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The question of reguleting the sale of interests
in o1l or gas rights 1s of coxzpsrative recent ori ir end
oresents meny new snd interesting problems. Thet tlere ere
such problems 1s evidenced by the fsct that of tle 47 states
which have enacted legislstion to regulate the ssle of
securities, only 8, in defining tre types of securities cov-
ered by the respective atatutes, heve fsiled tc mention oll
and ges leases or interests. Thua, st the present tlne,
there are 39 ststes definitely declaring such interests to
be securities.

The rapid and spectaculsr development of tre oil
industry has had the tendency to center the interest of tre
investing public upon the proflit possibillties of oill invest-
menta, A8 a result, in the pest few years tlhere Las been s
msrked increase in the number of persona dealing snd Investing
in this type of security. For exsuple, 1t 1s estiasted tret
during the psast fiscsl year oll royslties and kindred securlties
velued at scproximately #20,000,000 were offered for ssle in
interstate commerce., It is thus epparert thet trecnssctiors
in such securities sre no longer, es in the pazt, confined
to locslized aress adjacent to oll production,tut heve sprcad
over the seversl states and, in wmany instsnces, ere beyond
the effective control of locsl regulations Therefore, the
Securities sct of 1933 and the Genersl Rules and Feguletions

promulgated thereunder are of prlmery imnortence in the
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reguletion of such trenssctions. By thls I do not wish
to infer thet the Securities Act 1s in derozestion of any
stste Blue Sky Law. To the contrery, the Securities -ct 1s
complementary to such strte stetutes., In fect, en intention
to thst effect is expressly ssserted in Section 1: of tlre
Aot. Becsuse of this intimste end direct relstionskin he-
tween these lsws snd their mutusl objectives, 1t woul?d sroeer
that & discussion of the sppliceticn of the lecurities tct
and the actlon which the Securities snd Exchesnge Jommissgion
hes teken under its suthority in connection with such metters
18 in order before this conventlon.

The express purpose of the “ecurities rct of 1932
is to provide & full end fair disclosure o¢f the chesracter of
securitlies sold in 1nterstste and forelgn commerce and through
the malls snd to prevent frsuds in the ssle thereof., However,
it should be noted that, unlike some of the stete Blue <ky
Laws, the Securlitles snd Exchange Commission, whicl. is the
agency charged with the administrstion snd enforcement of this
Act, may not passs upon the merits of, or give svorcvel to,
eny securlty. Therefore, to sccouwpllsh 1ts purvnose, cSection &
of the Act requirea that every lszsue of securitles, with the
exception of those exempted by re:sson of Sections 3I(s) &nd 4,
to be offered for asle to the public throuzh the meils or by
any measns or instruments of trsnsportstion or communicetlon
in interstste commerce, must first be registered with the

Securities snd Fxchenge Commission. OSuch reglstrstion ls
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accomplished by filing with the Commission s reglstretion
stetement which containas, 1n condensed snd sumusrized form,
certain fectusl dete end pertinent informetion necesssry for
e full disclosure of the character of securities to be offered.
In eddition to the exemptions orovided by the stsetute
1tself, the Commission hes, pursusnt to the authority zrented
it by Section 3(b) of the ‘ct, sdopted rules and reguletlions
whereby, beceuse of the small emount involved or limited cher-
acter of the public offeriny, certsin cleasses of securities
are exempted from the reglstrastion provisions of the fct upon
compliance with certain specified conditlons. <uch exeamntions
are, however, limited by & provision that no 1ssue of securi-
ties shall be so exempted where the aggregate amount of the
public offering exceeds #100,000. Inesmuck se the mejority
of issues involving oil or gaes rights ere less then *100,000,
I shaell devote my remaerks primerily to the hules end ERegulastions
adopted by the Commission which are epplicable to such interests.
Offerings of interests of the type under dlscusalon
may be grouped in three generasl clessificetions; nemely, (1)
fractional undivided interests in oil or ges rizhts (wrich
include oil royelties); {(2) certificates of Interest in s
trust or unincorporeted associstion, the assets of which
primerily consist of oll or gas lessehold interests or rights
or fractionel undivided interests in oll or gss rigzhts; and

