-dealers on any such market, for the régistration with the Commission of
dealers and/or brokers making or creating such a market, and for the registration
of the securitics for which .they make or create s 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 enactment
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 direc-
-tives of Scction 15 of the Scecurities Exchange Act of 1934 were in-
tended to apply. The long legislative history of the Securitics Act
of 1933 provided a rich source of information concerning the practices
of underwriters and the evils encountered in connection with public
offerings of new securities. The hearings before Committees of Con-
gress and the Committee reports on bills to regulate seccurities markets,
resulting in the cnactment of the Securities Exchange Act, contained
a wealth of basic data concerning the practices and abuses which
had permesated the exchange markets during the preceding decade.
But, as'to over-the-counter markets, the legislative history of the
Securities Exchange Act yiclds little information and sheds little
light on the dircctives of Section 15 relating to over-the-counter
regulation, 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 arcas. -
~ Thus the Commission’s first task was to obtain the requisite data
from which a program inight be developed. "Surveys were initiated
on numerous subjects bearing on problems of the over-the-counter
markets. Because Scction 15 expressly authorized rules requiring
registration of over-the-counter.brokers and dealers and registration
of “sccurities for which they make or create a market,” the feasibility
of such rules became the first subjects of intensive study. Commene-
ing in November, 1934, frequent conferences were held with represen-
‘tatives of the industry on the general problem and many interrelated
questions. ’ : :

Concurrently’ with these studies, the Commission’s investigating
activities yiclded valuable information concerning fraudulent opera-
tions of bucket shops and tipster sheets as well as concerning the more
subtle types of fraudulent practices rampant in over-the-counter
markets. ’ .

From these beginnings 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 comprehensive survey was made of .all State
securities laws and of rules and regulations promulgated by State
agencics administering them, with special emphasis on broker-dealer
licensing provisions and standards. After careful consideration the
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Commission tentatively decidéd 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 quali-
fications for reolstratxon and also proposed standards of business
conduct. ‘There was little opposition to the general scheme of regis-
tration. After full consideration of all comments received, the final
rules were promulgated on May 6, 1935. Registration became the .
keystone of over-the-counter rogula’mon “On January 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 June 30, 1944, and for the entire period from
May 6, 1935, to June 30, 1944, will be found on a subsequent page.

Broker dealer registrations under Seciion 15 (b) of the Securmes Exchange

Act of 1934
For entire period For year
May 6, 1935 to ending
June 30, 1944 | June 30, 1944
Applications ‘pending at beginning of period . cceooooeoooo.oill . . 24
Appheations filed_.._._ 13, 498 339
Applications withdraw 32 ' i}
Appllcmlnns cancelesd . 17 —
Registrations withdrawn_ 7,832 892
Registrations canceled . ... - 614 49
Registrations denied - ___ .- 3 | .
Registrations suspended oo 20 .2
Registrations revoked __ L meeaaman 155 15
Registrations effective at beginning of perfod 2. o] 0 aoll. 4, 994
Registiations effective on 6/30/448________.__. 4,364 4,364
Applications pending on 6/30/44- .- oo ciccccmamaoe 29 9
B T P 13,498 13,498 { 5,357 5,357

1 Excluding three registrations which were under suspension on the enactment date of the amendment to -
Sec 15 (Public 621) and which were therefore automatically canceled by operation of law. Sec. 10 of such
amendment preserved only 1egistrations effective on the enactment date, May 27,1936, )

2 Includes 81 brokers and dealers whose registrations have been placed on “inv oluntary inactive status’
because, despite careful inquiry, no information has been obtained as to their present whereabouts.

3 Includes 86 on “‘inv oluntary inactive status’’ for reason given in preceding footnote.

Section 15 (d) of the Securities Exchange Act

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

This problem was discussed at length by the Commission in its
“Report on Trading in Unlisted Securitics upon Exchanges,” trans-
mitted to Congress on January 3, 1936, pursuant-to Section 12 (f)
of the Sccurities Exchange Act of 1934. In that report a number of’
suggestions were consider ed for achieving the registration of securities
which were traded exclusively in the over-the-counter market as well
ds those which were admitted to unlisted trading privileges upon cer-
tain national securities exchanges. The Commission did not recom-
mend any of these suggestions as the selution for the problem. It’
presented- them to Congress in the hope that public discussion thercof
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 con-
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tained therein by enacting Scctlon 15 (d) of the Securities Exchange
Act of 1934 which provides in part:

Each registration statement hereafter filed pursuant to the Sccurities Act of
1933, as amended, shall contain an undertaking by the issuer of the issue 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 sccurity 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 t]us section have served to. make available to
investors periodic information 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
concelmng \Vhl(,h very little public information is available anywhere.
Moreover, there is substantial evidence that the number as well as the
lmportance of unregistered sccuritics dealt'in in the over-the-counter
market has increased in recent years. The problem of-obtaining
adequate information on over-the-counter securities is being a.ctxvely
considered by the Commission.

Subsequent Regulation of Brokers and Dealers
At the same time that it adopted Seetion 15 (d) of the Sccuritics
Exchange Act, the 74th Congress also adopted new subsections (a),
(b), and (¢) of Section 15 to replace the former toxt of that section.
The first two subsections deal with registration of over-the-counter
brokers and dealers and in effect codify the “schematic device for the
registration of these brokers and dealers”* developed by Commission
rule under the original statute.® Under the amendment, brokers and
dealers, other than thosc whose business is exclusively intrastate,
must register with the Commission in order legally to make use of the
mails or other instrumentalitics of interstate commerce in connection
with over-the-counter transactions in any sccurily, except an exempted
security. ‘
In the revision of Scction 15 the rule-making powers of the Com- -

mission were made more definite by the enactment of subsection
(¢) which makes unlawful, in over-the-counter transactions, the use
of manipulative, deceptive, and other fraudulent devices and contriv-
ances, and grants ‘to the Commission the authority to define such
devices and contrivances. While the criterion of affording to in-
vestors in these markets protection comparable to that provided in
exchange trading was dropped physically from thé Aect, the history of
subsequent amendments to Section 15 shows that it was the intent
of Congress that thls sLandard should ncverthcless be followed.®

47 Approved May 27, 1936.

48 See testimony of James M. Landis, May 6, 1936 in Hearings before the Committee on Interstate and Foreign
Commerce on 8. 4023, 74th Cong., 2d sess. (1936)

49 It should he noted that regxstrauons in eﬁch when the amendments were approved were preserved,
thereby obviating the necessity of reregistration of about 5,800 brokers and dealers.

8 See “*Regulation of Over-the-counter Markets,” Sen. Rq) No. 1455, 75th Cong., 3d Sess. (1938) 4:

““Section 15 (of the 1934 Act), in 1its original fmm expressly contemphted the adopmon by the Securities
and Exchange Comiission of rules and roguht,lom concemmg the over-the-counter markets’ necessary or
approptiate in the publicinterest * * * toinsure to investors protection comparable to that provided
by and under authority of this title in the case of national sccuriticsexchanges * * * Inthe Ju(lgment;
of the committee, this hill, like the amendment of Section 15 (of the 1934 act) enacted in May 1936, * *

represents the essential process of filling'in and 1mplememmg the original outline in order to make pl)SSlb]B
the realization of the original objective.”

72024—45 6
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Two years later, Section 15 (¢) of the Securities Exchange Act was
amended. The amendment extended the Commission’s powers so
that it was not only empowered to define and -prohibit acts of fraud
and deceit in the over-the-counter markets 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
Comniission 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 thé enactment of the 1936 amendments to the Securi-
ties Exchange Act, and attention ‘was thereupon directed to rules
under the new Section 15 (¢) defining manipulative, deceptive, and
‘other fraudulent devices and contrivances. 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 determine
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 August
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.. Subsecquently,
seven additional rules affecting over-the-counter brokers and dealers
were promulgated, one under Section 10 (b); one each under Section
15 () (1), (2), and (3) and three under Section 17 (a). :
Broker-Dealer Inspection Program

JEven before the Commission had adopted the over-the-counter
rules effective October 1, 1937, the need for the exercise of visitorial
power granted under Section 17 (a) of the Securities Exchange Act
had become manifest. The adoption of comprehensive rules empha-
sized thisneed. A limited program of inspection of brokers and dealers
.on an experimental basis was commenced in 1937. The data assem-
bled in these inspections determined the scope of the broader program
commenced in 1940. Broker-dealer inspections, made by accountants
attached to the Commission’s regional offices, are designed in general
to educate brokers and dealers in the legal requirements of the Federal
securities laws and the Commission’s rules promulgated pursuant
thercto 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 representin
good- business standards. Moreover, they afford information usefu%--
in appraising the need for new regulations or for changes§ in existing
regulations in order to carry out the purposes of the Act. The
following is a tabulation of inspections by fiscal years made under
the definitive program: . :

8t These rules under the numbering system suhsequently adopted were designated as X-1501-1 to

X-15C1-8, X-10B-2, X-10B-3, and X-17A-1. Rulé X=17A-1, however, was repealed upon adoption of
the comprehensive bookkeeping rules X-17A-3 and X-17A-4. -
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June 30, 1940_____________ _--- 646 June 30 1943 ___ . _____. PR 830
June 30 1941 _-______ .- 11,087 June 30,1944 _________-______ 746
June 30, 1942__ __ ___________._._ 1, 054

_1 Revised figure.

The decline in the number of inspections in 1943 and 1944 is due
largely to limited personnel and to the need to shift inspection per-
sonnel 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 available.
In each case consent judgments were obmmed 5

The improper practices discovered in inspections range from rela-
tlvely minor 1nfractions of rules to serious violations of law. Failure
to keep.adequate records, to make the required disclosures in con-
- firming 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 measures are generally taken by the firm
when the mfractlons 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
fraudulent practices, to revoke registration, or to suspend or expel a
firm from membership in the National Association of Securities
Dealers, Inec., or from membership 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:
Improper Use of Customer’s Property

Although under the statute the commmglmg of customers’ securi-
ties without the consent of the customers is unlawful, such comming-
ling is occasionally discovered. Many instances of even more serious
misuse of customers’ securitics 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.®®

Secret Profits

Another 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 pur-
chased, or ‘the price received for securities sold, for his account. For
example, the registration_of Hope & Co.* was revoked for such
unlawful conduct. Its secret profits in such transactions hadex-
ceeded $9,000 in a relatively short period of time.

82 8. E. C. v: Gerber Corporation, 8. D. N, Y., April 1, 1942, unreported. S. E. C.v. Harlow Kays & Co.
D. Mass,, March 15, 1943, unreported. S. E. Clv. Jmnman,D Mass., March 15, 1943, unreported.

53 For instances mvolvmg improper use of customers’ property, see Seventh Annual Report, p. 156 and
*Eighth Annual Report, pp. 13-14.

878, E.C.1082 (1940). See also Geo. W, Byron,9 8. E. C. 158 (1941) Bond & GQoodwin, Inc.,— 8. E. C.
-_ (1944), Secuntles Exchange Act Release No. 3543,
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Transactions at Unreasonable Prices | :

Among the most scrious 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 pre-
vailing 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 revoked; % in a long scries of subsequent proceedings
involving similar business conduct, the Commission has reiterated
and clarified the law in such cases.®® 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 securities.
The dealer holds himself out as one with specialized knowledge and
skill in sccurities markets and investment matters gencrally. He
cultivates his customer’s trust and confidence in him and invites
reliance on his skill and honesty. That there is an inheérent repre-
sentation that he will deal fairly is plain from the confidential rela-
tionship which he establishes,.and the very price at which he sells or
buys a securily, in the absence of express representation to the con-
trary, carrics 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
whict apply to arm’s length bargaining; he is bound to higher stand-
ards because of the unique position which he occupies.

. This view of the doctrine of fraud has been applied chiefly in cases
involving fraudulent pricing of corporate securities, but with some
modifications it was also applied in a revocation proceceding in which
sales of oil royaltics were the subject of the Commission’s complaint.’
In that procecding the Commission’s order revoking registration was
based on the finding that the firm, in its transactions with two women
customers, was charged with the high fiduciary 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 more conventional
types of securities. Since oil royaltics do not have a market com-

-parable to that which exists for corporate securities, it was necessary
for the Commission to résort to other tests to determine the fairness
of retail prices charged for oil royalties; and the Commission con-
cluded, with certain reservations, that ‘‘the least required of a dealer
by the standards of fair dealing is that, unless special ¢ircumstances
appear, he must charge a price bearing a fair relation to the current
wholesale price.” The Commission held that in charging retail
prices having no fair relation to the current wholesale prices, without
disclosing the magnitude -of its mark-ups, the firm omitted to dis-
close material facts necessary to make its general representation as a
dealer.not misleading and that its conduct operated as a fraud on the
customers. ’ '

8 Duker & Duker, 6. S. E. C. 386 (1939).

8 Sce Jansen and Company, 6. 8. E. C. 391 (1939); G. Alez Hope, 7S. E. C. 1082 (1940); Allender Com pany, -
Inc., 9 S. E. C. 1043 (1941): Jack Goldberg, 10 S. E. C. 975 (1942); Scott Mclntyre & Co., — S. E. C. — (1942)
Securities Exchange Act Release No. 3235; William J. Stelmack Corp., — 8. E. C. — (1942), Securities Ex-
change Act Release No. 3261; Trost & Co., Inc., — 8. E. C. — (1942), Securities Exchange Act Release No.
3345; Theodore T. Golden, — S. E. C. — (1943), Securitics Exchange Act Release No. 3404; Lawrence R,
Leeby, — 8. E. C. — (1943), Securities Exchange Act Relcase No. 3450; Guaranty Underwriters, Inc., —
8. E. C. — (1943). Securities Exchange Act Release No. 3481. i

87 Lawrence R. Leeby, — 8. E. C, — (1943),.Sccurities Exchange Act Release No. 3450.
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Litigation Arising Out of Enforcement

During the past 9 years the Commission has issued 218 orders
involving denial, suspension or revocation of registration of brokers
and dcalers, or expulsion or suspension from 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.’

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 Commission’s appli-
cation of the fraud doctrine to sales of securities at prices bearing no
reasonable relation to current market prices was subjected to judicial
review for the first time.® The Commission 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 securities at prices from 16.1 percent to 40.9 per-
cent in cxcess of the prevailing market, without disclosing the pre-
vailing market prices to thém. In its opinion the Commission 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, * * ¥

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 Court sustained the Commission’s order on an in-
dependent interpretation of the statutes and the Commission’s rules.
In reaching its conclusion, the Court did not have recourse to the
doctrine that the consistent and contemporancous construction of
the statute by an‘administrative body should conurol unless plainly
erroneous. In its opinion the Court said: - :

An over-the-counter firm which actively solicits customers and then sells them
securitics 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 prcmises, and it should disclose the market price if sales are to be
made substantially above that level. Iven considering petitioner as a principal
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 sucecess of ‘all of
peititioner’s dealings was the confidence in itself which it managed to instill in
the customers. Once that confidenée was established, the failurc 'to reveal the
mark.up pocketed 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 impli-
cation .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
responsibilitics to stop such abusive practices in the sale of securities,”
the Court placed special emphasis on the importance of price In
securities transactions.

8 The Commission became a party in other litigation, however, broughtby Guaranty Underwriters, Inc.,
in an attempt to stop hearings in the proceedings instituted under section 15 m 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 hitigation, which included an action before
the Circuit Court of the Fourth Judicial Circuit of the State of Florida, another action before the Supreme
Court of Florida, and various actions hefore the United States District Court for the Southern Distiict of
Florida and the Circuit Court of Appcals, Fifth Circuut, is described in the Ninth.Annuatl Report.

8 Charles Hughes & Co., Inc.,v. S. E. C., 139 F. (2d) 434 (C. C. A. 2, 1943), cert. den. 321 U. S. 786 (1944),
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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 protection
will mean little 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 ‘‘securities
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 publicized legislation 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 leave such legislation little more than a snare and a
delusion. )

The Commission’s order of June 13, 1942, revoking the registration
of W. K. Archer & Co., and expelling that firm from membership in
-the NASD and on the Chicago Stock Exchange, was taken to the
Eighth- Circuit Court for review and the Commission’s findings and
order were sustained.® ) ) )

There have been several cases holding that Section 29 of the Securi-
ties 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.! In each case the Commission appeared as amicus
curige to argue that the statutory right to rescind the transaction
was clear. o

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 (¢) of the Securities Exchange
Act. These cases are discussed in the section on criminal proceedings.
The Maloney Act and the NASD -

On Noyember 27, 1933, the President of the United States, acting
pursuant to the provisions of the National Industrial Recovery Act,
approved 8 code of fair compétition 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, representatives
of the industry discussed with the Commission the feasibility of a
rew 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 January 5, 1938, the late Senator Maloney introduced in the,
Senate 2 bill, jointly sponsored by the Commission and the Investment
Bankers Conféerence, Inc., to amend the Securities Exchange Act of
1934 in order to provide for the establishment of a mechanism for
the regulation of over-the-counter brokers.and dealers. This amend-
ment, which added a new Scction 15A to the Act, gave legislative
sanction to the formation and registration of national seccurities
" associations which would supervise the conduct of their members under

® Archer v. S, E. C., 133 F. (2d) 795 (C. C. A. 8, 1943), cert. den. 319 U. S. 767 (1943).

©Q@eismar v. Bond & Goodwin, Inc., 40 F. Supp. 876 (8. D. N. Y., 1941); Hallgarten v. Lee, . D. N. Y.,

Nov. 17, 1942, unreported; Oppenheimer v. Young, 8. D. N. Y., June 25, 1943, unreported: cf. Oppenheimer

v. Young, 144 F. (2d) 387 (C. C. A. 2, 1944). (Y. also Baird v. Franklin, 141’ F. (2d) 238 (C. C. A. 2, 1944),
cert.den. — U. 8. — (Oct. 9, 1944), common law action for violation of Securities Exchange Act of 1934.
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Commission regulation. - Thereafter, the National Association of.
Securities Dealers, Inc., applied to the Commission for registration
as a .national securities association. On August 7, 1939, after a
public hearing, the Commission-granted-the application of the Associa-
tion on findings that the statutory provisions were satisfied. Member-
“ship in the NASD, which was about 1,500 at the time registration
became effective, subsequently rose to a high of approximately 3,000
inmid-1941 but thereafter declined to a current figure of approximately
2,100 members. It is the only national securities association regis-
tered with the Commission. The following tables show the record
of broker-dealer .proceedings since. 1935.and registrations revoked. in-
the past year. - -

Cumulative record. of broker-dealer proceedings and proceedings to suspend or expel
from membership in a national securities association instituledpursuant to Section
15 of ‘the Securities Exchangé Act of 1934, for each of the fiscal years beginning
July 1, 1935, through June 30, 1944

P Number of respondents

1936 | 1937 | 1938.| 1939 | 1940 | 1941 | 1942 | 1943 | 1944

Procecdings on revocation of registration ‘
pending at beginning of fiscal year_. ... _._.|...... .10 17 14 17 100" 86 13 10
Proceedings oh revoéation of registration and . .

suspension or expulsion from NASD pending

at beginining of fiseal year. .- oo oo |emnecc| o] ccemme e e e 5 3 12
Proceedings on denial of registration pending |- - - - - - - - -

at beginning of fiscal year. ... ... . _|ecmaa. 2 5 5 2 faeoeae 3 1 1
Proceedings order during year on revocation of

registration. .. sl cicema_o 50 56 39 43 26 23 27- 23 6

Proceed igs ordered during year on revocation
of registration and suspension or expulsion

from NASIDY. il iimecec e memea e | 5 12 11 7
Proceedingsordered during year on suspension
or expulsion from NASD only_ . oo |aeeo oo ool - 2% RS FUR, B,
Proceedings ordered during year on denisal of - | - -
L oregistration. .o 161 2] .16 6 7 7 6 6 1
TOAl . eoeomeeommcmccceeeceemeeeees| 211 88| 77| 68| 52| 49| 59| 57 37

‘Revocation proceedings dismissed on with-
drawsal or cancellation of registration......__ 9 30 21 14 6 b 3 3 -1
Revocation proceedings and proceedings to ex- -
pel or suspend from NASD dismissed on ’ -

withdrawal or cancellation of registration___[. . | oo oo|ocmoo|ccomas|cmaao)acaaas JURE (N RO AR,
Revocation proceedings dismissed—registra- .
tion continued ineffect . _ ... ____.._.__ 26 4 3 1 3 1 ) I PR O,

Revocation proceedings and proceedings to
expel or suspend from NASD dismissed—

- registration and membership continued | feo o |oooio|oemomfaicaifeeaas 1 ... 1
Denial proceedings dismissed on withdrawal . \
of apphication___ . ______.___________. Tooo] 43 5 11 -8 5 2 5 2 1
Denial proceedings dismissed—registration |- . ~ ~-
permitted. ... e mmicmean 100 10 2 s 1L 1 ) 3 P 1
Registration denied.....: : 16 2 3 4 3 1 2 4 ...
= Registration revoked. ... _._..___..____..__._ 2 14 16 19 16 20 16 23 112
« Registration revoked and firm expelled from .
membership in NASD . mevac] oo eme e o 2124 2 3
Firms suspended from membership in NASD.| .o |ecoooofevmooafamaaofaanaan S O P, 1
Registration suspended._..._.__ e 3 1 2 6 8 U R P 2
Revocation proceedings pending at end of | ©
fiscal year . ... 10 17 14 17 10 6 13 10 |- 4
Revoceation proceedings and proceedings to ex-
pel or suspend from NASD at end of fiscal
£t USSR DO PRPRRIPUIEY EUPIOROUSH FRUPRUS) (RPURPUN B 5 3 12 11
Denial proceedings pending at end of fiscal ‘
L ) PR PRI 2 5 5 "2 |aoaaoo 3 1 ) I I
B o) 2 211 88 77 68 | . 52 49 59 57 37

‘1 Includes three respondents against whom the proceedings included both the question of revocation of
registration and the question of suspension or expulsion from NASD; their registrations were revoked,
but they were not suspended or expelled.from' membership in NASD for the reason that their member-
ships had been terininated prior to the issuancevof the Commission’s order.