(3) assignments of subdivided portions of oll ané gss lesses.
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As originally enszcted, the Securlities rct diad
not specifically define deeded o0il rcyslties. fs ¢ result,
there were meny who questioned whether it wes the inrtention
of Congress st the time of the enactment of the Stetute to
include 01l royalties within 1ts scope. This contention
was msde regsrdless of the fasct that the courts in :rost furis-
dictions hed upheld the clessification of such interests =8 =
security. In 1934, however, Congress, to dlepel eny doutt,
emended the Act by apecificelly defining "eny frectienel un-
divided interest in oll, ges, or other minersl ri_rte" sc =
gsecurlty. &ince the effective date of thet emendment, there
cen be no doubt that this type of iInterest in oll or g=as
rights, if offered through tke meils or by eny wmeans or in-
struments of transportetlon or communicetion in interctete
commerce, iz subject to the Act. Therefore, every person cf=-
fering to sell royalty interests, with the exceontion of cer-
tein expressly exempted transactlions, must either register
the offered securities with the Commlssion or obtein an
exemption from reglstration by reesson of co.-rliance with
Reguletion B. This is the Feguletion under which most issues
of o1l royelties ere offered. It prescribes the terms rcnd
conditions to be fulfilled in order to obt«in en exearvtion
from registretion for frectionsl undivided interests in oil
or gas rlghts as defined in Fule 300 therecof, In substence,
this Regulation provides sn exemption from reglstretion for

landowners' royalty interests, overriding royalty interests,
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participating royalty interests, working interssts, snd
04l and gas payments. Among other things, to dbtnin\

this oxanpﬁ&on,’it is required that en offering sheet on
the prescribed schedule shall be filed with the Commission
prior to its use and thet a copy, &s filed, be delivered
to the purchaser at the time of the initial offer to sell
any security for which an exemption is sought under sesld
Regulation, and that sales shall be rapértod to the Comw
mission on the appropriste form not later than fifteen
days after the coneclusion of the contract of sale,

In the oycnt it 18 found that the offering
phest filed 1a 1naeaplaé; or inacourate in any material
respect, or includes an ﬁngruc statoment of o material
faet or omits to state any;mnterinl faot nsoesiirf to
make the statements therein contained not misleading,
or £4ils to comply with any of the reguiremente of
Regulation B, the Comuission may, within 7 days after
the date upon which the offering sheet was filed, entor"
an order temporarily suspending the effeotiveness of the
riling pending & finhl hearing therecn, If the effec-
tiveness of the offo?ing sheet is suspended, the person
making the filing may do one or'tvo th&nat ~- he may
request permisaien;of the Commission to withdraw the
‘offering shest, which request is, in the usual course

of events, granted, provided none of the securities




described tlereln hus been solc, or he vey un.ertale to
amenc the offering sheet to cure tle welects citew as
grounds for the suapcusion. If witharawn, tre offering
steet 1=, or course, decred never to heve beccne el ecw
tive; if amended, neither the offeorin; sheet nor tle
amendment becomes effective for any rurrcse wlatever
until the Comrilsslion 80 orders asnd ives notlce to tlsat
effect,

In adécition, the kerulatlen provides thet
tho purehaser is entitlsd to demand and receive satis-
factory evidence of title to the interest purc! ased,
and 1t 1s oblipatory upon trhe person mekin- tihe sale
to deliver to the purchaser such satisfactcry evicence
of title prior to the makins of any contract of ssle
with and prior to the payment of any part of the cocn-
siceration by the purchmser. There 1s, Lowever, no rigld
requirement as to the character or type or evidence of
title whiclk pust be submitted.

One of tle most difficult probless in rerulsting
01l royalty transactione has ariszen in connectica with
the use of estimstions of recoveratle cil whicl, in toc
many instences, have srossly exsp-erated ti:e mnount of
0il underlyins the tract and in other respects have been
entirely unreascnable. In attexptin, to sclve tlis

particular problem, the Cormrisasicn hes, under hegulation
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B, provided that an estiraction of recoveratle cil or
fas may or may not ve includeu In an ofrverin. zheet
at the optlion of the person rmaklin~ the Iilin.. 1Ir,
howevesr, such estimaticn of trhe amcunt of o1l or ~us
recoverable from a specific tract or frow an; cther
tract for comparstlive purpcses is used in conrection
with an offer to sell any interest for wlich en exerntion
18 sourht under that Reguleticn, 1t must te Included in
and¢ furnished as a pert of the offerin~ sheet., Otlemslise,
the exemption provided is not avallablec. The use of
mialeadinge estimations of recoveralle oll 1e a practice
whkich can not be condoned. HKeelizine this, the Con=
misslon has accurulated consiaerable data on various oil
properties f{or the purpose of detsrxinings whether any
estimation flled is incomplete, inaccurate, cr mmislead-
inre If 1t 18 founc deficlent in any of tlese respects,
the propsr actlon =« to suspend the eflectiveness of the
filing =« 13 iruwsciately taken, The eflfect of tlis iLule
is self-evident. Any estimetion whicl. rcets tl.e stancarcs
Indirectly fixed by the Rule and which mey be lawfully
used muat be reasconsble as adjudged Ly ortlodox ern; ineer-
ing methods,