2 Two firms in fhis classification were also expelled rom national securities exchanges.
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Regzstratwns revoked, durmg fiscal year endinig June 30 1944

Secuntzea FEzchange Act
Release No. 3464
346

Charles Hughes & Co.; Tne oo ool

Guaranty Underwriters, Ine. - __ . N 3481
Patrick A, Trapp- .. - e ... 3527
- Brentlinger & Hosea, Ine._ . . 3460
Frederick A. Peterson.._ S A m e e e e 3565
Patrick H. MeClellan_ - __ . __ . _.___._..__ e e 3463
Earl Porter Beckwith_ . __ . eoa. 3466
The Renaud Corporation_____ . __ . _ o es 3499
Hermann Graen & Co., Inc. .. 3500
Samuel-Segel . e 3492
" Kurt H. Schurig & Co_____._____... ’ ______________________'____,_--_ 3517
Fred F. Peterson & Co., Ine__ . _______:______ e 3453
Larson, Honohan & Co. {not incorporated)! ___._____ . __________ 3476
Frances J. Lubbe '__________________-_ . TTTTTmTTTmTTTTT 3456
United Securities Corp.'._____ = .. L 35RT

1 Also expelled from NASD membershxp by order of the Cominission.

Suspended from National Association of Segurities Dealers by order of Commnis-
sion during fiscal year ending June 30, 1944

Bond & Goodwin, Ine. (suspended for a period of 30 days commencmg

Mar 24, 1944) o o e m---, 3543
Registrations suspended ddring fiscal year ending June 30, 1944

William J. Adams, d/b/a Transatlantic Exchange & Securities Co._______ 3491

William R. Carver- - oo 3462

The major por t,10n of the NASD’s activities has been devoted to-
ralsmg the business standards of over-the-counter brokers and dealers.
In that connection, the NASD adopted rules ‘of fair practice which,
among other thmgs fohibited certain unfair and fraudulent acts and
required various disclosures under certain circumstances. In general,
the fraud and disclosure provisions of the rules are patterned after
the Comrnission’s.rules under the Securities Exchange Act of 1934.

. To enforce its rules of fair practice, the NASD has put into opera="
‘tion a method providing for the annual questionnaire examination of”
" the business practices of cach 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 1mp051t10n of a penalty such as censure,
fine, suspension or expulsion from the membership. = A tabulation
summanzmor the disciplinary activities of the association follows:
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Dispositions by the NASD of for;nal complaints against members _

. Number of complaints on which final action was
g{f}?’;;eg} o , reported to Commission in—
Dec. 31,
1943 1940 1941 1042 1943 1044 | July
District 1,
. 1940,
July | Jan. | July | Jan. | July | Jan. | July | Jan. | to
Num-| Per- | 1to|1to|1to|1to|1to|1¢to|1to’|] to]|June
ber | cent | Dec. | June | Dee. | June | Dec. | June | Dec. | June | 30,
31 30 31 30 | 31 30 31 30 1944
671 3.0 9
138 ] 6.3 34
‘36 L6 6
.40 1.8 15
41 1.8 3
44 2.0 1
54 2.4 8
321 | 15.1° 4 .67
123 5.6 1 ]
12 5.1 | |a... 5 1 1 2 1 1 11
82| 3.7 ... 1 8 2 2 2 |._..l. 1 16
168 A T P . 6 9 2 [ 2 P 11 31
764 | 34.8 2 3 50 14 15 8 1 4 97
203 Q 2 7 4 12 6 2 ) I P 3 35
2,193 [100.0 16 19 | 1143 63 31 21 14 ’31 338

1 Includes some 92 ‘““PSI” and related cases.

Anether phase of the NASD’s work has been devising a uniform
practice code designed to eliminate disputes and misunderstandings
between members.. For the most parl, the code gave sanction to
practice, custom, and usege in technical matters, such as deliveries of
sccurities, computation of interest, claims for dividends or interest,
and similar matters. )

Early in its history the association concerned itself with the develop-

ment of uniform methods for the compilation of over-the-counter
quotations for newspaper publication which therctofore had been
handled in different ways in each locality. The Commission has had
-recent occasion to study and criticize the methods employed by the
association in this field and has advised the association that, in its
opinion, improvement in the character of such quotstions is both
desirable and nceessary. Discussions between the Commission’s
staff-and the association’s national quotation committee were in
prégress at the close of the fiscal year.

Commission Supervision of NASD Activity
- Section 15A of the Securitics Exchange Act requires the Commission
to exercise general supervision cver certain of the activities of a na-
tional sccurities association.®* Examples of the Commission’s super-
visory activities are the following: ~
8 One of the first such matters to come before the Commission concerned the application of J. A. Sisto
“ & Co. for an order approving or dirccting admission of the firm to membership in the NASD. The applica-

tion was denied. Sce J. A. Sisto & Co., 7 8. E. C. 647, 1192 (1940), and Securitics Exchange Act Release No.
3614, November 2, 1944,
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.
The Proposed Capital Rule

In June 1942, the board of governors of the NASD proposed and the
membershlp approved a substantial revision of its’ bylaws and the
rules of fair practice, including & requirement that members maintain
a minimum net capital of $5,000 or $2,500, depending upon the char-
acter of the member’s business. - Because of the controversial nature
of & minimum capital requirement, the Commission held a public
hearing to determine whether the propoeal was in the public interest-or
for-the protection of investors and whether it was consistent Wlth the
‘purposes of the Maloney Act.

In its consideration the Commission afﬁrmed the necessity of IUIOS
on solvency and recalled that, in approving registration of the NASD,
it had pointed to the lack of such provisicns. It stated that when the
proposced rule had first been informeally dlscussed, the Commission had
been inclined to view it favorably. These foctors to the contrary, the
Commission found the proposed amendment inconsistent with the .
general purpose of the Act.® Recognizing the gravity of the problem
for which this proposal was designed, the Commission premulgated
its own Rule X-15G3-1, referrui to above.

The Mark-Up Policies .

On QOctober 25, 1943, Lhe board of governors of the association
announced to the membe1 ship ‘that it ‘hed -approved an interpre-
tation of Section 1 of Article I1I cf the rules of fair practice that:-

It shall be deemed conduct inconsistent with just and equitable principles of
trade for a member to enter into any transaction with a customer in any security
at any price not reasonably related té the current market price of the security. -

In making this anpouncement, the board referred to statistics on the
pricing practice of the membexshlp Specifically, the board referred
to a finding that, of more than 50,000 over-the-counter transactions
reported by the members ss a part of the 1943 inspecetion 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. “Subsequently, on November 9, 1943, a letter was sent Lo the.
district business cenduct committees of the association which stated
among other things:

The general import of this statement and the construction that should be
placed upon it is that, when transactions show a mark-up of over 5 percent on the
part of a member, it raises the question as to whether there is a violation of the
rule and interpretation. In such a situation, a duty is iinposed upon the member

to show to the satisfaction of the business conduct committee that no violation
-has occurred.

_ By subscquent letters and briefs it was made plain that the Novem-
-ber 9 statement did not intend to impose upon an accused member the
burden of proving his innocence mercly beczuse his spreads may
‘have exceeded 5 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 nullity since it had not been submitted to the
membership for approval. Each group filed a petition with the Com-
mission requesting a public hearing on the matter. A hearing was

8 Securities Exchange Act Release No. 3322,
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held before the Commission on June 13 1944,  Permission to file
briefs was granted and thereafter the Commlssmn took the matter
under consideration.®*

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 mem-
ber (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 disposition. The first of these complaints alleged that
Sherman Gleason & Co., of Boston, Massachusetts, had failed to
maintain required books and records, had improperly commingled
customers’ sccurities 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 questionnaire circulated by the
district business conduct committee.

In the first case, the district business conduct committee found
violations 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 independently reviewed each case, found vio-
. lations and affirmed-the penalties. Gleason then’ pctmoned the Com-
mission for review. The Commission affirmed the penalty of severe
censure and fine of $250 imposed in the first action but cancelled the
penalty of cxpulsmn imposed in the second.®

The ““PSI Case”’

At the end of the fiscal year, the so-called “PSI Case’’ was before
the Commission for .determination. On October 8, 1941, the Com-
mission announced that it would call up for review, on its own motion,
6 representative cases of disciplinary actions by the N'ASD against
_ some seventy members.®® These actions involved findings by various

district business conduct committees and the board of gOVernors
acting as an appcllate body that the members had violated high
. standards of commercial honor and just and equitable principles “of
trade in transactions in the First Mortgage Bonds of the Public
Service Co. of Indiana during an original 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 obscrve
a contract voluntarily entered into for the purpose of maintaining &
uniform offering price during the course of a distribution was a vio-
lation of Section 1 of Article III of the rules of fair practice which re-
quires observance of high standards of commercial honor and just
and equitable principles of trade.

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

- Extended hearings in the matter were held after which the Com-
mission heard oral argument. The dccxs10n was pendlng at the close
of the fiscal year. R

8 On November 25, 1044, the Commission dismissed the petitions. holdmg that tho NASD’s announce-
ments were simply pohcms 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,

8 Securities Exchange Act Release No. 3550,
% Securities Exchange Act Release No. 3035.
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ENFORCEMENT OF SECTION 10 (b)

Under Section 10 of the Securities Exchange Act, it is unlawful for.
any person to employ, in conncction with the purchasc or sale of any .

‘security, any manipulativé or deceptive device in contravention of

the Commission’s-rules and regulations. In May 1942, the Commis-
sion adoptéd Rule X-10B-5, generally prohibiting the employment
of manipulative and deceptuve devices by any person in the-purchase
or sale of securitics.

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 securities from
others. By virtue of Rule X-10B-5, such persons were guilty of
violating the Securitics Exchange Act. The leading case so far re-
ported in detail in a Commission report, is ‘“The Purchase and Re-
tirement of Ward LaFrance Truck Corporatlon Stock.” ¥

In that case, two officers who were in control of Ward LaFrance
entered into nogotlatlons with another corporation with a view to

selling their interest and merging Ward LaFrance with the purchasing

corporation. The two officers, after it appeared probable that the
deal would be consummated, and well awarc of the figures at which
it probably would be madc, 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 approximately $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
scll the controlling shares at approximately $45.a share, or of the
proposal to liquidate Ward LaFrance at a figure which would give
sharcholders $25 a share on llquldatlon Also witheld from them was
the fact that the company’s carnings 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 Commis-
sion stated that the purchasc of securitics under such circumstances
unaccompanied by appropriate disclosure constituted -a violation of
Rule X-10B-5.

When the Commission brought these-facts to the. attention of the
parties involved, arrangements were made to pay the stockholders
who had sold their shares the difference between $35.98 per share
and the price they had received in sclling 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 vissued a public rclease, others have occurred and the
number of allegzed violations is increasing. AlthouOh the Commis-

.'sion took no action in sevgral such cases when rescission was extended

shareholders by the violators of the rule, the need for more drastic
action to prevent v1olat10ns of thi§ type is becoming increasingly
apparent.

" 7 Securities Exchange Act Release No. 3445, June 12, 1043,



Part III

THE ADMINISTRATION OF THE PUBLIC UTILITY HOLDING
COMPANY ACT OF 1935

The Publlc Utility Holding Company Act of 1925 deals with holding
companies having ‘subsidiaries which are electric utility’companies, or
which are engaged in the retail distribution of natural or manufactured
gas. The Act was passed for the express purpose of eliminating certain
evils and abuses which the Congress had found to exist in connection
with the activities of such companies, and was intended for the protec-
tion of both investors and consumers. It provides for the registration
of holding companies (Sec. 5); supervision of sceurity transactions of
holding companies and their subsidiatics (Secs. 6 and 7); supervision
of acquisitions of sccurities and utility assets by holding companies
-and their subsidiaries (Sces. 9 and 10); the supervision of payment of
dividends, solicitation of proxies, intercompany loans and other intra-
system transactions (Sec. 12); the supervision of service, sales, and
construction contracts (Sec. 13); and the supervision of accounting
practices (Sec. 15). The key provisions of the Act, however, are con-
tained in Section 11, which requires the limitation of holding company

systems to an 1nteg1atcd system or systems -and related other busi-
nesses and the corporate simplification and equitable distribution of
voting power of companics in holding company systems.

NECESSITY FOR FEDERAL REGULATION OF INTERSTATE HOLDING
COMPANY SYSTEMS

The Act was passed by Congress after a thorough study of clectric
and gas utility and holding companies conducted by the Federal
Trade Commission from 1928 to 1934, pursuant to Scnate Resolution
83, Seventieth Congress, first 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.” ! The House Committee on Interstate snd Foreign
Commerce, pmsuant to House Resolution 59, Seventy-second Con-
gress, first’ séssion, and House Joint Resolution 572, Seventy-second
Congress, second session, also conducted 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 execessive concentration of control of the
utility industry which led to many of the evils against which the Act
is directed and the nced for financial lehablhmtion of many of the
fubhc utility holding company systems is glven in the followmg sec-

ions

1 Barnes, The Economics of Publzc Utility Regulatum (1942), p. 71.
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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 markeéts. By existing means,
power can be.transmittéd economically for only limited distances.
In the manufactured gas industry economic transmission is much
more limited. Consequently, there are no operating economies in the
organization of these industries on a national scale. Regional power
groupings on an integrated basis correspond to the economic needs
of such public utilities and appear to be the appropriate ownership
pattern 1n the present state of the arts. These arc the findings of
Congress in Sections 1, 10 (¢), and 11 (b) of the Holding Company Act.

To the extent that concentration of control in the public utility
industry reflected the merger of competing plants serving the same
areas, the absorption of small plants in outlying towns, and the
coordination of urban and rural plants into interconnected regional
systems; the public interest appears to have been definitely served.
During the period 1920-30, however, holding companies, irrespective
of any economic 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. Xor 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.

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.® Holding
company expansion was stimulated in many instances, on the one
hand by investment bankers who wercé eager for commissions and
profits in the sale of sccuritics, and on the other by holding company
promoters who desired to increase the sources from which they col-
lected fees for management and engineering services. It has been
estimated that, from 1924-30, utility holding companies floated some
$5 billion of sccurities, the great bulk of which went not to build or
improve utility properties, but to purchase already outstanding voting-
securitics of operating utility companies® Part of the total repre-
sented the securities 1ssued by super holding companies, such as the
United Corp., which was organized in 1929 by J: P. Morgan & Co.,
Drexel-& Co., and Bonbright & Co., Inc. : .

By 1932, according to the data presented by the Federal Trade
Commission, the holding companies 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 8 largest utility holding
company systems generated 72.7 percent.- Of the national production
of manufactured and natural gas, the holding company systems
accounted for 66.4 and-25.3 percent, respectively. Of the trunk line
mileage of natural gas pipe line, 4 holding companies controlled 56.3
percent and 15 holding companies controlled 80.3 percent.*

? “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 Cong., 1st sess. (1935), H. Doc. 137, p. 56.

3 8. Rept. No. 621, 74th Cong/, 1st sess. (1935), p. 15. .

¢ Summary Report of Federal Trade Commission to the Senate, No. 72-A, pp. 38-9, 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 percent, respectively, of their voting stock.
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. Among the subsidiaries in the holding company systems were ‘com-
. panies 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 companies. Obviously the reasons for placing such hetero-
geneous collections of enterprises under a common control did not have
to do with functional interdependence or with operating economies.

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

The growth of the holding company systems has frequently been primarily
dictated by promoters’ dreains 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 unconnected with, units in
an existing system have been absorbed from time to time. The prices paid for
additional units not only have keen based upon inflated values but frequently
have been run up out of reason by the rivalry of contending systems. Because
this growth has becn actuated primarily by a desire for size and the poweér 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. Instcad, they . have too frequently given
us massive, overcapitalized organizations.of ever-increasing complexity and
steadily diminishing coordination and efficiency.

These huge systems proved byond the power of any single State to
regulate. As the President said in his message to Congress of March
12, 1935 (quoted in 8. Rept. No. 621, 74th Cong., 1st scss., at p. 2):

Regulation has small chance of ultimate success against the kind of concentrated
wealth and economic power which holding companies have shown the ability to
acquire in the utility field. No Government effort can be expected to carry out
effective, continuous, and intricate regulation-of the kind of private empires within
the Nation whieh the holding company 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 “writc-up’’ of-the assets of operating and
holding companics were two devieces which enabled the promoters
and bankers to acquire utility properties all over the country with a
minimum of investment and these devices are likewise responsible
for many of the present financial difficulties of holding company sys-
tems. These complex 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, frequently on sketchy evidence. .Very few of
them were subject to any check by governmental authority. . They
were usually based on an estimate of what it would -cost to reproduce
the property. That application of the doctrine of Smyth v. Ames
has cost American investors many millions of dollars. In the first
place, Smyth v. Ames was not authority for the consideration of re-
production cost in anything except rate cases, and in the sccond:
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place, even in a rate case, it was but one of several elements to be
weighed. Write-ups alone, or cxcessively pyramided structures alone,
were highly dangerous finanecial practices, but their combination could
have no other effect than catastrophe.

The typical holding company system consists of pyramids of com-
paniecs, as well as of pyramids of securities within a company,’ all
resting chiefly on the common stocks of operating companies. The
pyramids are held together by the stock of the top holding company.
The debt securities and preferred stock of the systems are held by the
public. This technique afforded a maximum area of economic con-
trol with a minimum of investment.® )

The pyramiding device resulted in the highly speculative quality
attached to the holding company securities through “leverage’” known
as “trading on the equity”’ or ‘“‘the lifting power of other pcople’s
money.” As a result of leverage small changes'in the earnings of
the underlying companies became magnified into large changes in
the carnings applicable to holding company securitics; during the
1929 boom, the profits thus appeared to be huge but when the boom
collapsed, 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 investors and of the
public. The corporate pyramids had the further cffect of enabling
holding companics to defeat or obstruct local regulation of operating
companics. ) -

The write-up permitted holding companies to acquire valuable
propertics on a ‘‘shoestring’’ investment by inflating the value of the
assets acquired, selling sufficient senior securities to the public to
recoup the cash outlay, and retaining the controliing common stock
for itself at little or no cost. As long as the public would buy the
securities, there was every incentive to employ the scheme to acquire
any property no matter where located and irrespective of the clear
advantages of the property’s integration with adjacent properties.”

The fair-weather capitel structures of the systems were ill-adapted
to withstand any sudden decline in carnings. The data on_bank-
rupteies and defaults indicate in part the scope and character of the
task of reconstruction facing the Commission. From September 1,
1529, to April 15, 1936, 53 utility holding companies, with about $1.7
billion of securities outstanding, went into receivership or bank-
1uptey. Some of these were liquidated and present no further
problem; others, reorganized in bankruptey proceedings, subse-

5 An extreme example is afforded by the capitalization of AsSociated Gas & Electric Co. which issued 3
classes of common 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 company into equity, securities), 7 issues of secured notes, 4
issues of investment certificates, as well as various warrants and rights. These sccuritics rest on securities
of underlying companies. P

8 For example, the Commission recently found that two subholding companies, American Power & Light
Co. and Electric Power & Light Corp., with consolidated assets of about $851,000,000 and $750,000,000,
respectively, were controlled by Electric Bond and Share Co., whose interest represented only 3.42 and 8.72

« percent of the total capitalization of the subsidiaries of the subholding companies, before adjustment for

. write-ups (Holding Company Act Release No. 3750, pp. 65-66). The Federal. Trade Commission reported
other striking instances, e. g., the Standard Gas & Electric Co. had pyramided control until an investment
of less than $1,000,000 exercised dominion over a system with a reputed investment of $370,000,000.

7The “‘write-ups’’ took place at the level of the operating, subholding, 'and top or apex companies. In
an examination of the capital assets of 18 systems, the Federal Trade Commission ascertained write-ups of
nearly $1.5 billion, of which about $854 million 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 percent respectively.
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quently began to default on their preferred stocks. ,An additional 23
holding companies, with about $535 million of outstanding securities,
defaulted on interest and offered readjustment plans. The corporate
income of many of the holding 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 companies had about $2,501,723,000 of preferred stock out-
standing of which $1,442,188,000 was in default the total arrearages
as-of that date bemg approxxmately $476,000, 000. ,

The financial practices of the holding companies had also resulted
in serious injury to many of their operating subsidiaries. From
September 1, 1929 to April 15, 1936, 36 utility subsidiaries, with
outstanding Securities of $445 mﬂhon went into bankruptcy or
receivership. An additional 16 companios, with $152 million of
securities outstanding, offered readjustment or extension plans after
defaulting on interest. Many other operating companies escaped
bankruptey or receivership by deferring needed replacements, stinting
on maintenance, and by stopping dividends on the publicly held
preferred as well as the control stocks. Of preferred stock of oper-
ating subsidiaries aggregating about $1.6 billion at December 31,
1940, some $453 million were in default, such accumulated arrear-
ages ‘then amounting to about $165 million.

The facts and financial data pointed out above lndlcate 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
investors and consumers of such industries had suffered heavily as a
result of such practices, and that a constructive program of rehabilitat-
ing and simplifying the corporate structures of holding company
systems was highly desirable in the national interest. Such a program
was provided by Congress in the corporate simplification and integra-
tion provisions of Section 11 of the Holding Company Act.

INTEGRATION AND SIMPLIFICATION OF HOLDING
COMPANY SYSTEMS

The provisions of Section 11 of the Holding Company Act are care-
fully designed to strengthen 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 company system to a single integrated
public-utility system with provisions for the retention of additional
utility systems and related incidental businesses under certain
designated circumstances. It is, in_cffect, a specialized antitrust
act_designed to meet the problem of the serious and uneconomic
concentration of control of public-utility companies. Section 11
(b) (2) provides for the simplication of the structures of holding com-
pany systems, including the elimination of unnecessary and ‘‘great-
grandfather” holding companies and  the reorganization of holding
companies which are unduly complicated and overcapitalized, and
the redistribution of voting power among security holders of holding
and operating companies.. The basic provisions, for carrying out
Section 11 (b) are to be found in Section 11 (d), which permits recourse

72024—45——7
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to the courts by the Commission, if necessary, to enforce the Com-
mission’s orders, and in Section 11 (e), Whlch permits the filing of
voluntary plans for compliance with the standards of Section 11 (b).
To a very large extent, Section 11 results in the Holding Company
Act being self- ]1qu1dat1ng, for, as utility companies are freed from
holding company control, the Commission ‘generally loses jurisdic-
tion 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 under way.
Although the statute was enacted by Congress in August 1935, the
Commission was directed to enforce the integration and simplifica-
tion provisions only * * * assoon as practicable after January 1,
1938.” In the intervening period holding companies were given an
opportunity to take voluntary steps to comply with Section 11. How-
ever, the companies did not avail themselves of that opportunity but
chose instead to test the constltutlonahty of the Act. After the deci-
sion of the Supreme Court in March 1938 upholding the constitu-
tionality of the registration provisions, the Commission gave all
holding companies a further opportunity to submit to the Commission
their plimS for voluntary compliance. They responded to the Com-
mission’s invitation by submitting tentative plans which on examina-
tion 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.

It thus became clear to the Commission that complmn0e with the

Act could be achieved only by the institution of affirmative proceedings,
pursuant to the statutory diTection in Section 11 (b). Accordingly
in the spring of 1940, the Commlssmn instituted integration proceed-
ings with respect to nine major utility holding company systecms and
corporate simplification proceedings 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 stimplification, and steps taken in the direction of corporate
" simplification may serve to eliminate substantial problems which
wou{)d otherwise requlre determination in proceedings under Scction
11 (b) (1).
" Once proceedings under Section 11 arc instituted by the Commission
(or are mitiated by the'filing of a voluntary plan), full hearings are
held in which all interested parties are given the opportunity to pre-
sent. evidence and voice their views before the Commission. On the
basis of the record before it and the contentions made as to the appli-
cability of the law to the facts, the Commission issues its findings and
opinion and order. All such orders arc subject to full judicial review
in the Federsl courts.

The Commission’s decisions to date under Section 11 (b) have
clarified most of the iruportant interpretative problems which arose -
under that Section. In the Columbia Gas & Electric. Corporation ®
" and The United Gas Improvement Company ® cases, the Commission
held that gas and electric utlllty companies cannot 'be considered as
together constituting’ a ‘‘single integrated public-utility system”
within the meaning of the Act. Thus a holding company must satisfy

8 Holding Company Act Release No. 2477.
¢ Holding Company Act Release No. 2692.
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the requirements prescribed by Congress for the retention of addi-
tional systems 1f it des1res to retain both an electric and gas utility
system.’
yIn 8 subsequent case, E’ngmeers Public Service Company - and its
Subsidiary Companies,'® 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 11 (b) (1) from having one integrated system in Virginia and
States adjoining Virginia, and another in Texas and States adjoining
Texas. Interpreting Clause (B) in the light of its legislative history,
and in the light of other provisions of the statute, the Commission
concluded that additional systems are retainable under Clause (B) only
if they are located in the state or states in which the prmc1pa1 system
operates or in states adjoining thereto. The Commission’s decision
in this respect was upheld by the Court of Appeals for the Districtof
Columbia.!* This case is now pending before the United States
Supreme Court.'?

The application of the standards of Section 11 (b) (1) to the reten-
tion by holding companies of nonutility 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
operations of the utility system; whereas ¢oal mines the output of
which is consumed by the utility and even railroads used to carry such
coal to the utility may be retained. Whenever the problem of reten-
tion of gas and electric appliance businesses has been pr: esented to the
Commisston, the Commission has permitted retention. In many
instances, the Commission has becn unable to find that ice and water
businesses have been shown to be reasonably incidental or economically’
necessary 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 situation has to
be considered on its own merits and in the light 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 1ecap1tahze so as to achieve a simple structure, and certum operat-
ing companics where control was exercised by a class of stock which
had an insufficient investment in the company in relation to the in-
vestment 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 care--
fully guarded against-any forced liquidations™©r dumping of securities
on~the market™ Although-it-is-thie’Commission’s view that it has the
power to specity methods of compliance, its practice’in most cases is to |
issue a general order specifying the objective to be achieved, but with-
out detailing the manner in which the company should comp]y This
is intended to encourage voluntary comphance assist the company by
indicating the goal to be reached, and give the company & reasonable
opportunity to work out the specxﬁc methods of compliance; Re-

1 Holgm(gé)nmpany Act Release No. 2897
1138 9
12 In the North American case, the Circuit Court of Appeals for the Second Circuit also upheld the Com.
missinn’s mtcrpretatmn of Clause (B) of Section 11 (L) (1) (133 F, (2d) 148). 'This case is pending before the
; United States & 1preme Court but the company requested and was granted certiorari only on the issue of
constltutlonallty
]
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cently, the Circuit Court of Appeals for the Third Circuit; in Com-
monwealth and Southern Corp. v.S. E. C.,®® unanimously upheld this
method of enforcing Section 11. .

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 electric,
gas, and nonutility subsidiaries which have been divested by registered
goinpam'es from December 1, 1935, to June 30, 1944, is summarized

elow:

‘Summary.— Electric, gas, and nonulility properties sold or otherwise divested by
regisiered public utility holding companies, Dec. 1, 1935, to June 30, 1944 -

-

Assets of companies divested

, Number of companies (000,000 omitted)
Elec- Nonu- Elec- Nonu-
tric | 988 | qility | Total| “gje | Gas | Gijjpy | Total
Divested by exchange or distribution of se-
curities to security holders:
No longer subject to Holding Com-
PANY ACt o iemcioao 8 6 1 15| $649 | $410 $2 | $1,061
Still subject to Holding Company Act i 5 [ T PO 51,285 [0 0| 1,285
Divested by sale of property or securities: 8 , -
No longer subject to Holding Com- ' P
Pany Actd .o 74 63 80 217 845 233 -134 | 1,212
Still subject to Holding Company Act. 18 29 2 29 178 11 20 209
Total divested__......._.____ 105 78 83 266°| 2,957 654 156 | 3,765
- ’ Number oi: com pan‘ies mak-
; ing such sales Sale price
Partial sales of property not included in :
above totals;
Assets sold no longer subject to the act.. 42 [} 19 67 |. $73 $4 $12 $39
Assets sold still subject to the act__.___ '8 2 1 11 1 1| . 1 3
Tatals. R 50 8 20 78 74 5 1B, 92

1 By reason of their relationship to other registered holding companies. '

2 Northern Natural Gas Co., which was a subsidiary in 3 different company systems and itself a registered
holding company having consolidated assets of $63,178,222, was not included in the above summary; Lone
Star Gas Corp. distributed its common stock investment therein to its own stockholders and United Light
& Power Co. sold its holdings for $10,533,612.

3 Includes all cases where total divestment was effected by sales of entire property to 1 or more than 1 buyer.

4 In the case of sales to more than 1 buyer, the company was classified in accordance with the disposition
of the majority of the assets sold. ¢ .

It will be noted that 266 electric, gas and nonutility subsidiary com-
panies 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 nonutility companies with total
assets of $156,000,000. Most of the electric utility companies and
substantially all of the gas and nonutility companies were divested
for the purpose of, or with a view to, meeting the integration require-
ments of Section 11. :

Of the total number of these divested companies, 232 companies,
with total assets of $2,273,000,000, are no longer subject to the Hold-

“ing Company Act and 34 companies, with total assets of $1,494,000,000,
are still subject to the Act by reason of their relationship to other
registered holding companies. -

13 134 F. (2d) 747.
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In addition to the divestment of companies, as such, the tables show
that 78 other subsidiary companics have sold: parts of their electric,
gas, and nonutility properties for a total consideration 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 lists the subsidiary
utility and nonutility companies, the control of which must be divested
by their respective parents under Section 11 (b) (1) orders outstanding
as of June 30, 1944, By virtue of these orders, 17 holding companies
must divest themsolves of their control over 196 subsidiary compan-
ies having aggregate total] assets of $3,887,000,000.

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

The Carrying Qut of Section 11 Orders

"Section 11 (¢) provides that all orders of the Commission under
Section 11 (b) should be complied with within 1 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
Cominission 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 mect the
Section 11 (b) order, if the plan has been approved by the Commission.

It was Congrcss intention, 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 volun-
tary 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 required to enforce Section
11 (e) plans if they are found apploprlate to effectuate Section 11 (b),
and fair and equitable. Thus, sccurity holders have the protection
of findings as to the fairness and equity of plans by both the Com-
mission and a United States district court.

Many plans for'complete or partial compliance with Section 11 have
already been approved by the Commission and bave been or are
being consummated. Many more systems have filed plans which
are currently being con51dered by the Commission, and & number of
" other holding companies are discussing with the Commission’s staff
drafts of plans which they have prepared. The filing, 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 Security Holders in Section 11 (e) Plans

Voluntary compliance with Section 11 (b) does not mean, as the
alarmists once contended, dumping or forced sales of securities on the
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markets. There has not been a single instance of “dumping”’ of securi-
ties upon a market unable to pay a fair price for them in the entire
history of enforcement of the Act. Indeed,in many instances the sales
have resulted in substantial profits.” In addition to sales, other meth-
ods of compliance such as exchanges of underlying portfolio securities
for holding company securities, or exchange of securities of a soundly
reorganized company for the old securities thereof, have been widely
used by the holding companies. .

Exchange plans have been successfully used by such holding com-
panies as the United Gas Improvement Co., Standard Gas & Electric
Co., National Power & Light Co., and the United Light & Power Co.
In all of these cases holding company preferred stockholders or bond-
holders were offered underlying portfolio securities in discharge of their
claims. A variant was employed by the North American Co., which
has distributed all of its holdings of The Detroit Edison Co. common
stock and a large part of its holdings of Washington Railway & Electric
Co. and Pacific Gas & Electric Co., which it was not permitted to re-
tain under Section 11 (b) (1), by paying them out over a period of time
as dividends to North American’s stockholders. Similarly, Lone

"Star Gas Corp. distributed all of its holdings in Northern Natural Gas
Co. as a dividend to its stockholders. Cases where corporations wére
reorganized and the new securities of the simplified structure were
(or are being) passed out to the old stockholders and bondholders were
Jacksonville Gas Co., Puget Sound Power & Light Co., Southern Colo-
rado Power Co., International Utilities Corp., and the Laclede Gas

~ Light Co. The arguments of the opponents of the Act to the effect
that Section 11 could not be enforced without the dumping of se-
curities 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¢). The Commission approved 48 of
these plans, frequently after securing necessary modifications; 19
were withdrawn or dismissed, 3 were denied, and 45 were pending be-
fore the Commission in various stages of completion. In addition a
great number of steps have been taken to meet the standards of section
11 without the filing of Section 11 (e) plans. Thus, for example, in
certain cases there have been divestments by holding companies of
underlying securities without the filing of Section 11 (e) plans to effec-
tuate the divestment. N o

In some cases where Section 11 (e) plans have been approved by the
Commission, the companies. are unable to carry them out without
obtaining a court order. The Act permits the Commission at the re-
quest of the companies to go to court for the purpose of obtaining en-
forcement of such plans. Court orders have been entered enforcing
Section 11 (e) plans filed by Community Power & Light Co., Columbia
Oil & Gasoline Corp., Puget Sound Power & Light Co., The United
Light & Power Co., United Gas Corp., Southern Colorado Power Co.,
North American’ Gas & Electric Co., Central States Power & Light
Corp., North Continent Utilities'Corp., Consolidated Electric & Gas
Co., Clarion River Power Co., American Gas & Power Co., Interna-
tional Utilities Corp., Great Lakes Utilities Co., and the Laclede Gas
Light Co.* : : ’

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 Com-

4 For citations see appendix iable 32, part 2.
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mission .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 de-
stroying values for any security holder, that it should not cause any
portion .of the legitimate investment interest of any security holder
to be given to another. Two principal types of cases in which this
problem has been before the Commission are those involving the rela-
tive rights of preferred and common stockholders 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 com-
pany is being reorgariized 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 com-
pany under Section 11, it would be in a position to receive earnings in
the future. If, therefore, on a “going concern’’ basis, the common
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. '

A majority of the Commission has consistently applied this prin-
ciple.” Companies which have been reorganized on this basis include
Federal Water Service Corporation,'® Puget Sound Power & Light
Co.,'" and International Utilities Corp.’® In the Community, Puget, -
and International cases the plans were also approved by United States
district courts under Section 11 (e), while in the Federal case the com-
pany 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 Co., an operating company, and to the

"winding up of The United Light & Power, a holding company.® 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 Light case an
appeal was taken from the district court’s order to the circuit court of
appeals,?® which upheld the Commission’s decision, and the question
is now pending before the Supreme Court.?? In the Southern Colorado
case an appeal from the district court’s order is pending in ‘a-circuit
court of appeals.?? - .

The principle that fair and equitable plans should not cause any
class of securities to sacrifice valuable rights and confer a windfall on
another class is also illustrated in the premium 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 continue 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

18 Commissioner Healy, while agreeing with the proposition that investment values should not be sacri-
ficed and that valudtions should be made on a going concern basis, has dissented from all these cases, claiming
that the preferred stockholders were not receiving the equitable equivalent 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, - .

¥ Holding Company Act Release No. 4215. Commissioner 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.

0 Otis & Co.v. S. E. C.; 142 F, (2d) 411, : .

%1 The Supreme Court has rendered its decision in Otis & Co. v. S. E. C. approving the Commission’s

holding (three justices dissenting), 65 S. Ct. 483 (1945).
# On appeal the Tenth Circuit Court of Appeals upheld the Comunission’s approval of the plan.
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substantial debt reduction or indeed the elimination of all of its in-
debtedness, 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 entitled 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 number of cases %
and have been upheld by two United States Circuit Courts of Appeals.®
The ““Deep Rock”’ Principle

In the “Deep Fock” case,? the QUpreme Court held that under the
circumstances there present a parent corporation could not partici-
pate on the same basis as the public security holders in a reorganiza-
tion of a subsidiary, and that the parent’s debt claims must 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 applics 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 fequiring
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 situation with care to insure 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 &
Fuel Co., 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 Co., in the amount of more than
$100,000,000. Empire had been incorporated byCities in 1912 and
had been continuously dominated and controlled by it. No-divi-
.dends had been paid on the preferred stock for more than 10 years
although interest had been paid regularly on the debt owed to the
parent. The history of the intercorporate relationships between Cities
and Empire raised serious doubts as to the validity and proper rank
of the huge debt claim of Cities. After consultation with the Com-
mission’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 Emplre were made junior to those new debentures.?

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 unmedmtely after the plan was put
into effect.

23 I'n the Matter of Consolidated Electti¢ and Gas Company, 55 F, Supp. 211 (D. C. Del., 1944); I'n the Matter of
North Continent Utzlzttee Corporation, 54 F. Supp. 527 (D. (o) Del., 1944); In the Matter of the Laclede Gas Light
Company, et al., — F. Supp. — (D. C. Mo, 1944) and In the Matter of Central States Power & Light Corpora-
tion, plan enforced without opinion (D. C. Del 1044).

U New York Trust Co. v. Securities and Ezchunye Commission, 131 F, (2d) 274 (C. C. A. 2d, 1942), cert. den.
318 U. 8. 786, rehearing denied 319 U. 8. 781; and City National Bankand Trust Co v. Secunt:es and Ezxchange
Commission, 134 F. (2d) 65 (C. C. A. 7th, 1943).

3 Taylor v. Standard Gas & Electric: Company, 306 U. 8. 308,
. % Holding Company Act Release No. 3711
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Eliminatiox{ of Inequitable Distribution of Voting Power .

"~ An important eflect of Section 11 (b)-on operating companies is the
requirement that necessary steps shall be taken to insure that theé
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 company.
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
little or nothing for the common stock which had voting control.

In considering what steps should be required to cure situations of
that kind,,and in passing on voluntary plans designed to bring operat-
ing companies into conformity with Section 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 bondholders of the operating com-
pany 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. Furthermore, 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 themselves. The Commission determined that
when an inequitable distribution of voting power is attributable to
an operating company’s bad structure, to its excessive senior securities,
the proper remedy may well be to change the corporate structure and
reduce the high amount of senior securities.

An example of the Commission’s action in this respect is found in
the Jacksonville Gas case.* Jacksonville Gas Co., an operating sub-
sidiary of American Gas & Power Co., had bonds and debentures out-
standing 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 issuance of new bonds in greatly reduced
amounts, and common stock; the bonds and stock were to be distrib-
uted 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 deplorable corporate structure of.
Jacksonville Gas Co. caused an inequitable distribution of voting
power among its security holders, for its creditors who had the sole:
interest in the company, had no voice whatsoever in its management,
It was equally clear that merely giving 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 court found the plan appro-
priate to effectuate Section 11 (b), and fair and cquitable, and thus

37 Holding Company Act Release No. 3570,
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Jacksonville Gas Co. was soundly reorganized in a'manner beneficial
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 4} months from the time the Commission
made application to the court to enforce the plan.

Other companies which have filed recapitalization plans desxgned to
cure an inequitable distribution of voting power among their security
holders, are Southern Colorado Power Co., International Utilities
Corp., Virginia, Public Service Co., Puget Sound Power & Light Co.,
and the Laclede Gas Light Co. All of these companies except Inter-
national Utilities Corp., 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 neighboring utility. In regard to the other plans, on
application of the Commission, appropriate orders were entered by
United States district courts approving and enforcing the plans.
The Southern Colorado plan, howcver 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 insure that the election machmery at the initial election of direc:
tors 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 nominations and elections 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 number 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 impartial 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 clected to the
board. The Commission examines all proxy solicitation material,
both in .the sclection of nominees and in the election of directors, to
insure 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 durmg 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 legislation that there would be destruction of
values and hardships to investors if Section 11 were adopted, were
unfounded. The effect of Section 11 (b) (2) on operating companies
has been to substitute sound structures which fairly allot voting rights
for top-heavy structures where the senior security holders, who sup-
plied almost all the capital, were disfranchised. 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 community 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 -

investors. Thus, their investors have acquired securltles close to the
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“rails” instead of the highly speculative holding company sccurities.
" In both holding companies and operating companies; 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 received any income for many years. In
many other cases holding companics have retired their senior securi-
ties 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 concentration 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 Co., an operating subsidiary
of Standard Gas & Electric Co., 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 Co., a registered:
holding company, divested itself of its holdings in Philadelphia
Electric Co. and Public Service Corp. of New Jersey (which companies
have combined assets of $1,200,000,000) by distributing these holdings
plus cash to U. G. I.’s own preferred and common stockholders.
Just 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 sub-
stantially greater than thst 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 stock-
holders the common stock sold at $9% per share. Many instances
of similar benefit to investors as a resuli of the enforcement of Section
11 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 publication
“The Outlook” for June 7, 1943, Standard and Poor’s state:

Holding company stocks have benefited from integration or liquidation plans
filed with the S. E. C. in recent months, * * * Since utility holding company
stocks normally sell at a discount from their liquidating value (just as do invest-
ment 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 & Gas, National
Power & Light, Niagara Hudson Power, and United Gas Improvement, all of
which have lately filed integration plans, as well as the preferred stocks of Stand-
ard Gas & Electric and United Light & Power. Many of these issues more
than doubled irr price with the announcement that liquidation or integration
of the holding company was planned. * * * Additional utility holding com-
panies 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.
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Status of Each of the Major Holding Company Systems Under Section 11

A brief summary of the status of each of the major holding com-
panies under the more important aspects of Section 11 at the close
of the past fiscal year is presented in the appendix at the end of this-
chapter. . -
REGULATION OF SECURITY ISSUES

The control over security issues given to the Commission 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.® 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 priorities, 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 of the applicant’s business; 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 Com-
mission finds necessary to insure compliance with the above standards.

Subject to the Commission’s powers to impose ‘“‘such terms and
conditions as it deems appropriate 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 sécurities 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 con-
ditions for exemption are met. In granting a Section 6 (b) exemption,
however, the Commission is empowered to impose terms and con-
ditions appropriate in the public interest even where State commission
approval has been secured. As discussed in a later section of this
report, the Commission usually consults with State commissions with
regard to the imposition 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, engineering, and legal
skills, together with an expert knowledge 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

2 The Senate Committee on Interstate Commerce, reviewing the proposed holding company legislation
stated that the intent of sections 6 (a) and 7 was “ * * * to give the Commission continuous super-
vision over the revamping of holding-company systems to meet the requircments of titie I looking toward

the’ establishment of financially sound and economically intezrated units and the avoidance of injury to
investors ang consumers.” Sen. Rept. No. 621, 74th Cong., 1st sess. on 8. 2766, May 13, 1935. ©
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one or more of the statutory standards, the Commission does not
, simply refuse to permit the declaration concerning the issie to become
effective, but seeks to strengthen the terms of the issue to a point
where investors and consumers reéeive 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 Commission and here the company and the
Coimmission work out the terms of the issue to meet the requirements
of the Act. For example, adequate maintenance and depreciation
charges, restrictions 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 proposed issue,
elimination of conflicts of interest of indenture trustees, correction of
accounting 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 company and
to convert a speculative issue into a more conservative one.

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 mecasure of insurance against bankruptcy,
enables the utility to raise new money.most economically, and avoids
+he possibility of deterioration in service to consumers if there is a -
decline in earnings. Since, by and large, the utility industry has
been characterized by an excessive amount of debt and other senior
securitics, the Commission’s regulatory efforts under Sections 6 (b)
and -7 have been in considerable part devoted to reduction of these
senior sccurities and the increase of the common stock equity. In
some instances, conditions have been attached requiring that the
interest savings from refunding or a certain amount of net earnings
be reserved to redecm outstanding debt. In other instances, the
Commission has required the inclusion of sinking fund provisions
whereby the issucr agrees to devote annually a stated amount to-
retirement of bonds or to property additions. In still other instances,
the objective of debt reduction has been achieved by financing 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.®

One 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 common stock of its subsidiary.® When
the Appalachian Electric Power Co.? refinanced its bonds and pre-
ferred stock, its parent, American Gas & Electric Co., made a $30,670,- -

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

3 See Public Service Co. of Colorado, b'S.E.C. 788, Gulf Public Service Company, Holding Company Act
Release No. 2253; East Tennessee Light & Power Co., Holding Company Act Release No, 2344, See also
Georgia Power Company, Holding Company Act Release No. 2586, .
- % Holding Company Act Release No. 2430.
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000 capital contribution.to its subsidiary. This was accomplished
by the surrender of an open-account advance and preferred 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 reserve. The principles of the
:Deep ‘Rock case ® established by the Supreme Court of the United
States have given considerable impetus to the conversion of senior
security holdings into common stock.

A number of holding companies have increased their equity in-
vestments in their subsidiaries either 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.® 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 pro-
posed 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 securities 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 connection
. the operating utility subsidiaries of registered holding companies
- wrote down their property accounts by more than $500,000,000 in
the seven yéars ended December 31, 1942. ‘The process has continued
since then at an accelerated rate as the companies’ original cost
studies have been completed.® .

Depreciation Accruals and Depreciation Reserves

Correct accounting for “depreciation’ is especially important in
public utility enterprises because of their relatively large investment in
depreciable fixed property. The understatement 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 account-
- ing, the retirement-reserve method of accounting for property retire-
‘ments 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

8 Taylor v. Standard Gas and Electric Company, 306 U. S. 307 (1939).

$7S E. C. 60 (1940), . . :

 The system of accounts prescribed bg the Federal Power Commission for electric utilities, effective

January 1, 1937, originally required the submission of origing! cost studies within two years. Substantially
the same system of accounts was adopted by the great majority of State Commissions at approximately the
same time, upon recommendation of the National Association of Railroad and Utilities Commissioners,

-The uniform svstem of accounts for gas companies, likewise recommended by the association
(N. A. R. U. C.) was adopted by most States. .

. This Commission has promulgated no system of accounts for public utility companies which are subject
to the accounting jurisdiction of either a State commission or the Federa! Power Commission. By Rule
U-27. however, this Commission hag required all other public ntility companies subject to the Holding Com-

,pany Act to keep their accounts in the manner currently prescribed by the Federal Power Commission if the

company is an electricutility and in the manner recommended hy the National Association'of Railroad and
- Utilities Commissioners if the company is a gas utility company.



TENTH ANNUAL REPORT -« 101

adequate accruals and did not, of course, alter the fundamental nature
of depreciation, many companies charged amounts sufficient. to pro-
vide for only a little more than current property retirements and did
not take into account the depreciation currently accruing on the prop-
erty which continued in service. That practice was not only in-
herently 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. 1t is now gener-
ally recognized that adequate provision for depreciation is essential
to the protection of the interest of investors. ‘

To protect new and existing investors against the ill-effects of in-
adequate depreciation, the Commission has insisted upon certain
protective measures. In the case of inadequate depreciation reserves
coming before the Commission in connection with security issues, the
Commussion 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 3 the
company, after round-table conferences with the Commission, agreed
to increase its depreciation reserve by an.amount in excess of $13,000-
000. In the Appalachian Electric Power Company case® the com-
pany 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
adjustments to its fixed capital accounts and/or its depreciation
reserve accounts.

To prevent future dissipation of the pledged properties and to pre-
serve the operating efficiency of the utilities the indentures securing
proposed new debt issues are required to contain certain protective
‘provisions. In most financing cases the obligor has been required
to set aside, annually, a fixed percentage, usually 15 percent: of its
gross operating revenues for maintenance, replacements, improve-
ments, 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
gurposes is required to be deposited with the indenture trustee.

ubsequently accumulateéd 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 requirements. ‘ o

The insistence of the Commission and other regulatory authorities
upon more adequate depreciation practices has materially strength~’
ened the operating utilities. It will be observed from the following
table that the accumulated depreciation reserves have been built up

3 Holding Company Act Release No. 2586,
% Holding Company Act Release No. 2430,
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from an average of 10.05 percent of property in-1938 to 17.53 percent
- in 1943, and that the annual depreciation accruals have risen from
1.72 percent of property in 1938 to 2.28 percent in 1943.%7 ’

Electric and gas subsidiaries with assets of ‘$5 ;00(‘),000 or more

Percent an- | Percent de- = Percent an- | Percent de-
nual depreci- | preciation nual depreei-| preciation
ation of reserve of ation of reserve of
property property property property
1938 ool 1.72 10.05 |f 1941 . ... 2.08 13.64
1939 - viccicaeon .1.90 10.85 || 1942 (oo 2.21 14,98
1040 - 1.98 12,71 | 1943 oo 2.28 17.53

Source: Financial Statistics of Electric and Gas Subsidiaries of Registered Holding Companies. Annual
Report of the 8. 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 principal financing medium of utilities has been the corporate
bond secured by an indenture of mortgage upon the plant and property
of the obligor. The ready market and low yicld ® 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 equity. . .

Until the enactment of the Public Utility Holding Company Act
of 1935 and the Trust Indenture Act of 1939 the terms of indentures
were largely determined by the holding comipanies and affiliated
mvestment 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 trustce 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 practi¢e of the Commission, in connection with applica-
tions ‘or declarations respecting proposed bond issues, to review the
financial provisions from the viewpoint of the Holding Company Act.

Utility indentures are almost invariably “open-end.” The addi-
tional (equally ranking) bonds that may in the future be issued
under the indenture, usually unlimited in absolute amount, are related
to the additional propeérty acquired by the obligor. Old indentures
permitted the issuance of bonds in principal amount equal to 70-80
percent of the ‘“fair value” of additional property; under current
practice as reflected in Commission decisions the maximum allowed
has been 60 percent 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 addi- "
tional bonds is also conditioned upon a conservative interest coverage
requirement. To prevent dilution br- dissipation of the pledged
' 2 The increase both in the average annual depreciation accrual and in the depreciation reserve ratio since

1939 is partly attributable to the great rise in gross operating revenues during the war. -
38 _Allowing for supply and demand conditions in the capital markets.
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" property it is, of course, necessary to incorporate adequate provisions
respecting maintenance and depreciation, 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. operating companies are evident from the
huge losses suffered by investors in these securities. These abuses .
have been so serious that they bave 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 class of stock ranking prior to or on a parity with the out-
standing preferred stock, the amendment of the charter to change
the express terms of the preferred stock in any substantially prejudicial
mantier, 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 reasonsably safeguard the interests of the
preferred stockholders. o
Securities Issued under the Holding Company Act

For the period November 1, 1935, to June 30, 1944, approximately
$6,015,000,000 of sccurities were-permitted to bé issued by the Com-
mission pursuant to the provisions of Sections 6 (b) and 7.. The
following table indicates the classes of securitics issued and the
purposes of the financing: - - :

Amount Percent

T;}pe of issue: ' R
Bonds._ .o oo iaaen O S, $3, 246,037, 778 54.0
Debentures.... - - 278, 002, 800 , 4.6
Notes. _.._.._ 767, 568,325 | 12.8
Preferred stock . - .- 662, 498,313 . 10
Common SEOCK - - e oo eemme e ceemeeacmaee- 1,061, 060, 696 176
L OtAl. e ccmcemmeememem——e— - 6, 015, 167, 912 100.0

Purpose of Issue: . ‘ ’

Refunding. .. e cmcasaca——- 4,103, 592, 287 |- 68.2
Reorganization_._____._._.._. Cemeeee .- 536, 188, 523 8.9
Exchange for other securities_ __.__._.. 648, 942, 147 10.8
Acquisition of property or other assets... 449, 574, 204 7.5
New financing..._..___...... PR 268, 470, 471 4.5
sMiscellaneous. oo oeoas 8, 400, 280 .1
B 47 Y ORISR RN RS X 8, 015, 167, 912 100.0

Of this lal"ge volume of secilrity'issues new or additional financing
accounted for only some $268,470,000, or 4.5 percent. The bulk of
new construction has been financed by the.use of cash derived from

72024—45 18
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depreciation accruals, amortization of debt discount, amortization of
‘account 100.5 (plant acquisitions), and other noncash charges to in-
come, and retention of profits. There is little question but that the"
conservative financial practices required by regulatory authorities,
including this Commission, contributed substantially to the ability of
the utilities to finance the new construction needed for the war program.

Refunding issues accounted for approximately 68 percent of the se-
.curities issued during this period.. Lower money rates and an im-
proved credit situation, due to more conservative financial policies,
enabled most of thé 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 percent and the
like cost of preferred stock capital has been as low as 3.85 percent. In
some instances utilities which refunded at the beginning of the period
of lower money costs have refunded a second time and achieved fur--
ther savings in money costs. . ‘ N

Of the total amount of securities sold, operating utility companies’
have issued $5,143,119,542, and registered holding companies onl
$872,048,375. Of the $268,470,000 of new financing, the issues of hold-
ing companies accounted for only $1,555,134. The financial position
of the holding companies has been such that relatively few have been
able to effect refunding operations. Their bonds and preferred stocks
frequently carry rates of 6 to 8 percent. 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 Commis-
sion; on the basis of a great many individual applications and declara-
tions,® each of which required a careful scrutiny of the position of the
issuer, the terms of the issue, and the effect upon the enterprise 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 percent larger than the total for the preceding
fiscal year. g

Summary of security issues under sections 6 (b) and 7 of the Public Utility Holding
Company Act of 1935, Julu 1, 1943, to June 30, 1944 !

R Amount Percent
T”ﬁc?éésss“e ________________________________________________________________ $488, 530, 500 4;).
Debentpres_ 22, 000, 000 2.
e | s

243, 230, 431 24,

Total .o e SRR 985, 981, 951 100.

=R B §= =] Y- )

Purpose of issue:

efunding . .. PRI 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 naneing . e __ - 3,087, 000 .4

7 9835, 981, 951 100. 0
'

1 These figures do not include outstanding issues the rights of which were altered under sections 6 (a) (2)
and 7 (e), nar do they include the guarantee of other issues. '
¥ Up to June 30, 1944, the number of applications and declarations under sections 6 and 7 aggregated 1145
Of these 964 were approved (frequently after substantial amendments), 124 were withdrawn or dismissed,
.43 are pending, and only 14 were denied. . R l
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It will be observed from the table that refunding issues accounted
for 66 percent of the total for the fiscal year 1944, securities issued in
exchange for outstanding issues an additional 15.9 percent, and new
financing only 0.4 percent. In respect of the classes of securities
issued, debt obligations constituted 66.8 percent of the total and
common stocks 24.7 percent. Of the debt issues, $148,426,770, or
15 percent of all securities issued during the year, were serial and
other short-term notes, issued (along with bonds) in refunding opera-
tions for the purpose of effecting a gradual reduction of the outstanding
debt. : .

COMRETITIVE BIPDING

On April 7, 1941, the Commission 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. Cer-
tain transactions are specifically exempt, including securities sold for
less than $1 million; securities 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 10
years or less, where the lender is a financial institution not purchasing
for resale and no finder’s fee or other negotiation charge is 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 involved 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
continuing 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, some-
times extending over a considerable period of time, between the
originating underwriter and the issuer. In fact, some of the under-
writers 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 underwriting of utility security issues.

Some 2} 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 a rule which. prohibited, with exceptions, the payment
of any underwriter’s fee by registered holding companies or their
subsidiaries to any affiliate unless the affiliate had been awarded the
securities as the most favorable bidder in open competition. After
more than 2 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 through-
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out 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 conditions 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 competi-
tive bidding, gave promise of meeting the problem effectively. '

In December 1940 the Public Utilities Division rendered its report
to the Commission formally recommending the adoptlon of a com-
petitive bidding rule.® 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 dlrectly
and through the Investment Bankers Association 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
consider the recommended rule and public discussion continued for
4 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
governmental agencies. Four members of the Commission were
present at all times. All shades of opinion, pro and con, were ex-
pressed on the question, both in the_ wrltten responses and -at the
conferences.

After weighing the ev1dcnce and con51der1ng all aspects of the
problem, the Commission concluded that there was no way short of
competitive bidding that would afford it satisfactory means of deter--

mining the fairness of prices, the reasonableness of spreads or assure
disinterested advice in financial matters to the companies concerned
and effectively control their dealings with affiliates.*

In the 3-year period ending June 30, 1944, 59 public utility issues in
the aggregate amount of apprommately $960 000,000 were sold com-
petitively 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 entitled
“Security Issues of Electric and Gas Utilities.” ## 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 Rule 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 adoptlon of the competmve blddlng rule, the Com-
mission’s staff had made a study of underwriting spreads prevailing
during the 5-year period ending January 1, 1940. 1t was found that
slightly over one-half of the 159 utility mortg&ge bond issues covered
by that study were sold by underwriters on the basis of a two-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).
me Public Utilities Division on “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 Their Subsidiaries.”” 1940.

4 Holding Company Act Release Nn, 2676, “*Statement of Securities and Exchange Commlssxou upon

the Promulgation under the Public Utility Holding Company Act of 1935, of Rule U-50
2 The latest report under this title was published February 28, 1945, covermg the penod 193544,
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From June 1, 1941 to June 30, 1944, 37 electric or gas utility mortgage-
bond issues were sold to underwriters under the competitive bidding
rule, and the underwriting spreads for these issues are shown in the
following table:

Underwriting spread: : No. of 1s5ues
Under 1.00. . - o o e 18
“1.01 to 1.25_ . o2 10
1.26 t0 1.50- .o o e 8
Over 1,50 o e 1
Total o o e e eeeme 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 cxperience of 3 years, the competitive bidding rule
has functioned with marked success, has materially aided the Com-
mission 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 pubhc utility securi-
ties 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 competltlon fair. The principles embodied in these laws,
backed 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 un-
warranted 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. Prior to the passage of the Act, and particularly of Section
13 of the Act, the annual profits made from subsidiaries by holding
companies ran into many millions of dollars annually. While some
of the service fees were earned, there were many more cases where
the charges were either exorbitant or completely spurious.’ Service
charges were generally operating expensés ahcad of interest on the
books of the utility companies, and were deductible in computing the
fair rate of return. In many ihstances 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
operating company as an operating expense or as a capital charge.

The Electric Bond and Share Co., for example, in 1930, collected
total service fees and charges from its operating public utility com-
panies amounting to $14,057,111, or 26 percent of the holding com-
pany’s total gross income of $54,387,000, and in 1931 collected service
fees totalling $9,870,312, or 30 percent of its total gross income of
$32,560,000. These service fees were charged to the local operating
companiegs by the holding company management in New York for
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alleged services whlch the holdmg company management accorded
to them, usually without request. - The history of the Standard
Gas and Electric System is also of interest in this connection. Dur-
ing the years 1919 to 1929, the service company in the system collected
. $36,990,000 from the opemting‘companies. The net income for this
11-year period, after deducting expenses, was in excess of $17,134,000.
In 1927 alone this management company 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 service company which performs such
services “* * * gconomically and efficiently for the benefit of such
associated comp&mes at cost, fairly and equitably allocated among -
such companies.” Since Section 13 outlawed profits, savings of
millions of dollars annually resulted immediately to the operating
. subsidiaries, their investors and consumers.

The Commission has enforced the provisions of Section 13 by rules
and regulations and by proceedings under the Act. In addition, it
has adopted a Uniform System of Accounts for service companies as
well as annual report forms which, for the first time, have opened the
books of service companies for inspection and analysis. State com-
missions, as well as this Commission, are thus enabled to follow closely
the expenses of these companies and their charges to associate operat-
ing companies.

The rules and regulations adopted by the Commission permitted
the 'continuation of central service, sales, and construction contracts
provided these were performed by & 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 gencral terms, making it almost impossible to identify the
specific transactions to, be performed for specific system companies.

The costs of these organizations, gencrally, were billed to the system
companies on a percentage of gross revenues or a percentaﬂe of
construction costs.

- With the experience gmned in these early cases it becvme increas-
ingly apparent that a substantial 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 hold-
ing company costs actually were and requiring that these costs-be paid

by the holding companies and thus ehmma,ted as an item of expense
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to the operating companies. This problem presented difficulties
because of -the commingling of holding company and operating com-
pany activities in the central crganizations.

In a series of proceedings initiated by the Commission and in con-
nection with the consideration of cases which had been pending for
some time, the Commission dealt with this apparent shifting of hold-
ing company expenses to the opeérating companies. In essence the
condition confronting the Commission 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 supervisc in its own intercst 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 pessible 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 estab-
lished the broad principle that compensation and collateral expenses
of all holding company ‘officers, diréctcrs, and employces must be
borne directly by such holding companies and could not be shared
.with their controlled service componies snd thus passed on to the
operating companics. In other words, the Commission has taken
the position that operating companies should not be asked to pay
the cost cf the control activities of the holding company.

In the case of Ebasco Services, Inc.,® the system service,company of
Electric Bond and Share Co., 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 fungtions
of the principal executives 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 fof Bond and Share and therefore chargeable only to it.

After the Ebasco decision, numerous service companics voluntarily
adjusted their practices to conform to the opinion of the Commission.*

The Atlantic Utility Service Corporation case (formerly the Utility
Management Corp.), a mutual service’ company in the Associated
Gas & Electric Corp. system, presented many complexities due to
the replacement of the Hopson management. The trustees, prior
to the final disposition of this case, had made material changes result-
ing in substantial annual reductions in charges to the operating com-
panies. For instance, when this company first filed for approval, it
reported secrvice fees of .$4,868,191. Subsequent revisions of its
operations had reduced these fees to $1,940,805. However, the issue
was still before the Commission as to whether the services performed
by this company were not essentially holding company activities.
As a result of the proceedings before this Commission and the review
4 Holding Company Act Release No. 2255, * '

# Holding Comrpany Act Release Nos. 2608 and 2696 relating to the United Light & Power Service Co. and
Middle We’st Servige Co., respectively. '
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of these transactions as related to the New 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 company functions,

with their related costs, were transferred to the system holding
companies, thus reducing materially future annual charges to the

operating companies. .

" One of the most important of the scrvice company ¢ases was In the
Matter of Columbia Engineering Corporation, Columbia Gas and Electric
Corporation.*®* In the Ebasco opinion the Commission had stated
that interlocking personnel could not be permitted and that those
involved must resign cither from the holding company or the service
company. In the Columbia case, the issue was raised that it was the
functions rather than the positions held or situs on any particular
pay roll that would determine whether or not any particular individual
was an officer or employce 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 crystallized. The Com-
mission held: ) ‘ T

(1) No 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 treasurer’s or agent’s account, split-
check system, or-other devices, any portion of the salaries or expenses
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 eompany 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 supervision of the holding company
system and review of the activitics of operating companies, their
-officials and staffs, should receive any compensation or rexmbursement
of expenses from any operating company directly or through a service
company or any other srrangement including treasurer’s or agent’s
account and split-check systems,. .

(3) Each scrvice' company should confine itself to functions which
the operating subsidiaries cannot perform as efficiently and econo-
mically themselves. These services should be limited to scrvices of
an ‘“‘operating nature’ as distinguished from managerial, executive,
or policy-forming functions. . '

Following the termination of the Columbia Engineering Corporation
case, the above principles were applied in several other situations
including two cases discussed in the next section of this report.*®

4 Holding Company Act Release No. 4166.
48 Holding Cpmpany Act Release Nos. 4432, 4395, 3135, 4749.
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COOPERATION BETWEEN STATE COMMISSIONS AND.THE SECURITIES
. . AND EXCHANGE COMMISSION

F It is the established policy of the Securities and Exchange Com-
mission to foster effective cocperation with the State Commissions in
all matters where their respective jurisdictions interlock and in all
additional matters where such cooperation is desirable and appro-
priate in the case under consideration. The purpose of the Holding
Compeany Act is, in large part, to frec operating companies from the
absentee control of holding compenics, thus permutting them to be
regulated more cffectively by the State. This fundamental purpose
of the Holding Company Act—the facilitating of State regulation—
underlies the Commission’s cfforts 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 subsidiaries 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 acquisitions are likewise exempted under Section 9. (b)
from the provisions of Section 9 where they have been approved by a
State commission. Moreover, the commission may not authorize
security issues [Section 7 (g)] or the acquisition of assets [Section 10 (f)]
upnless applicable 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 inconsistent with
the provisions of applicable State law.

A number of specific sections of the Act reflect the Congressional
intent that the Commission’s work should 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 Commis-
sion, in accordance with such rules of practice as.it may prescribe, shall
admit as a party any interested State, State commission, municipality

‘or any political subdivision 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 commissions have taken advantage of this 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.?’

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

47 See Potomac Electric Power Company, Holding Company Act Release No. 2283.
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holding companies and their subsidiaries and Section 18 (a) authorizes
the Commission to make ‘available to State commissions 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 relationships
between Washington Railway & Electric Co. and the North American
Co., its parent. The investigation was completed in accordance with
the request of the District of Columbia Commission. .

The Securities and Exchange Commission, through its jurisdiction
over intrasystem service charges, has been in a position to render
significant assistance to State commissions-in this field, and such
assistance, in fact, has been rendered in several notable instances.
Under Section 13 (d) of the Act, the Commission, upon the request of
the State commission, is authorized, after notice and opportunity for
hearing, to require by order ‘““a reallocation or reapportionment of
costs among member companies of a mutual service company if it
finds the existing allocation inequitable and may require the elimina-
tion 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.”

llustrative 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 Commission in 1940
concerning servicing arrangements between the New England Power
Service Co., a subsidiary of New England Power Association, and °
associate operating companies in Vermont. A hearing was held at
Montpelier, Vt., at which representatives of the Vermont commission
participated as well as Commissioner Healy of this Commission. The.
results of the proceeding, described in Holding Company Act Release
No. 3135, were the complete reorganization of the service company,
including a reduction of 1ts personnel from 1,048 employees to 626; in
addition, the service company pay roll was cut approximately in half,
‘ard numerous other changes were made in its accounting and operating
practices. Those results are indicative of the type of assistance which
the Securities and Exchange Commission can render to State commis-
sions with regard to the functioning of service organizations.

Again, in the American Water Works and Electric Company, In-
corporated, Service Company case,® 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 Water
Works System, to determine what action 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 Com-
mission directed that the first hearings be held in the offices of the
New Jersey commission in Newark. At the hearing, Commissioner-
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

4 Holding Company Act Release No. 4749.
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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 concérned
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 beginning in
April 1943. Representatives of New Jersey and Connecticut com-
missions beécame parties in these proceedings, and representatives of
the Public Utility Commission of Pennsylvania also participated.

There have beer many other instances of close cooperation between
the Securities and Exchange Commission and State commissions. In
the Laclede Gas Light Co. reorganization proceedings, for example, a
plan was filed with the Securities and Exchange Commission and the
Missouri Public Service Commission for the reorganization of the
Laclede Gas Light Co. and the sale to Union Electric Co. of Missouri

of the electric properties operated by Laclede Power & Light Co.
These transactions could not be consummated without the approval
of the Missouri Public Service Commission and the Securities and
Exchange Commission. The case was characterized 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. Louis. :

In the Portland Electric Power Co. reorganization proceedings, the
Securities and Exchange Commission had to pass upon a plan of
reorganization of the company pursuant to the Bankruptcy Act, as
required by Section 11 (f) of the Public Utility Holding Company Act.
The public utilities commissioner of Oregon and the Washington De-
partment of Public Service had jurisdiction over transactions which
constituted important parts of the plan. Hearings before the Securi-
ties and Exchange Commission were started in Washington, D. C.
Both the Oregon and Washington commissioners intervened,in the
proceedings, and the Oregon commissioner participated in the examina-
tion of company witnesses. In February 1943, at the request of the
Washington and Oregon commissions, the hearing was reconvened in
Portland, Oreg. Both State commissions were represented by
counsel and introduced evidence in the proceeding. In addition, many
conferences were held between the Securities and Exchange Com-
mission staff and the staffs of the State commissions involved. The
active cooperation among the commissions was particularly helpful in

" the entire proceedings.

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.

LITIGATION UNDER THE HOLDING COMPANY ACT #
(a) Registration '
The Commission’s record of litigation under the Public Utility
Holding Company Act of 1935 dates back to September 1935, .2%

 See appendix table 32, part 2, for list of citations of court cases involving the Public Utility Holding
Company Act. ‘
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months before the effective date of the Act. Between that time and
December 1935, 58 proceedings were- brought by or on behalf of
holding companies to enjoin enforcement of the Act and for declara-
tory judgments holding all of its provisions unconstitutional: None
of these proceedings resulted in a-decision on constitutionality by the
Supreme Court. However, in the test case instituted by the Com-
mission on November 26, 1935, to enjoin Electric Bond and Share Co.
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 regu-
latory provisions are applicable solely to registered holding companies
and their subsidiaries; and that the registration provisions are con-
stitutional.®® This decision effectively terminated the flood of litiga-
tion 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.®

(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 circuit court of appeals was petitioned to review an order
of the Commission under the Holding Company Act, was Lawless v.
Securities and Lxchange Commission.® There a holding company,
which had been granted a temporary exemption from the require-
ments 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 pro-
visions of the Act applicable to the proposed plan. The Commission
issued the report and granted the order, Commissioner Haley dis-
senting. On review the order was reversed on the ground that
unregistered companies are not entitled to the benefits conferred' by
the Act, and accordingly, 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 with-
drawn or dismissed, and 52 had been denied by order of the Com-
mission. In almost all of these cases the right to exemption has
depended upon whether the applicant is a holding company, sub-
sidiary, or affiliate with respect to another company. This question
under the statute is answered in terms of the existence or absence of

“control or controlling influence 6f one company over the other. The
Commission’s orders denying exemption applications of Hartford
Gas Co., Public Service Corp. of New Jersey, Detroit ‘Edison Co.,

% FElecfric Bond and Share Co.v. S. E. C., 18 F. Supp. 131 (8. D. N. Y., 1937); 92 F. (2d) 580 (C. C. A. 2,
1937); 303 U, S, 419 (1938). - : oL 5

8 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, reorgan-
ization proceeding. Burco, Inc. v. Whitworth, 81 F. (2d) 721. The Government, as amicus curiae, urged the
Supreme Court to deny certiorari in that case on the ground that the case was collusive and not a proper
vehicle for determining constitutional questions which could be better considered in the Eleciric Bond and
Share case.  The Supreme Court denied certiorari. R

82 Lawless v. Securities and Erchange Commission, 105 F. (2d) 574 (C. C. A. 1, 1930).
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Pacific Gas & Electric Co.,”® American Gas & Electric Co., and
Koppers United Co.,* 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 Columbla respectlvely
(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 and simph-’
fication provisions of the Act (Sees. 11 (b) (1) and (2)). In three of
these cases, filed by the North American Co., United Gas Improvement
Co., and Engineers Public Service Co.,% 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),% 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 ¥ in review proceedings instituted by American Power &.
Light Co., and Electric Power & Light Corp. (one case), Common-
wealth & Southern Corporation, and Central & Southwest Utilities
Co.® In addition to upholding the constitutionality of Sections
11 (b) (1) and 11 (b) (2), these decisions have affirmed, in virtually
all respects, the Commlssmn s views as to matters of statutor y inter-
pretatlons
To assist holding companies and operating subsidiaries in achlevmg
voluntary compliance with the corporate simplification and integra-
tion 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 volun-
tary plans of reorganization previously approvéed 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 Utilities
Corp. (D. Del.), Columbia Ol & Gasoline Corp. (D. Del.), North
American Gas and Electric Company (D. Del.). Central States Power &
Light Corp. (D. Del.), Consolidated Electric and Gas Co. (D. Del.),
Cuwarion River Power Co. (D. Pa.), American Gas and Power Co. (D. -

33" artford Gas Co.v. 8. E. C., 129 F. (2d) 794 (C. O, A 2, 1942),25 E: C. Jud. Dec. — (C. C. A. 2, No.
250, 1942); Public Serrice Corpamtmn of New Jersey v. S. E. S.E.C.Jud. Dec. —(C. C. A. 3, No. 7879
(1941), 120 F. (2d) 899 (C 3, 1942); 317 U. 8. 691, 6‘% Ct 266 (1942); Detroit Edison Company v. S.

E. C 119 F. (2d) 730 (C. C A 6 1941)' 314 U. S. 618; Paaﬁc Gas & Electric Co.v. S. E.-C., 127 F. (2d) 378
(C . A.9,1042), 139 F. (2d, 208 (C C. A.9,1943). The Supreme Court hm aflirmed the decision of the
clrcult court of appenlv in the latter case.

M American Gas & Electric Ce. v. S, E. (., 134 F. (2d) 633 (App. D. C. 1943); 319 1J. 8. 763 (1943); Koppers
United Co. v. S. E. C., 138 F. (2d) 577 (App D.C., 9 3).

8 North American Co. v. S E. ., 133 F, (2d) 148 . C. A. 2 1043); 318 U, 8. 750; 63 S. Ct. 764; United
Gas Im(pmvemenl Co.x.S.E ..138 F. (2d) 1010 {C. C A3, 1943) Engmeers Public Service Co. v.'S. E. C,
138 F. (2d) 936 (App D. (1., 1043).

8 In the North American ca<9 the Supreme Court has eranted a petition for writ of certi forari 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
gngmeere Puhlic Service Company case, a petition for writ of certiorari has been granted by the Supreme

ourt

87 The American Power & Light Company, Electric Power & T ight Corporatum case is now pending before
the Supreme Court on petition for a writ of certiorari.

8 4 merican Power & Light Co. and Flectric Power and Light Corpomlmn v, S E.C., 141 F. (2d) 606 (C C.
A1, 1944), Commomle(ulh & Southern Corp.v S. E. C., 134 F. (2d) 747 (C. A. A, 'S 1943), 2 8. E. C. Jud.
Dec — (C. C. A. 3, No. €052, 1943); Central & South West Utilities Co. v. S. E. C., 136 F. (2d) 273 (App.
D. C., 1943), 28. E. C. Jud. Dec. — (App. D. C. No. 8333, 1943.).
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Del.), The Laclede Gas Light Co. (D. Mo.), and International Utilities
Corporation (D. N.Y.), the courts have not only assited in effectuating
the congressional policies expressed in the Act but, in so doing, have
accomplished a uniformity of reorganization procedures.® Beginning
with the Community Power and Light Company case decided in 1940,
the: 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 Commission, 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 rcorganization of holding companies and subsidiaries in
proceedings under Chapter X and former Section 77B of the Bankruptcy
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 re-
quirements 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 equitable and
comply with the purposes of the Act is illustrated by the Commission’s
injunction suit against the North American Co. and its subsidiary,
North American Light & Power Co., to prevent Light & Power from
dissolving or liquidating under State law. The case was ultimately
dismissed by stipulation and the liquidation of Light & Power is
proceeding under the Act. ' .

A comparable problem has arisen in several cases wherein stock-
holdérs of registéred holding companies in process of reorganization
or liquidation under the Holding Company Act have filed derivative
actions in State and Federal courts, asserting claims either on behalf
of the company in reorganization or in the interest 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 generally falling
in the category of breaches of fiduciary duty. The Commmission has
taken the position that where a fair, equitable, and 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 Cominission’s reorganization: proceeding. To protect.
its jurisdiction, the Commission has intervened or appeared as amicus
curige 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

8 In re Communily Power and Light Company, 33 F. Supp. 901 (S. D. N. Y., 1940): In re Great Lakes
Utilities Company, 2 8. E. C. Jud. Dec. — (E. D. Pa. No. M 989, 1942); In re Jacksonrille Gas Co., 46 F.
Supp. 852 (D. C. Fla., 1942),2 8. E. C. Jud. Dec. — (S. D. Fla. No. 483-1, 1942\; In re United Light and Power
Co., 51 F. Sunp. 217 (D. C. Del., 1943); In re Puget Sound Power & Lioht Co., 2 8. E. C. Jud. Dec. — (D.
Mass, Nn. 2308, 1943); In re Southern Colorado Power Company, 2 S. E. C. Jud. Dec. — (I, Colo. Na. 670,
1944). Affirmed on anpeal bv the Tenth Cirenit Court of Appeals. In re North Continent Ulilities Corpora-
tion, 54 F. Supn. 527 (D. Del., 1944); In re Columbia Ol and Gasoline Corporation, 2 &, E. C. Jud. Dec. —
(D. Del. Nn 290, 1942), 50 F. Supp. 965 (1. Del., 1943}, 134 F. (2d) 265 (C. A. C. 3, 1943); In re North American
Gas and Electric Company, 2 S. E. C. Jud. Dec. — (D Del., No. 352, 1944); In re Central States Power & Tight
Carporation. 2 5. E. C.Jud. Dec. — (D. Del., No. 354, 1944): In re Consolidated Ilectric & Gas Co., 55 F. Supp.
211 (D. Del., 1944); In re Clarion Rirer Power Co.,2 8. E. C Jud. Dec. — (W. D, Pa. No. 2003, 1944): In re
Amcrican Gas and Power Co., 55 F. Supp. 756 (D. Del., 1944); In re The Laclede Gas Light Co., 57 F. Supp.

997 (D. C. E. D., Mo, 1944) — now on appeal; In re International Utilities Corporation, (D.C.8.D.N. Y
Civ. 25-260 (1944)). ' !
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this type of litigation adjudicated in the context of a complete reor-
ganization 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 Light & Power Co. (D. Del.).®

In cases arising out of the Commission’s Section 11 (e) proceedings
a number of novel and highly significant issues have been raised and
settled in accordance with the views of the Commission. 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). Jacksonwville Cas Company (D. Fla.), Puget
Sound Power & Light Co. (D. Mass.), Southern Colorado Power Co.
(D. Colo.).® .

Now pending ® before the Supreme Court is the important question
of the meaning and application of the ‘“fair and equitable” standard
prescribed in Section 11 (e), in determining the proper allocation of
securities in a reorganization 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 Exchange
Commission, which involves the Commission’s holding, discussed
in the section on integration and simplification 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 liquida-
tion’ preference of the preferred stock.

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

Federal district courts which have considered plans of reorganiza-
tion following this ‘same allocation principle have without exception
approved and enforced the plans before them. In re Pugent Sound
Power and Light Co. (D. Mass.), In re North Continent Utilities Co.
(D. Del.), In re Central States Power & Light Corp. (D. Del.), In re
Consolidated Electric & Gas Co. (D. Del.), In re The Laclede Gas Light
Co. (D. Mo.), and In re International Utilities Corp. (D. N. Y.).%

A cognate problem which has resulted in two review proceedings
(New York Trust Co. v, Securities and Erchange Commission, City
National Bank & Trust Co. v. Securities and Exchange Commission),®
and in several district court decisions in voluntary plan enforcement
proceedings (In re North Continent Utilities Corp., In re Consolidated
Electric & Gas Company),” concerns the contractual right of debenture

, 8 Dederick v. North American Light and Power Co. 48 F. Supp. 410 (S. D. N, Y., 1943); Illinois Iowe Power
Co. v. North American Light and Power Co., 49 F. Supp. 277 (D). Del , 1943). o

81 In re Jacksonuille Gas Co., 46 F. Supp. 852 (D. C. Fla., 1942), 28. E. C. Jud. Dec. — (8. D. Fla. No. 483-7J,
1942); In re Puget Sound Power and Light Company, 2 8. E. C. Jud. Dec. — (D. Mass. No. 2308, 1943); In re
Southern Colorado Power Company, 2S. E. C Jud. Dee. — (1. Colo. No. 670, 1944), )

62 Since this writing, the Supreme Court has rendered a deeision in Otis & Co. v. S. E. C. approving the
Commission’s holding (3 Justices dissenting). 65 S. Ct. 483 (1945). .

8 A decision has been rendered by the court upholding the Commission’s approval of the plan of reor-
ganization, — F (2d) — (C. C. A. 10, 1945).

8 In re Puget Sound Power and Light Company, 2 8. E. C. Jud. Dec. — (D. Mass. No. 2308, 1943); In re
North Conlinent Utilities Corporation, 54 F. Supp. 527 (D. Del., 1944); In re Central States Power & Light
Corporation, 2 8. E. C. Jud. Dec. — (D. Del. No. 354, 1944): In re Consnlidated Electric'& Gas Co., 55 F. Supp.
211 (D. Del., 1944); In re The Laclede Gas Light Co., 57 F. Supp. 997 (D. C. E. D. Mo., 1944); In re Interna-
tional Utihties Corporation (D. C. 8. D. N. Y. Civ. 25-260 (1944)).

8 New York Trust Co.v. S. E. C.,, 131 F. (2d) 274 (C. C. A. 2, 1942); City National Bank & Trust Co. of
Chicagov. S. E. C., 134 F. (2d) 65 (C. €. A. 7, 1943). i

88 In re North Continent Utilities Corp., 54 F. Supp. 527 (D. Del., 1944); In re Consolidated Electric & Gas
Co., 55 F. Supp. 211 (D. Del., 1944).
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holders to receive a premium 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 noted in the section on integra-
tion and simplification. of holding company systems, the second and
seventh circuits and the District Court of Delaware in thése cases up-
held orders of the Commission’s determination 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 liquida-
tion required by the Act.

Another reorganization 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 reorganization proceeding. In
Chenery v. Securities and Exchange Commission,®” the Commission held, -
with respect. 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 transactions.
The Appelate Court for the District of Columbia held that the Commis-
sion exceeded its statutory authority in so deciding. On further appeal
the Commission’s order was set aside and remanded to the Commis-
sion by the Supreme 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 reor-
ganizafion abuses arising in proceedings under the Act and that the,
Commuission was authorized to consider the problem posed in this case
in the light of the statutory purposes and its experience with reor-
ganization practices in proceedings under the Act. The case is now
pending before the Commission upon the remand ® .

A corollary to this problem of fiduciary responsibilities under the act
was presented in Morgan, Stanley & Co., Inc. v. Securities and Exchange
Commission,” where the second circuit affirmed an order of the Com-
mission prohibiting Dayton Light & Power Co., from paying 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 Act have
resulted in settling important general questions bearing upon the
conduct of the Commission’s procecdings and the rights of “aggrieved”
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 stat-
. utory provision that the court in which the Commission shall file its

8 Chenery Corporation v, S, E. C, 128 F. (2d) 303 (App. D. C., 1942), 318 U. S. £0 (1943).

% On February 8, 1945, the Commission issued its findings and opinion reaffirming its previous determina-
tion. Holding Compsany Act Release No. 5584, . )

80 AMorgan, Stanley Co.v. S. E. C., 126 F. (2d) 325 (C. C. A. 2, 1942).
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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 pro-
ceeding. will best serve the public interest and file its transcript in that
court, théreby giving it exclusive 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 sre to be dismissed unless the petitioners desire
to intervene in the proceeding before the court which has been given
“exclusive jurisdiction over the Commniission’s order. To protect the
rights of such petitioners, there has been developed the judicial pro-
cedure 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 disposi-
tion of petitions for review filed by stockholders of companies dircctly
* 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 ean claim to be
“aggrieved”’ by the Commission’s order his petition must show that
he has complied with the genecral rules applicable to stockholders’
derivative actions, i. ¢.,'that he has made a demand upon his corpora-
tion to file a petition for review and that the corporation has refused
to do so for improper reasons.™
(e) Political Contributions
The provision of the Holding Company Act which makes it unlaw-
ful for any holding company or subsidiary to give political contribu-
tions was held constitutional by the cighth circuit in Egan and Union
Electric Company of Missouri v. U. S.* 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 cstablished a.‘‘slush fund” accumulated by kickbacks and legal
fees, payments to contractors and insurance agents, and the padding
of expense accounts. Three other officials of the company had pre-
viously- been convicted of perjury in their testimony before officers
of the Commission during the course of the investigation.

APPENDIX TO PART III
Status of Each of the Major Holding Companies Under Section II

A brief summdry of the status of cach of the major holding companies
under the more important aspects of section 11 at the close of the past
fiscal year follows: "

1. Electric Bond and Share Co. :

Electric Bond and Share is the largest system registered under the
‘Holding Company Act. The parent, Electric Bond and ShareCo. (Bond

% Okdn v. 8. E. C., 143 F. (24)'043 (C. C. A. 2, 1944) and American Power & Light Company v. 8. E. C.,
No. 470 (C. C. A. 1, 1944.) .
192 (E;;]g:;r; v. U. 8. and ' Union Electric Co. of Missouri v. U. 8., 137 F. (2d) 369 (C. C. A. 8, 1943), 64 8. Ct.
1 .. \ .
7 Also see appendix tables 17, 18, and 19.
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and Share), controls five miajor subholding companics: American and
Foreign Power Co.,Inc. (American Foreign), American Gas and Electric
Co. (American Gas); American Power & Light Co. (American), Elec-
tric Power & Light Corp. (Electric), and National Power & Light Co.
. (National). T L
- On May 9, 1940, the Commission instituted Section 11 (b) (2) pro-
ceedings directed to Bond and Share and certain of its subsidiaries.”™
On August 23, 1941, the Commission found that National served no
useful function, that it served as the central ticr in & pyramid which
enabled Bond & Share to control the National system with practically
no investment, and that it violated Section 11 (b) (2) because it con-
stituted an undue and unnecessary complexity in the Bond and Share
system. Asaresult National was ordered to dissolve.”* Considerable
progress has been made in getting National’s affairs in shape for liqui-
dation: All of its bonds were retired through the use of cash on hand
and its preferred stock was eliminated through a voluntary exchange
of common stock of Houston Lighting & Power Co. and by sale of the
remainder of the Houston stock and the use of the proceeds together
with treasury cash to retire the remaining National preferred stock at
$100 per share plus accumulated dividends. The last of the preforred
stock was retired in January 1944 pursuant to an authorization of the
“Commission dated January 4, 1944.® The principal asscts remaining’
for disposition arc the common stocks of three operating companies::
Birmingham Electric Co., Carolina Power & Light Co., and Pennsyl-
vania Power & Light Co. . ’ ;
On August 5, 1942, the Commission acting under Section 11 (e),
granted National an extension of 1 year from August 22, 1942, for
compliance with the order of dissolution 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 scveral amendments the plan filed by Carolina
Power & Light Co. was approved by the Commission on December
11,1943.” Similarly the plan for Birmingham Electric Co. as amerided
was approved on March 21, 1944." "In both of these cases the operat-
ing companies, through capital contiibutions by National and ac-
counting 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 Co.-largely by reason of uncertainty as
to the classification of the accounts of that company. An order to
‘show cause with respect to that company, directed toward a disposi-
tion 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. '
* On August 22, 1942, American and Electric™ were ordered dissolved
“on grounds similar to those set forth above with respect to National.®
- These two companies appealed to the United States Circuit Court
of Appeals for the First Circuit which on March 17, 1944, affirmed the
1 Nolding Company Act Release No. 2051,
" Holding Company Act Release' No. 2062,
. s Holding Company Act Release No. 4811.
76 Holding Company Act Release No. 3832.
77 Holding Company Act Release No. 4746.
8 Holding Company Act Release No. 4955, -

79 See appendix table 19 for list of utility subsidiaries,
8 Holding Company Act Release No. 3750, -
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order of the Commission 8 and on April 18, 1944, denied an application
of the companics for a rehearing. Thercupon the companies peti-
tioned the Supreme Court for a writ of certiorari on which the Court
has not yet acted. ’ . :

The Commission instituted proceedings under Scction 11 (b) (2)
and various other sections of the Act directed-to American and 1ts
subsidiary, Florida Power & Light Co. (Florida), on July 10, 1941.
* Issues were raised as to the distribution of voting power among the
security holders of Florida, thé existence of large.amounts of write-ups
in its accountis, and the validity and rank of the $22,000,000 of its
debentures held by American. - On September 17, 1941, respondents
filed 8 refinancing plan, in part to meet the allegations in the Commis-~
sion’s order for hearing. The matters were consolidated and hearings
were held. Prior to the final determination of the case by the Com-
mission, however, American and Florida submitted amendments to
their previous proposal. The proposal as so.amended, which pro-
vided for substantial adjustments to thé accounts of Florida, the sur-
render by American to Florida as a capital contribution of $17,000,000
of the debentures held by it and certain other securities, and the retire-
ment of all publicly held sccurities at their contract prices from
treasury- cash and the proceeds of issuance of new securities, was
approved by the Commuission on December 28, 1943.%

On November 15, 1943, American filed an application and declara-
tion with respect to the conversion of its outstanding stock, consisting
of $5 and $6 preferred stock and common stock into a new common
stock. The company stated in its filing that while it was contesting
the constitutionality of Section 11 (b) (2) and the Commission’s
order of dissolution directed to it thereunder it believed that the
proposed transaction would be appropriate to the carrying out of such
order, if upheld. The Commission 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 in accordance
with the previous order of the Commission to that end.® Hearings
have been held in this consolidated proceeding and the matter 1s

pending. . .

United Gas Corporation, a subsidiary of Electric, filed an application
on May 5, 1941, with respect to a proposed refinancing, and in connec-
tion therewith the rcpayment of $52,925,000 in debt claims held by
Bond and Share. On May 31, 1941, the Commission ordered hearings
on this application and instituted procecedings pursuant to Section
11 (b) (2) and other sections of the Act.®* The Section 11 (b) (2)
proceedings raised issues as to the necessity for a reorganization of
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 reorganization

8 _American Power & Light Co.v. 8. E. C., Electric Power & Light Co, v. S. E. C., 141'F, (2d) 60f.
82 Holding Company Act Release No. 4791, :

8 Holding Company Act Release No. 4695,
8 Holding Company Act Release No. 2790.,
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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 1ts findings and opinion, and order approving the plan as
necessary to effectuate the provisions of Section 11 (b) (2) and as
fair and equitable.®® 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:®
On March 8, 1943y Utah Power & Light Co., a subsidiary of Elec-
- tric, filed a refinancing plan and the Commission instituted 11 (b). (2)
proceedings which it _consolidated with the proceedings on the plan.®
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.® )
On September 1, 1943, the Commission approved the sale by
Electric of its entire common . stock interest in the -Idaho Power Co.
to underwriters for resale to the public.® Electric received $10,361,-
250 for the stock. The Commission has subsequently approved the
use of portions of these proceeds for investment oy Electric in the
common stocks of two of "its remaining subsidiaries, . Mississippi
Power & Light Co.* and Arkansas Power & Light Co.®* 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 resepct to the Section 11:(b) (2) pro-
ceedings directed to Bond and Share.and its subsidiaries, raising as
an issue the question as to whether or not Bond and Share 1s an undue
" and unnecessary complexity with respect to American Gas and Electric
Co., and its subsidiaries and American Foreign and its subsidiarics;
. 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.?? 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.®®

2. The No_rth American Co. .

Proceedings pursuant to Seetion 11 (b) (1) were instituted March 8,
1940, with regard to the North American Co. (North Amer@can) and
its subsidiaries * and on December 2, 1941, pursuant to Section 11 (b)

8 Holding Company Act Release No. 5271.
% The plan has been approved by the court.
87 Holding Company Act Release No. 4157,
8 Holding Company Act Release No. 4716.
8 Holding Company Act Release No. 4527.
* Holding, Company Act Release No. 5237.
9 Holding: Company Act Release No. 5204,

* 9 Holding.Company Act Release-No. 4305.
% Holding Company Act Release No, 5388. °
% Holding Company Act Release No. 1960. -
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(2) with regard to North American Light & Power Co.% (Light &
Power), a subsidiary of North American. Under date of December
30, 1941, the Commission ordered * the dissolution of Light & Power.

The Commission’s opinion and order in the 11 (b) (1) proceedings
was rendered April 14, 1942, and dealt with the status of each
registered holding company in the system, including subsidiary hold:
ing companies of Light & Power but not including Light & Power
since its liquidation 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 Co. of Missouri,
and allowed North American 15 days in which to state an alternative
choice. No such choice was made but North American filed a petition
requesting modification of the order, which petition was denied
June 25, 1942.% North American appealed to the United States
Circuit Court of Appeals for the Second Circuit, which affirmed the
Commission’s order on January 12, 19432 The Supreme Court
granted a writ of certiorari on March 1, 1943,! 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 pendency of related questions which have not been
resolved. . i

North American has disposed of substantially all of its holdings in
Detroit Edison Co. common stock and has reduced its holdings in
Washington Railway and Electric Co. and Pacific Gas and Electric
Co. by the payment of shares of these companies as regular dividends
to the common stockholders of North American, enabling North
American to use the cash so conserved 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 percent bank
loan maturing serially over a 5-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 Illinois Power Co., anindirectsubsidiary.?
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 premiums), such action Having been
appealed by the trustees under the indentures securing such deben-
tures to the United States Circuit Court of Appeals for the Seventh
Circuit, which upheld the order of the Commission;?3 and further, by
the disposition of its- investment in certain subsidiary companies,

¥ Holding Company Act Release No, 3168,

% Holding Company Act Release No. 3233,

97 Holding Company Act Release No."3405.

% Hdlding Company Act Release No. 3630,

%133 F. (2d) 148,

1318 U, S. 750,

t On August 22, 1941, the Commission instituted \roceedings with respect to Illinois-Iowa Power Co,
{now Illinois Power Co.) pursuant to section 11 (b) (2) of the act, determination of which has been retarded

by the claims of Illinois Power against its parents.
3134 F. (2d) 65.
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including Western AIllindis Ice Co., Blue River Power Co., Power &
Light Securities Co., and McPherson Oil & Gas Development Co.

:3'. The United Gas Improvement Co.

The Commission instituted proceedings with regard to the United
Gas Improvement Co. (U. G. I.) and its subsidiaries, pursuant to"
Section 11 (b) (1), on March 4, 1940. Pursuant to a request by
U. G. 1., the Commission issued, on January 18, 1941, a statement of
tentative conclusions as to the application of -the provisions of Section
11 (b) (1) to the holding company system of U. G.-1., in which the
Commission stated tentatively that the system’s single integrated
public utility system was composed of the electric properties of its
subsidiaries in the Pennsylvania-Delawarc-Maryland area.* Divesti-
ture orders were issued on July 30,1941,and May 7,1942, based upon?
this interpretation. U. G. I. appealed these orders to the United
States Circuit Court of Appeals for the Third Circuit. The court
sustained the orders in a unanimous decision on November 17, 1943.%

After argument before the court but before its decision, U. G. 1.
and its subsidiary, Philadelphia Electric Co., 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
provided for the distribution to. U. G. I.’s preferred and common
stockholders of .$30,600,000 in cash and substantially all its stock-
holdings in Philadelphia Electric and Public Service Corp. of New.
Jersey, two subsidiarics with combined assets of $1,200,000,000. The
plan was filed in December 1942, was approved by the Commission
March 18, 1943, by the common stockholders April 19, 1943, and was
declared effective as of June 18, 1943. By effecting the retirement in _

_this manner of its preferred stock, U..G. I. made possible thé further
distribution of investments or cash to its common stockholders.

Subscquent to the distribution of its interest in Philadelphia Electric
Co. and Public Service Corp. of New Jersey, the United Gas Improve-
ment Co. effectuated a series of transactions which enabled it to dis-
tribute to its stockholders in May of 1944 its holdings of the securities
of Delaware Power & Light Co. and subsidiaries, which had consoli-
dated assets of $52,334,642.8

4. The Commeonwealth & Southern Corp.

. Section 11 ‘(b) (1) proceedings were started with respect to The
Commonvwealth & Southern Corp. and its subsidiares on March 6,
1940. This proceeding was later consolidated with Section 11 (b) (2)
proceedings instituted on April 8, 1941.  On April 9, 1942,° the Com-
mission, under Section 11 (b) (2), ordered Commonwecalth to reduce
its outstanding preferred and common stock to a single class of com-
mon 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.’® Commonwealth filed a
recapitalization plan on April 20, 1943; designed to comply with the
order. The plan as originally filed provides for reclassifying the exist-
ing preferred and common stocks into a single class of new common
. 4 Holding Company Act Release No. 2500.

3 Holding Company Act Release Nos. 2913 and 3511.
, 9138 F. (2d) 1010 .

.THolding Company Act Release No. 4173, = i L
lj” go]Iding Company Act Release No. 4505, Also see appendix table 18 for a list of the subsidiaries of

% Holding Company Act Release No.-3432.
10134 F, (2d) 747.
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stock and for the distribution to its stockholders (or earlier sale) of
the common stock of one of its northern subsidiaries. The plan con-
templates that the remaining subsidiaries would continue.-to be owned
by Commonwealth,” pending the outcome of the Section 11 (b) (1)
proceedings. . C Ny

On February 26, 1944, Commonwealth filed an amended plan which,
in substance, changed two basic features of the original plan, namely
the 80-20 percent plan of allocation was changed to an 85=15 percent
allocation for the preferred and common stockholders, respectively,
and the proposed distribution’ of the common stock of Consumers
Power Co. was changed to the proposed distribution of the common
stocks of all of the northern subsidiaries to the preferred and common
stockholders. . : . ,

Hearings on the amended plan 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 recommending that certain
amendments be made. Bricfs 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 companies, Commonwealth has refinanced
most, of its utility subsidiaries and in the process has materially
improved their financial condition. .

5. Cities Service Co. - . :
On July 3, 1941, the Commission instituted a Section 11 (b) (1)
proceeding with respeet to Cities Service Co. (Cities), the top com-
‘pany in this system, and all its subsidiaries. Hearings were completed
and the Commission issued its opinion and order on May 5, 1944."
The order directed Cities to comply with Section 11 (b) (1) by reducing
the operations of its system to certain gas distribution properties
Iocated in the Mid-Continent section and certain gas production and
transmission properties found retainable therewith.}? The order pro--
vided, however, that the retention in the Cities’ system of all of its
nonutility holdings was not foreclosed if Cities should choose to com-
ply with Section 11 (b). (1) by disposing of its holdings in all utility
holding companies. .Subsequent to the 1ssuance of that order, Cities
filed a petition requesting that the order of May 5, 1944, be supple<
‘mented or modified so as to provide in substance that in lieu of com-
pliance 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 ah exemp-
tion from the provisions of the Act under Section 3, and be exempt as
a registered holding company, after it has disposed of its intercst 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 Corp., a subsidiary holding company of Cities, and required that
company to confine its operations to the production, transmission;
and distribution of natiral gas conducted by Arkansas Louisiana Gas
Co., its only utility subsidiary, and required it to dispose of its inter=
ests in its nonutility subsidiaries including its interests in Arkansas
Fuel Oil Co. Arkansas Natural Gas Corp. has filed a petition to

11 Holding Company Act Release No. 5028.
12 Cities Service itself has not appealed from this order.
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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 Co. (Power & Light), principal holding
company of Power & Light. The Commission’s decision in that case
.'was issued on August 17, 1943, and required Power & Light.to con-
fine its operatlons to the-electric. utility business conducted by certain
subsidiaries in the State of Ohio. The order also required Federal
- Light & Traction Co. to confine its operations to certain electric
utility businesses conducted by subsidiaries in the States of New
Mexico and Colorado.
- In compliance with the requirements of that order, Power & Light
has disposed of its interests in several subsidiaries, the principal one
being Public Service Co. of Colorado and its subsldlarms "* and Federal
Light & Traction Co. has disposed of its interests in Olymplc Public
Service Co. and Rawlins Electrie Co.!

By order dated August 29, 1942, a proceeding was instituted under
Section 11 (b) (2) respectmg Power & Light and certain of its sub-
sidiaries. InDecember 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.!* Reference
has already been made above concer ning the reorgamzatlon of Empire
Gas and Fuel Co. under Section 11.

6. Associated Gas & Electric Co.

The Commission, on September 4, 1941, instituted a Section 11 (b)
(1) proceeding with regard to the trustees of Associated Gas and
Electric Corp. (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 4 groups of properties to' be disposed of as
units in the liquidation of Agecorp. One of these 4 groups of properties
is located in Florida and Georgia, while the other 3 are in New York,
Pennsylvania, and New Jersey.

On August 13, 1942, the Commission issued an order requiring the
. trustees to. divest themselves of all interest in a long list of utility and
nonutility companies, reserving for future consideration questions
relating to the composition of the groups of properties as single
integrated systems, additional systems, and permissible nonutility
businesses.”” 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 Comm1ss1on initiated Section 11 (b) (2)
proceedings with respect to General Gas and Electric Corp. (Gengas) ,

13 Holding Company Act Release No. 4489,
14 Holding Company Act Release No. 4699. (Commissioner Healy dissented.)
18 Holding Company Act Release No. 4820,

18 Holding Company Act Release No. 4944,
17 Holding Company Act Release No. 3729.
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_a registered-holding company subsidiary of Agecorp.!®* Subsequently,

Section 11 (e) plans for the reorganization of Gengas were filed by
Gengas ' and by Agecorp,® 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.® This
- plan provided for the distribution by Gengas of certain assets anmiong
1ts public security holders, 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. Hear-
ings on the joint plan have been completed and the matter is under
advisement.

Section 11 (b) (2) proceedings were directed to Virginia Public
Service Co., a subsidiary of General Gas and Electric Corp. (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.% Subsequently, however, on April 29, 1944,
the Commission issued an order granting apphca’nons and whereby,
among other things, Virginia was merged with Virginia Electric and
Power Co., a sub51d1ary of Engineers Public Service Co., a non-
affiliated reglstered holding company.®

On February 10, 1943, the Commission instituted Section 11 () (2)
proceedings with regard to Georgia Power & Light Co., another sub-
sidiary of Gengas. On April 24, 1944, Georgia, together with its
parent, Gengas, and an associate company, Florida Power Corp.,
filed a joint 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 for a cash settlement
in the amount of $150 a share 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 fiscal year.

On September 29, 1943, the Commission instituted 11 (b) (2) pro-
ceedings with legsud to Tide Water Power Co., another subsidiary of
Gengas, raising, among others, the issue as to, whether the voting
power of Tide Water was falrly and cquitably distributed among its,
security holders.®* 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 re-
capitalization of the company by substituting for the present classes .
of stock a single class of common stock.” On August 11, 1944, Tide
Water filed a plan providing, among other things, for its recapltahza-
tion 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.?

18 Holding Company Act Release No. 2543.

19 Holding Company Act Release No. 2598, March 7, 1941,

3 Holding Company Act Release No. 4382, June 24, 1943.

#1 Holding Company Act Release No. 5228,

23 For the history of these proceedings, see Holding Company Act Release Nos. 4823, 3562, 4618, 4654,
23 Holding Company Act Release No. 5021,

#-Holding Company Act.Releace.No. 4504

% Holding-Oompany A'ct:Reléase No. 5238,
# Holding Company Act Release No. 5512,
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- On June 14, 1943, a thoroughgoing reorgani\zation plan was filed
jointly by the Trustee of Associated Gas and Electric Co. and the
trustees of Associated Gas and Electric Corp.”” The plan, filed pur-
suant to Section 11 (f) of the Act, was designed to extricate these com-
panies. from bankruptcy proceedmgs which have been pending since
January 10, 1940, in the United States District Court for the Southern
District of New York under Chapter X of the Bankruptcy 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 ApI‘ll
14, 1944, the Commission entered an order approving the plan.’
‘After the close of the fiscal year, the plan was also approved, pursuant
. to Chapter X of the Bankruptecy 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 Trustecs 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 equlty 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 Asso-
cmtes Inc. from Agecorp to 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 alloca-
tion of sccurities under any plan of recapitalization 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 sub51dlary 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 securltles of
Negea.”

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.

Standard Power and Light Corp.-Standard Gas and Electric Co.

On March 6, 1940, the Commission instituted proceedings pursuant
to Section 11 (b) (1) with regard to Standard Power and Light Corp.
(Standard Power) and Standard Gas and Electric Co. (Standard Gas)
and their subsidiaries, and on June 5, 1940, pursuant to Sectlon 11 (b)

# Holding Company Act Release No. 4399.
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(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.3®® After the close of the fiscal
year, the Commission approved a dissolution plan .for Standard
-Power filed jointly by Standard Power and Standard Gas3!' - . ;
. 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 *
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 Philadelphis Company
(selected as its principal system), Louisville Gas and Electric Co.:
(Delaware), Louisville Gas and Electric Co.- (Kentucky), Wisconsin
Public Service Corp., Public Utility Engineering and Service Corp.
and a foreign subsidiary. .An amendment to . the amended plan
provides for the_ distribution of the securities of Wisconsin Public
Service Corp. (Holding Company Act Release No. 5279.) This
plan was approved by the Commission in its Findings and Opinion
dated November 18, 1944 % ' - .

On June 5, 1942, Northern States Power Co. (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. Hecarings were held, subsequent to
which the Company submitted an amended plan, upon whic¢h'extensive
hearings were also held, briefs submitted, and argument heard.  The
decision of the Commission is pending. '

On June 30, 1942, Southern Colorado Power Co., a subsidiary of
Standard Gas, filed a plan pursuant to Section 11 (é) for recapitali-
zation and, on July 2, 1942, the Commission instituted proceedings
under Section 11 (b) (2) and ordered consolidated hearings thereon.
On 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 Commis-
sion on November 24, 1943,* and by the United States District Court
in Colorado on December 31, 1943.% Appeal was taken therefrom
to the United States Circuit Court of Appeals for the Tenth Circuit,
which has rendered its decision upholding the Commission’s approval
of the plan. .

. % Holding Company Act Release No. 3607.
3 Holding Company Act Release No. 5695,
2 Holding Company Act Release No. 5070.
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g
8. Columbia Gas & Electric Corp.

Proceedings initiated by the Commission on August 25, 1941, with
regard to Columbia Gas & Electric Corp. (Columbia) and several of
its subsidiaries, including Columbia Oil & Gasoline Corp., pursuant
to Sections 11 (b) (1) and 11 (b) (2), were consolidated with a Sec-
tion 11 (e) plan by order dated July 14, 1942. The plan involved,
among other things, the sale by Columbia Oil & Gasoline Corp.
(Columbia Oil), a subsidiary of Columbia, of its interest in Panhandle
‘Eastern Pipe Line Co. (Panhandle), the transfer of its five oil and
gasoline subsidiaries to Columbia Gas, and the liquidation of Co-
Iumbia Oil. The Commission in an order * and opinion ¥ dated Oc-
tober 2, 1942, approved the plan. On March 23, 1943, the United
States Circuit Court of Appeals, Third Circuit, affirmed the Com-
mission’s order ® and 6 days later the United States District Court
for the District of Declaware entered its order approying the plan.®
Columbia’s relationships with certain of its subsidiaries had involved
it in a long series of legal difficultics. Among other results, consum-
mation 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 Section 11 (b) (1), extricated
some of the companies and other interested parties from problems
which they faced under the antitrust laws, and terminated a complex
tangle of private litigation.’ I . .

" Further proceedings were instituted by the Commission 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 sug-
gestions as to methods of compliance by Columbia with Section 11

. (b) were made by the partics. Subsequent to this hearing, and after
conferences among members of the staff of the Public Utilities Divi-
sion 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, is-

_sued its tentative conclusions® Subsequent to-the close of the fiscal
year, the Commission issued its findings, opinion, and order in this
matter ¢ in which it found that Columbia Gas could retain the dis-

- tribution operations of the Charleston, Pittsburgh, and Columbus

groups of properties as well as the production and transmission prop-
erties owned and operated by the companies within each such group.

The Commission further held that certain other properties, ircluding

the properties owned by the Cincinnati Gas & Electric Co. and the

Dayton Power & Light Co., were not retainable and should be di-

vested. Jurisdiction was reserved as to the retainability of certain
other designated properties. )

9. Niagara Hudson Power Corp.

The Commission instituted Section 11 (b) (2) proceedings in Au-
gust 1942 with respect to Niagara Hudson Power Corp.,- Buffalo,
Niagara and Eastern Power Corp., and their subsidiary companies.

3 Holding Company Act Release No. 3829.
3 Holding Company Act Release No. 3885.
134 F. (2d) 822. ' .

3 50 F. Supp. 965. -
4 Holding Company Act Release No. 5213.
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During the course of the hearings, the Commission held a public con-
ference 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 man-
agement formulated 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 Buifalo,
Niagara and Eastern Power Corp. into one operating company, and
the dissolution of Niagara Hudson Power Corp. The plan further
provided for the payment in cash of all accrued and unpaid dividends.

On January 21, 1944, the New York Public Service Commission
denied the petltlon of the companies involved to consolidate as con-
templated by the plan. The Securitics.-and Exchange Commission on
June 19, 1944 denicd the application of Buffalo, Niagara and Eastern
Power Corp., a subsidiary of Niagara Huds_on, for exemption as a
holding company from the provisions of the Act insofar as applicable
to the provisions of Section 11 (b) (2), and further ordered that
Buffalo, Niagara & Eastern change its capitalization by substituting
for its, outstanding $1.60 cumulative preferred stock, class A stock
and common stock one class of stock, namely, common stock.*> The
order further required that appropriate voting rights be extended to
the $5 preferred stock of Buffalo, Niagara & Eastern.

10. International Hydroelectric System.

Proceédings under Section 11 (b) (2) of the Act 1nvolv1ng Interna-
tional Hydroelectrlc System (IHES) were instituted on Juné 17,
1940. THES is a_ Massachusetts trust which owns directly the.
equity in New England Power Association, also a registered holding
company, the equities in Gatineau Power Co., a Canadian public
utility company, and in two wholesale electric 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 trustces
for the benefit of International Paper-Co., and International Paper:
&Power Co. be surrendered to IHES for cancellatlon, the Commission
having found such stocks to be of no value.® On June 18, 1941,
this order was complied with by the trustees and the class B and_
common stocks were thereafter cancelled. |

On July 21, 1942, THES itself was ordered to liquidate and dissolve,
the Commission ﬁndmg that IHES performed no useful function and
constituted an unnecessary complexity in the system.*

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 Rhode Island Public
Service Co., Massachusetts Utilities Associates, Massachusetts
Power & nght Associates and North Boston nghtmg Properties
be eliminated as subholding companies in the New England Power
Assocmtlon and THES system.®

- Paul H. Todd, a stockholder and director of ITHES, 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

:; ?gldr‘l‘ngc Compnuy Act Release No. 5115,

4 Holding Company Act Release No. 3679.
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dissolution of THES and asking.the court to remand the proceedings
to the Commission for further investigation of certain alleged rights
of action of IHES against International Paper Co. The Com-
mission, contended that- dissolution was the appropriate action in
the light of the applicable statutory standards and that the alleged
dlaims against Paper Co. would be fully explored, but that such
ekploration was not a necessary prerequisite to the issuance of the
dissolution order. IHES intervened in the review proceeding and
supported the wvalidity of the Commission’s order. The court
denied the applieation to adduce additional evidence and dismissed
the petition' for review, thereby sustaining the Commission’s order.*
"In July 1943 THES notified the-Commission that because of the
dsserted claims against International Paper Co., former parent of
THES, 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 Massa-
chusetts to enforce compliance with its liquidation order, and on
‘October. 11, the court took jurisdiction over IHES and its assets
and appointed-a special counsel to investigate the claims asserted
against International Paper Co. This investigation is still in progress.
. On March 6, 1944, New England Power Association and its sub-
sidiary holding companies filed an application for approval of a plan
of simplification of the New England Power Association 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 Eng-
land Power Association, Rhode Island Public Service Co., Massa-
chusetts Utilities Associates, Massachusetts Power & Light Asso-
ciates, and North Boston Lighting Properties. Hearings on the
plan were completed shortly after the termination of the fiscal year.
11. The Middle West Corp.
- The Commission instituted Section 11 (b) (1) proceedings with
régard to The Middle West Corp. (Middle West) and its subsidiaries
on March 1, 1940. On January 24, 1944, the Commission ordered
Middle West to sever its relations with its subsidiary companies,
éxcept Central Illinois Public Service Co., and its subsidiaries, Ken-
tucky Utilities Co., South Fulton Power & Light Co., Old Dominion
Power Co., and Dixie Power & Light Co.* On May 9, 1944, a rehear-
ing was granted to permit the introduction of further evidence with
respect to the question of what constitutes the integrated system of
Central & South West Utilities Co. (Central) and with respect to the
retainability of the other businesses of the following subholding com--
_panies, American Public Service Co. (American), Arkansas-Missouri
Power Corp., and Central. Hearings with respect to the issues of the’
rehearing have been completed and arguments have been presented.
ales by Middle West of its subsidiaries,” Kansas Electric Power"

4137 F. (2d) 475 (C. C. A. 6, 1943).
17 Holding Company Act Release No. 4846.



TENTH ANNUAL REPORT - 133

Co.,* and Missouri Gas & Electric Service Co.,* were approved by the’
Commission on August 31, 1943, and December 27, 1943, respectively:’
Sale of the gas properties of Southwestern Gas & Electric Co., was’
approved September 25, 1943.%° . - .
- 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 pro--
ceedings under-Section 11 (b) (2) and ordered that the hearings of the’
two cases be consolidated. The consolidation issue in the case cen-'
tered around the question of whether the new corporation should issue
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 Ameri-:
can. -The Commission on June 4, 1942, ruled that the new corpora-
tion could have only commion stock.®® The respondents filed a peti-
tion for review in the United States Court of Appeals for the District’
of Columbia, which upheld the Commission in its opinion of June 7,
1943.2 On August-2, 1943, Central and American filed an amended
plan of merger to be effectuated 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'
Co. (North West) system, and also as to the continued existence of*
North West. The proceeding was consolidated on June.:11, 1941,:
with a plan of recapitalization of North West which had been sub-:
mitted by North West: and Middle West. The Commission on.
September 10, 1943, held that the proposed plan of recapitalization
fell short of effectuating the provisions of Section 11 (b) and ordered,
that North West be liquidated.® .
12. The United Light and Power Co. .
Three major Section 11 proceedings involving The United Light and -
Power Co. (United Light) were consolidated in 1941, namely: a
Section 11 (b) (1) proceeding instituted on March 8, 1940, procéedings
with respect to a recapitalization plan filed by United Light, and
Section 11 (b) (2) proceedings started 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 outstanding $60,000,000 preferred stock issue. Under
the standards of Section 11, its liquidation was necessary and was-
ordered by the -Commission.®* 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 Co. (Railways), to the preferred and common
4 Holding Con:pany Act Release No. 4532,
9 Holding Company Act Release No. 4782,
8 Holding Company Act Release No. 4585.
5 Holding Company Act Release No. 3580,
52136 Fed. (2d) 273. | +«

8 Holding Company Act Release No. 4552,
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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 stock-
holders. In an opinion rendered April 5, 1943, the Commission dis-
approved this distribution, but appr oved the plan when it was
amended to allow the prefer red stockholders approximately 95 percent
of Railways’ common.”® 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
confirmed by Judge Leahy of the Unitéd 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.% A
petition for certiorari in the Umted States Supreme Court was granted
on June 12, 1944.5 ’
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.%® TUnited Light
and Railways Co., on September 12, 1941, sold its stock interest in
- Northern Natural Gas Co. to underwriters for resale. Proceeds from
the sale, $10,533,000, were applied on the purchase from United Light
of common stock of Iowa-Illinois Gas & Electric Co. in order to facili-
tate the dissolution of United Light. A number of other divestments
.of propertics by subholding companies in thi$ system, including.the
sale on October 24, 1942 by American Light & Traction Co. of its
holdings in San A_ntomo Public Service Co., are summarized in ap-
pendix table 17.
13. American Water Works and Electric Co., Inc.

This was the first registered holding company to file a corporate
simplification plan pursuant to Section 11 (e¢). The plan contemplated
the élimination of several ‘‘second degree” holding company relation-
ships, 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 propertics of the system was involved. The Com-
mission approved the plan on Decémber 31, 1937, reserving for future
consideration the question of ad]ustments of wrlte-ups of cystem
propertics and investments.® The refinancing was postponed because
of changed market conditions, and the major simplification provisions
of the plan have not been put into effect.

14. Engineers Public Service Co.

- Section 11 (b) (1) proceedings were instituted with regard to Engi-
neers Public Service Co. (Engineers) and its subsidiaries on February
28, 1940. On July 23, 1941, the Commission ordered Engincers- to
dlsposc of its interest in Pugct Sound Power & Light Co., and the Key
West, Electric Co., and on the same. date initiated Section 11 (b) (2)
procecdings agamst the Western Public Service Co. (a Maryland -
corporation), a subsidiary of Englneers 60 On December 29, 1941, the

8 Holding Company Act Release No. 4215.

8 Jn re Securities and Exchange Commission (Otis & Co, intervener) 142 F. (2d) 411 (1044)

87 The Supreme Court has rendered its decision afﬁrmmg the Commission’s approval of the plan (three
Justices dissenting). 658 Ct. 483 (1945).

% Holding Company Act Release No. 2923 (9 S. E. C. 833).
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Commission approved the sale of Western’s Nebraska and South
‘Dakota properties.®? Western then redeemed its publicly held securi-
ties and liquidated. Its remaining properties were acquired by
Western Public Service Co., a Delaware corporation (Western, ‘Del.),
a newly formed subsidiary of Enginecrs, which also -acquired the
sccurities of Western’s subsidiaries, Northern Kansas Power Co.,
and Missouri Service Co. Engineers accepted an order to divest
itself of the properties owned by Western, Del., and by Northern
Kansas Power Co., and Missouri Service Co. On September 16,
1942, the Commission ordered the divestment of the remaining
properties in the Engineers system except the electric utility proper-
‘ties of Virginia Electric and Power Co., allowing Engincers, however,
15 days within which to petition for leave to retain instead the electric
utility properties of Gulf States Utilities Co.** Engincers appealed
.to the United States Court of Appeals for the District of Columbia.®

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 Commis-
sion 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 ‘sys-
tem 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 Junec 5, 1944 the petitions were granted and the matter
is now pending in the Supreme Court. )

Meanwhile, Engincers has divested itself of its interest in Puget
Sound Power & Light Co., Key West Electric Co., El Paso Natu-
ral Gas Co., El Paso & Juarez Traction Co., Baton Rouge Bus Co.,
Inc., and the transportation businesses conducted by El Paso Electric
Co., (Texas), and Virginia Electric & Power Co.,, On April 29,1944,
the Commission entered an order permitting Virginia FElectric and
Power Co., a former subsidiary of Associated Gas and Electric Cor-
poration and of General Gas & Electric Corp.

15. The United Corp. .

On July 28, 1941, thée Commission instituted proceedings under
Sections 11 (b) (1) and 11 (b) (2) with respect to the United Corpora-
tion, 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 sccurities 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 Co.,
Public Service Corp. of New Jersey, Niagara Hudson Power Corp.,
and Columbia Gas & Electric Corp. On August 14, 1943, after exten-
sive 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 .5

o Holding Company Act Releasé Nos. 3230 and 3245. -
62 Holding Company Act Release No. 3796,

8 For the court’s opinion, rendered on November 22, 1943, see suuimary of litigation infra.
8 Holding Company Act Release No. 4478,

. 72024—45—10
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On June 27, 1944, the United Corp. filed a plan pursuant to Section
11 (e) which provided for the exchange of substantially -all of its
holdings of the common stocks of Philadelphia Electric Co. and
Delaware Power & Light Co., plus cash for approximately one-half of
its outstanding preferred stock.®® The plan was subsequently
amended to provide for the exchange of only the Philadelphia Electric
common stock and an incréased amount of cash. The plan,-as
amended, was approved by the Commission on November 24, 1944,%
and has since been consummated.

16. Midland United Co. and Midland Utilities Co. -
"-On February 19, 1943, a reorganization plan, as amended, for Mid-
land United Co. and its subsidiary company, Midland Utilities Co.,
was filed, pursuant to the requirements of Section 11 (f) of the Act,
by the trustee of Midland United Co. Hearings on that plap were
held from time to time. On September 20, 1943, a separate plan for *
the reorganization of Midland Utilities Co. alone was filed by the
trustees of Midland Utilities Co. Thercafter, on November 9, 1943,
o plan of reorganization for both Midland United Co. and Midland
Utilities Co. was filed jointly by the trustee of Midland United Co.
and the trustees of Midland Utilities Co. 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 amended joint plan fair and equitable 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 Oil Co. (New Jersey) R )
-~ Subsequent to the denial by the Commission of an application by
Standard Oil Co. (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
subsidiaries, Standard Oil conceded that, under 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 itsclf of control of its gas utility subsidiaries. As a preliminary
step thereto, Standard Oil caused Consolidated Natural Gas Co. to be’
organized and to register under the provisions of the Act. Thereafter,
on August 12, 1943, Standard Oil 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 Oil and Consolidated providing

“for the transfer to Consolidated of all the outstanding stock of Stand-

ard Oil’s four gas utility subsidiaries, Hope Natural Gas Co., East

8 Holding Company Act Release No. 4870,
# Holding Companv Act Release No. 5440.
¢ Holding Company Act Release No. 3312,
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.Obio Gas Co., Peoples Natural Gas Co., River Gas Co., and the
stock of New York State Natural Gas Corp Y nonutlhty pipe-line
subsidiary, in exchange for all of the capital stock of "Consolidated. "
The latter stock was then distributed to the common stockholders of
Standard Oil as a dividend, and -subsequent to such distribution
Standard Oil was declared not to be.a holding company under the Act.

18. New England Public Service Co. -

On May 2, 1941, the Commission 1ssued an order pursuant to’
Section 11 (b) 2) dnectmg New England Public Service Co. to' re-
capitalize on a ‘one-stock basis-or to liquidate. On December 6, 1941,
the company filed a plan for compliance with this order, mvolvmg,
‘among other things, the elimination of two public utlhty 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 & Light Co.) had been eliminated by merging it into
Central Maine Power Co. During the past fiscal year, a Section 11-
(e) plan was filed for the purpose of eliminating Twin State Gas
& Electric Co. by calling its preferred stock and conveying its New’
-Hampshire properties to Public Service Co. of New Hampshire and
"its Vermont properties to Central Vermont Public Service Corp.
This p]answas approved by the Comurission in its order of November
25, 1943.%

19. Federal Water and Gas Corp.

On December 31, 1942, proceedings were 1nst1tuted by the Com-
mission against Federal Water & Gas Corp. (Federal) and its sub-
sidiaries 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 eithér by dis-
solution or by merger with an appropriate company, the recapitaliza-
tion of certain subsidiaries, and the elimination of certain other un-
necessary subsidiaries. On February .10, 1943, the Commission
approved Federal’s plan and directed in genera.l that steps be taken
to carry out the provisions of the pian.® Among other things, the
Commission’s order directed Peoples Water and Gas Co., Scranton-
Spring Brook Water Service Co., and New York Water Service Corp.
be recapitalized. In addition, Fedcral, Pennsylvania Water Service
Co., and Scranton-Spring Brook Water Service Co. were directed to
cause the elimination of Pennsylvania Water Service Co. and the 63
inactive subsidiaries ‘of Scranton-Spring Brook Water Service Co.
Since the entry of the afore-mentioned order Federal has’ sold its
interests in one subsidiary, has caused another subsidgiary to dispose
of part of its propertics; and has caused Scranton-Spring Brook Water
"Service to eliminate 62 of that company’s 63 inactive subsidiaries.
In addition, New York Water Service Corp. and Scranton-Spring
Brook Water Service Co. have filed recapitalization plans' under
Section 11 (e) of the Act which are presently pending before the Com-’
mission.

6 Holding Company Act Release No. 4711,
¢¢ Holding Company Act Release No. 5052.
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20. Ogden Corp.

Ogden Corp. (Ogden) is the successor corporation to Utilities
- Power & Light Corp., which went into bankruptey in 1937. The
plan of reorganization of the latter company, approved by this Com-
mission in 1939 ™ and approved and confirmed by the, United States
District Court for the Northern District of Illinois in 1940, provided,
among other things, that Ogden, the successor, would take the neces-
sary 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, pursu:mt to Sections
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 certain 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)." Ogden was ordered, among
other things, to divest itself of all its interests in holding and publie
utility companies and to cause its climination as a public utility hold-
ing company; provided that, in the cases of Central States Power &
Light Corp. (Central Sta,tes), Interstate Power Co. (Interstate),
Laclede Gas Light Co. (Laclede Gas), and Missouri Electric Power .
Co. (Missouri Electric) such divestment not to be effected through’
the sale of sccurities prior to the recapitalization of such companies.
Central States, Interstate, and Laclede Gas were ordered to recapi-
talize, but, in ‘the case of Contral States it was directed that such
recapxta.hzatlon need not be effected if the company is liquidated and
dissolved.

Substantial progress has s 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 Corp.” and Mis-
souri Natural Gas Co.® Central States, an indirect subsidiary of
Ogden, consummated the sale of all of its assets and orders werc ob-
tained from the United States District Court for the District of
Delaware, approving and enforcing plans previously approved by the
Commission,™ providing for the retirement of its first mortgage bonds
out of the proceeds of such sales and for the maturity extension :of -
Central States 5 percent debentures. The assets of the company now
consist-only of cash, which will be distributed to the remaining se-
curity 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 Co., and has
- divested itself of its interest in its wholly owned subsidiary, Inter-
state Power Co. of North Dakota,” and its Bemidji- Crookston
properties.’™
. In an opinion dated May 24, 1944,” and in an opinion and order

dated May 27, 1944, the Commission approved a comprehensive -

158, E. C, 483.

7t Holding Company Act Release No. 4307, ~

3 Holding Company Act Release No. 4768.

73 Holding Company Act Release No. 4847,

7 Holding Company Act Release Nos. 4735 and 5481.
7 Holding Company Act Release No. 4440.

76 Holding Company Act Release No. 5351,

7 Holding Company Act Release No. 5062.
7 Holding Company Act Release No. 5071,
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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 intercst in Laclede upon consummation of the reorgan-
ization. The Commission also approved that portion of the plan
which provided for the ‘discharge and satisfoction of ‘the company’s
bonds by payment in cash of their full principal smount but without
the, premium payable in the event of voluntary redemptions, the
~“Commissicen finding that the retirement of the bonds was not * volun-
tary’’ but was due to the compulsion of Scetion 11 of the Act, The
order of the Commission 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 nonpayment of ‘the redemption pre-
miums, Laclede Gas, in order to consummate the plan while such
appeals were pending, amended the plan to provide for the deposit
in cscrow 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 datcd- December 2, 1944, the Commission ap- -
proved the plan as so amended™ and on December 4, 1944, the
Federal court entered its findings and order approving the plan as so
. amended. -
21. Lone Star Gas Corp.

On March 4, 1942, the Commission instituted proceedings under
Section 11 (b) (1) with regard to the Lone Star Gas holding company
system and consolidated such proceedings with a plan filed by Lone
Star under Section 11 (¢) providing for a comprehensive system re-
organization. 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 Co., Northern Natural Gas Co., and
the Galveston and Kl Paso Gas properties of Texas Cities Gas Co.
Prior to the past fiscal year Lone Star effectuated the major portion
of its reorganization program including the mentioned divestments
and during the year consummated the remainder of its plan.®

As a result of the effectuation of its Section 11 (e) plan, Lone Star’s
operations arc now confined to an integrated natural gas system, in-
cluding production, transmission, and distribution facilities. Its cor-
porate structurc has been greatly simplified; the Delaware holding
company (Lone Star Gas Corp.), has been eliminated, and, in place
of five operating subsidiaries, the system now- consists of a single
transmission and distribution company (Lone Star Gas Co., a Texas
corporation) which has only one subsidiary (Lone Star Producing
Co., 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 question-
able items from its combined property accounts. The company was
the first major holding company system to comply completely with
Section 11 (b) and 4s now no longer 'subject to the Act as a holding
~ company. ‘

* ¥ Holding Compaily Act Release No. 5459,
& Holding Company Act Release Nos. 4783 and 4812,






Part' IV

"PARTICIPATION . OF THE COMMISSION IN CORPORATE
~ REORGANIZATIONS UNDER CHAPTER X OF THE BANK-
RUPTCY 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 Bankruptcy Act.
The Commission’s duties under Chapter X are, first, at the request or
with the approval of the court, to act as a participant in proceedings
thereunder in order to provide, for the court and investors, indepen-
dent, expert assistance on matters arising in such proceedings, and
'second, to prepare, for the benefit of the courts and investors, formal
advisory reports on plans of reorganization submitted to it by the
court in such proceedings. The Commission has no right of appeal
in any such proceeding, although it may participate in appeals
taken by others. :

COMMAISSION FUNCTIONS UNDER CHAPTER X

The Securities Exchange Act directed the Commission to make a ~
study and investigation of the activities of reorganization committees
in connection with the reorganization of persons 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 Reorganiza-
tion 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 Defaulted Governmental Bonds, Trustees
under Indentures, Management Plans Without Aid of Committees,
and A Summary of the Law Pertaining to Equity and Bankruptcy
Reorganizations and of the Commission’s Conclusions and Recom-
mendations, A ’ ) ' -

The report brought to light a multitude of abuses, of which many
people had beén more or less aware in a gencral 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 own interests
instead. These disclosures gave impetus to a reform of the National
Bankruptey Law in 1938 and to the enactment of the Trust Indenture
Act of 1939. Representatives of the Commission assisted in drafting
this - legislation and testified before Congressional ‘Committees in
support of it. =~ - o ‘ o
- Corporations in financial distress are placed under the custody of
Federal courts in order that creditors may be held off and the corpora-
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tion enabled to continue in operation until a plan of financial readjust-
-ment can be effected, or until it is determined that no plan is possible.
In many cases, a reorganization that assures the continuation in
business of the corporation. may be more desirable for creditors in
realizing on their claims than immediate liquidation. .

Section 77B, passed in 1935 as an amendment to the Bankruptcy
Act, had signally improved previously existing reorganization-ma-
chinery but had not remedied certain fundamental defects. It con-
tained 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 reorganization plan
should not be approved unless found to be fair, equitable and feasible
but provided no effective procedure for making the information
Eefgssary to such a finding available to either the judge or the security

olders.

On June 22, 1938, President Roosevelt approved the comprehensive
revision of the Bankruptcy Act, referred to above, which is known
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 corpora-
tions (other thanrailroads). Chapter X requires, in each case involv-
ing a corporation of substantial size, that a disinterested 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 formulation and filing of a plan of reorganization 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.

Chapter X places two responsibilities upon the Commission by
providing (1) that, if requested by the judge or on its own initiative
if the judge .approves, the Commission shall be a participant. in
procecedings 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 con-
sideration. In practice, the services 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 own 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 require the adoption of a reorganization
plan. It has no authority to render decisions on any of the other
i1ssues in a ‘proceeding. The facilities of its technical staff and its

- impartial recommendations are simply placed at the services of thé
~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 stationed

gualiﬁed staffs of lawyers, accountants and analysts in its regional
flices, where they can kéep in close touch with all hearings and
. issues’in the proceedings-and- with the parties,-and be readily. avail--
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able to the courts, thus 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. Thus, the Commission has
participated as a party or as amicus curiae in many appeals ralsmg
significant legal questions in Chapter X proceedings.

Through its .nation-wide activity in bankruptcy 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 upon 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 accumulated through participation in
many cases. This work of the Commission has been of special value
because the solutions of many procedural and interpretative questions
may not be available in the official or unofficial reports.

THE COMMISSION AS A PARTY TO THE PROCEEDINGS

The Commlsswn, in order to ascertain the cases in which its
participation would be desirable 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 reorganization filed under Chapter X 'as well as copies
of other important documents filed in the proceedings. These papers
are available to the public. - l :

As a general matter the Commission has deemed it appropriate to
seek to participate only in proceedings in which & public investor -
interest is involved. -As a rough, administrative guide, 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, the Commission has become a party to smaller
cases where there were special features which indicated the desirability
of participation by the Commission. On occasion also the Com-
mission has entered-smaller cases upon the request of the judge.

Prior to June 30, 1944, the Commission had become a party to
reorganization proceedlngs involving the reorganization of 293 com-
panies (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
participate. 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 companies and 28 subsidiary debtors). The
aggregate stated assets of the 157 companies totaled $1,838,829,000
and their aggregate indebtedness was $1,178,507,000. The Commis-
sion filed notice of appearance in 19 new proceedmgs under Chapter X
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during the year, in 9 of which the notice was filed at the request of the
judge and in the remaining 10 proceedings the Commission’s notice of
appearance was entered upon approval by the judge of the Commis-
sion’s motion to participate. These 19 proceedings involved 28 com-
panies (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 proceedings 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, classifics these debtors, together with their
assets and indebtedness, according to their respective industries, and
‘appendix table 16, part 2 distributes them according to the size of
their respective indebtedness. ; ’ .
Upon becoming a party to a reorganization, the Commission imme-
diately begins to obtain and analyze all available information concern-
ing the debtor and its affairs. It assembles essential information with
regard to the physical and financial condition of the company, its past.
operating performance, the reasons for its financial difficulties, the
quality of its management, and the approximate value of its properties. -
This information is obtained from severalsources: 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 and on appropriate occasions, fileslegal and analyt-
ical memoranda In support of its views with respect to the various
problems arising in the proceeding. Of equal, if not greater, importance
however, is the regular participation by the Commission’s 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 attén-
tion of the parties, which they had not previously considered, 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 value
in expediting the proceeding.
- There is & multitude of diverse questions with which the Commis-
sion 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 has the duty of exam-
ining into the history of the debtor, ascertaining its financial and
managerial problems and future prospects, and formulating the plan of
reorganization. In addition, such trustees bear the primary respon-
sibility for the operation of the-business during the reorganization
.period. It is therefore obvious that the success of the reorganization
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depends largely upon the thoroughness and sklll with whlch he
performs his duties.

- Without in any way usurpmg the functions or controlling the activ-
ities of the trustee' the Commission is able to be of-considerable
assistance 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 reorganizations,
the statute prescribes certain standards of disinterestedness which
must be met by trustees appointed under Chapter X. In the light
of these standards the Commission carefully examines the qualifica-
tions of trustees. In several cases sufficient evidence of conflicting
interests was developed to warrant an appearance by the Commis-
sion before the judge for the purpose of urging the removal of trustees.
In most of these cases the trustecs either resighed or were removed
by the Court after hearing.

Under the statute the Court can, in unusual cases, designate as an ad-
ditional trustee an officer, dlrector or employce of the debtor, but only
for the purpose of assisting in_the operation of the business. The
Commission has urged that this should be done only.in the exceptional
case and has, in several instances, taken the position that-the appoint-
ment of an additional trustee was unnecessary. The Commission has
also undertaken to prevent the encroachment by the additional trustee
upon the functions of the disinterested trustece. For example, the
Commission successfully objected to the participation by the addi-
tional trustee, in one case, in the preparation of the Trusteé’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 business was upheld. Although the’ additional
trustes may be a membor of the old management, the Commission has
urged that such.appointees be frec 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
procecedings for the reorganization of Realty Assocwtes Secumtws
Corporation.!

The Commission has at a,ll times urged full comphance 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 financial
condition of the debtor, the operation of its business and the desirabil-
ity of the continuance thereof. It is felt that such reports are nce-
essary not only to enable the security holders to make suggestions for
a plan but also to give them the necessary information for determining
the desirability of accepting proposed plans. The Commission’s staff
has often consulted with trustees upon problems arising in connection
with the preparation of such reports and has been able to provide
trustees with information useful in carrying out their duties. For
example, as the result of its experience in reorganizations the Commis-
sion has been in a position to offer-advice to trustees and to courts oh
such matters as the scope of the investigation to be made by the mde-
pendent trustees or by accountants hired by them. ~

The importance of a-thorough investigation by the trustee is mani-

! Meredith et al-v. Thrallset al., 144 F. (2d) 473 (O. O. A. 24, July 13, 1944); certiorari denied, October 23, 1944.
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fest 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 Corp.
the Commission urged that a more detailed investigation of possible
causes of action against the former management be made. , On appeal
the Circuit Court of Appeals for the Fourth Circuit sustained this
position.? -The Circuit Court also held that the possibility that
statutes of limitations might be pleaded as a defense to suits brought
by the trustees was not sufficient ground for denying the requested
investigation since an examination might disclose facts which would
prevent the running of the statutes, suit might be brought in a Federal -
court of equity where it i3 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 investi-
gation ought not to be deniéd 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 seeking re-
organization and had a vital interest mn 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 snd recognized the responsibilities of a reorganization
trustee to make a thorough cxamination of the financial worth of an
individual who was a personal guarantor of the debtor’s bonds and
who apparently was also indebted directly to the debtor.®? 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 re-

lating to possible causes of action for mismanagement, 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 benefited through: the disallowance or reduction .
of claims or the recovery of substantial sums through suit or compro-
mise. . .
Problems Regm;djng Protective Committees and Indenture Trustees

. The Commission has cousistently been alert to secure compliance
with the provisions of the statute which require disclosure by com-
mittees and indenture trustees of relevant information concerning
their appointment, affiliations and security transactions. Early in its
participation in Chapter X proceedings the Commission advanced the
position in the courts that formal intervention in Chapter X pro-
ceedings 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 * and In the Matter of The Philadelphia &
Reading Coal & Iron Company.’ :
In. connection with the activities -of protective committees the
- 3 Commuttee for Holders of Central States Electric Corporation 7% Cumulative Preferred Stock v. Kent et al.,
143 F. (2d) 684 (C. C. A. 4th, June 12, 1944), i ) )
3 I'n the Matter of South State Street Ruilrling Corporation, 105 F. (2d) 680 (C.'C. A. 7th, July 13, 1939).

4125 F. (2d) 542 (C. C. A. 2d, Jan. 22, 1942
6105 F. (2d) 354 (C. C. A. 3d, June 30, 1939).
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Commission was particularly concerned with the problem of the
solicitation of assents of security holders to plans of reorganization
prior to approval <of "such plan§ by ‘the courts: The Pprovisions of
Chapter X were designed to assure to creditors and stockholders the
information essential to the exercise of an informed judgment con-
cerning 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. Ac-.
cordingly, the Commission in a number of cases objected to solicita-
tions prior to the Court’s consideration and approval of a plan. Like-
wise, the Commission has taken the position that'a security holder
retains the right to accept or reject a plan of reorganization in accord-
-ance 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 agrecement giving the committee the right
to accept a plan of reorganization on behalf of the security holder.

Procedural Matters, Notices to and. Communications With Security Holders

The Commission 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 example, the Commission has had frequent occasion to call
attention to noncompliance with provisions regarding notice to the
parties entitled thereto. Most of the time, a conference with the
partics was sufficient to disposc of the questlon In other cases,. it
was necessary to present a formal motion to the Court.

The Commission has also beén interested.in procedural matters
when it felt that the reorganization. process would be expedited as
the result of its suggestions. Thus, the Commission was instrumental
in securing the transfer of the plocecdmgs for the Associated Gas and
Electric Co. and the Associated Gas and Electric Corp. from the district
where the petition -was. filed to a district in which the proceedings
might be handled with greater efficiency and economy because the
:inmn offices and sources of information were -present in the latter

istrict.

.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. 1mp0undmg
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 made
available without restriction in the interest of frée 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.® The question
of impounding lists of security holders was also presented in the
Associated Gas and Electric Company c¢ase. In that case, where
there were over 200,000 security holders, known' to be largely Inex-
perienced investors ‘who had beeri induced to buy and exchange
securities :through: high-pressure sales methods; the problem was to
keep the lists of security holders accessible for proper ends while at
the same time preventing use of these lists for objectionable purposes.

8 Delatour et al. v. Meredith et al., 144 F. (2d) 594 (C. C. A. 2d, July 21, 1944).
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" The Commission took an active part in working out-a solution which,
while providing for impounding of the lists, made them available
for inspection by proper persons and prov1ded 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 secking to represent their interests. . Thus, in the case of
The. Penfield Distilling Company where a “committee” solicited au-
thorizations and obtained funds from stockholders by means of
fraudulent representations, the Commission petitioned for an injunc-
tion and accounting and the district court granted the petition.
Upon appeal the Circuit Court of Appeals for the Sixth Circuit
affirmed without opinion.’

Activities With Respect to Allowances

The Commission has taken an active part in the matter of allow-
ances to the various parties for services renderced and expenses incurred
in the proceeding. In making allowances the courts seck to protect
the estate from exorbitant charges, while at the same time providing
equitable treatment to the applicants for allowances. The Com-
mission has been able to provide cons1derab1e assmtunce to the courts
in this matter.

The Commlssxon itself receives no allowances from cstates in reor-
ganization and is able to present a wholly disinterested and impartial
view. The Commission has consistently tried to secure a limitation
of the total compensation to an amount which the estate can feasibly
pay. In each case the Commission also makes a careful study of the
applications of the various parties to the end that unneccessary dupli-
cation of services shall not be recompensed and that compensation
shall be allocated on the basis of the work done by each claimant and

his relative contribution to the administration of the estate and the

formulation of a plan. . With these 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 activities of the various parties
and all significant developments in the proceedings; im other cases
where it has entered the procceding at an advanced stage the Com-
mission may undertake to advise the court generally as to the reason-
ableness of the requested amounts.

The Commission participated in many appeals concerning allow-
ances where important questions were involved.: Illustrative of this
phase of the Commission’s: work are cases involving Section 249 of
Chapter X. 1In Otis & Company v. Insurance Building Corporation,?
the Court held, sustaining the position advocated by the Commission,
that Section 249 bars any compensation to a person acting in a repre-~
sentative capacity in the proceeding who had purchased or sold
securities 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 ds to remove the bar. In In re Moun-

tain States Power Co.,? the court held that Section 249 merely codified

existing law and that the principle enunciated therein was applicable to-
'tIn the Matter of Penfield Distilling Company, decided June 27, 1940; petition for rehearing denied, Novem-

bers, 1
4110F (Zd) 333 (C. C. A. 1st, Mar. 15, 1940),
¢ 118 F. (2d) 405 (C. C. A. 34, Mar 5, 1941) .

\
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a Section 77B proceeding. This was the position taken by the Com-
mission. In re Reynolds Investing Company *° involved the question
whether a person who had violated Section 249°was barred from
allowance of compensation for services rendered subsequently in a
representative capacity which was assumed after the transactions 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 Cosgrove-Mechan
" Coal Corporation et al.,"* the court upheld the contention of the Com-
mission that Scction 249 applies to a person who traded in the
debtor’s securities prior to the reorganization proceeding while. he was
a member of a bondholders’ committee.

INSTITUTION OF CHAPTER X PROCEEDINGS

The Commission has striven for a liberal interpretation of the provi-
sions of the Bankruptcy Actso that the benefits of Chapter X may be
made fully available to sccurity holders in accordance with the spirit
and intent of the statute. For example, in Brooklyn Trust Company
v. R. A. Security Holdings, Inc.,'® the Commission urged that Congress
intended to give persons holding claims against the property of the
debtor, as distinguished from claims against the debtor itsclf, 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:
nullified by an improper resort by a corporation to proceedings under'
Chapter XI arose soon after Chapter X became cffective. It was the
Commission’s opinion that only thé provisions of Chapter X were
properly available for the reorganization of corporations with securi-
ties in the hands of the public and that Chapter XI 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 arrange-
ment under Chapter XTI filed by the United States Realty & Improve--
ment Co., 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 debtor’s petition and to dismiss the proceeding. Upon appeal,® -
the United States Supreme Court sustained the position of the Com-
mission, holding that since the provisions of Chaptér XI were not
adequate to secure to public investors the safeguards necessary for-
the consummation of a fair, equitable, and feasible plan of reorgan-
ization and since the provisions of the Bankruptcy Act contemplated .
that the rcorganization 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 1t were so inclined,
to the initiation of .a proceeding under Chapter X. The Supreme-
Court also held that the order permitting the Commission to intervene

10130 F- (2d) 60 (C. C. A. 3d, Aug. 3, 1942). ‘

11136 F. (2d) 3 (C. C. A. 3d, May 24, 1943) as amended on denial of rehearing June 17, 1943; certiorari
denied, October 25, 1943, ' B - s -

12134 F, (2d) 164 (C. C. A. 2d, Mar. 4, 1043). -

18 Securities and Ezchange Commission v: United States Really and Improvement Company, 310 U. 8. 434 |
(May 27, 1940). !
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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 Supreme Court
upheld 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 revers-
ing the approval of the debtor’s petition upon the ground that the
debtor had not sustained the burden of establishing its need for relief
under. Chapter X (Sec. 130) and the existence of good faith.in filing
the petition (Sec. 146)."* Sims v. Fidelity Assurance Association '®
also involved the question as-to whether the debtor’s petition had
been filed in good faith. The Commission urged approval of the
debtor’s 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 because it was unrcasonable to expect that a
plan of reorganization could be effected.

In another case the Commission filed a brief as amicus curige in
" which it urged that the distriet court was in error when it required a
debtor to file a plan of reorganization and prove its ability to consum-
‘mate this plan as a prerequisite to-approval of the petition. The cir-
cuit court ruled that the district court had applied an crroneous test
of good faith and reversed the order dismissing the petition.' ;

PLANS OF REORGANIZATION UNDER CHAPTER X

The ultimate objective of a reorganization is the formulation and
consummation of a fair and feasible plan of reorganization. Accord-
ingly, the most important function of the Commission under Chapter
X is to aid the courts in achieving this objective. .

Fairness

In appraising 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 contractual 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 reorganization 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 reorgani-
zation purposes is primarily an appropriate capitalization of reason-
,ably prospective earnings. . K

These principles as to the recognition of priorities and as to valua-
tion are now firmly established as a result of the Supreme Court
decisions’ in Case v. Los Angeles -Lumber Products Co., Ltd." and

14 Marine Harbor Properties, Inc. v. Manufacturers Trust Company, 317 U. S, 78 (Nov. 9, 1842),

15318 U. 8, 608 (Apr. 5, 1943) -

18 In re Julius Roehrs Compa"ny, 115 F. (2d) 723 (C. C. A. 3d, Nov. 14, 1940). .
17 308 U. 8. 106 (1939). . X .
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Consolidated Rock Products Co. v." DuBois™® in which the Court sus-
tained the positions urged in briefs filed on behalf of the Commission
- as amicus curiae. : : .
In connection with the fairness of plans, the Commission 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
public investors.  Similarly, the Commission has been interested in
situations where 4 person owing fiduciary obligations has purchased
claims against the debtor or has engaged in conduct adverse to the
interests of the estate and where these activities require that the
fiduciary be limited to the cost of his claims, thereby preventing him
from profiting by his conduct. A Because of the importance and sig-.
nificance of these questions the Commission has made a careful
study of the facts in situations where they arise and on various occa-
sions has urged that the principles of subordination or limitation to
cost be applied in favor of the public investors. ,
Feasibility -~ .
Although the representatives of security holders frequently regard
the fairness of the plan as their principal concern, the provisions of
the statute and the protection of investors’ interests require also.that
the plan be feasible. To befeasible, a' reorganization must be eco-
nomically sound and workable. It must not hamper future operations
or lead to another reorganization. The extent to which current
reorganizations are attributable to lack of feasibility in previous reor-
ganizations is indicated by the fact that numerous Chapter X pro-
ceedings involved companies which had alrecady undergone reorgani-
zation In equity receivership proceedings or under Section 77B of
the Bankruptcy Act: In order to avoid a similar record as to Chapter
X cases 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 particularly
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 re-
quirements, and the effect of the new capitalization upon the com-
pany’s prospective credit. ,
In recent years the Commission has encountered difficulties because
the parties are disposed to base values and capital structurcs upon
inflated war ecarnings, ‘cither because they overlook the extent to
which .earnings are mflated or hope such carnings will continue long
enough to permit debt to be scaled down to manageable proportions.
Another obstacle to the formulation of feasible plans in the current
period of high tax rates, is the reluctance of investors to scale down
debt and thereby lose the deduction for interest payments. '

Consummation of Plan

The Commission also gives its attention to the drafting and prep-
aration of corporate charters, bylaws, trust indentures, and other
instruments which are to govern the internal structure of the reorgan-
ized debtor. The Commission has striven to obtain the inclusion ,
of various provisions in these instruments which will assure to the

183127, 8. 510 (1641).
72024—45——11
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investors a maximum of protection, 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 circum-
stances 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 Commission 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 connection with a proceeding involving significant problems
and a relatively large company in which the investing public has a
substantial interest. Approximately 20 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 reorganization under consider-
ation 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 proceeding, the attorneys
representing the Commission are concerned primarily with getting
into the record sufficient 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 indicating in detail the extent to which, in the
opinion of the Commission, it mecets, 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 security holders
for acceptance or rejection 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. The 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. .