It is my understancing tlst ncuc atuts corviesiine
require that before an izsue of procucin. o©il intercsts
mey be gualifiec for sale by then that on ¢stin ticn of

the amount of 01l recoverable from the properties involved
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be flled anu passed upon. In this connectlon, oay

I surrest that the fecurltics and lxcharn; e Cc uilssion
can bve of raterisl assistance in supplyin, tc tle state
cormissioneg information cencernin; a preat many oil
properties ana particularly those located in ti.e ! 1d-
Continent area. Althouch I speak ounly for zyself, and
the views which I express are not necesssrily thLose of
the Comilssicn, I feel quite certaln that, upon reguest,
the Securlties and Lxchange Corrisslon will flecly
furnish any state agency such date as it uzay have avall=-
able.

In regulating the ssle of Interests in uwlat are
corwmenly termed oil rcyalty trusts, the Commission las,
throurls the adoption of Resulstion T, souskt, in so
far as possible uncer the law, te e¢liminate the principal
defects ana ot jectionable features sc corvon in wuny of
the 1ndentures uncder which the”&nterests arc oliercis
These indentures generally vest in the trustec broad
discretionary powers, particularly in rererd to the ssle,
substitution, and encumbrsnce of the unuerlying properties,
and, as a rule, fail to restrict in eny vanncr tle ucgulisi-
tion of the properties frox, or other trsusactions bietween,
the sponsor end the trustee, 4is e result, many of the

5

asseots of an oill royalty trust are acguired by the trustee
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from the sponsor at prices fer in excess of tle cost
price to thre sponsor, In addlticn, tre trustee is very
often directly or indirectly contrclled by tl.e spcnsor
or manager of the trust, Thus 1t is tlrat tre Corrission
has set up certain minimum stancard specifications for
trust indentures in those cases wrere an exewption from
the registraticn provisions of the /lct 1s scourl.t uncer
Rerulation Z-T, Thls Kerulsticn is spplicable to cere
tificetes of Interest or participstion in trusts or
unincorporatedc assoclations, s substantisl portion of

the assets of whiclh consist of 01l or fas leaselicld
interests or rights, or fractionsl unciviued interests

in o1l or jyas richts, where the ar:rerate offerin- price
to the public of such certificates does not exceed
+100,000. The exerption from registration provided by
this Ferulation is eveilable only upon fuliilment of the
conditions set forth therein and, &s in heiulation &,
gspecifies the minicnum of informatlon wrich: rmet ve In-
cluded in the prospectus used in connection with the sale
of securities. To obtsalin such an exemptlion, three coples
of the trust indenture, toretler with tkrec si;ned coples
of the prospectus describing the securities to be ciiereq,
must be filed with the Commission prior to their use,

and a copy of tle prospectus, as fllec, rust Le cellvered
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to the purclraser at the time of tle Initial ¢iter to
sell any int.rest for whicl: an exemption is scu;nt unuer
the Reguleation.

To meset the requlirements of Te mlation _<7, the

“

%

trust indenture must, amons other thin-s, provice tlat
it may be modified or smended only with the written con-
sent of the persons owning not less thun the .ajority of
the ocutstanding certificates, Likewise, tle consent of
the majority of the certiflicate holders must, subject to
certaln exceptions, te obtalned before u«ny sale, assi n-
ment, transfer, conveyence, mortza;e, or slienation of
thie underlying securities nay be effected.

If the truat indenture proviaces f'or ths
recemption of any of the certificates of Intercst, it
mugt further provide that ell certificates outstancing
at the time of eacl rederptlion sisll be rececicd
prepertionately. Thils requirement precluces reuen, tlon
by lot. Although redemption Ly lot is frequently
applied, it is wholly inayproprieste for tie recewption
of certificates in a trust, the sssets of which ere of
a depleting nature., Hedemption by lot, at Lest, is &
matter of chance. rurtlermore, an examlnatlion oi a
great nany truats whose assets are primarily oil
royalties hse indicated an adcitionsl clement ol Lards
ship upon the certificate holcers created by rcucmption

by lot. In meny instances, it has resultec in certailn
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certificate holders recelving; fack their oriinsl invest-
ment plus & stipulsted profit while cthers in tie saie
venture receive only a srmall fracticnal pertien ¢f their
investnent.

Trustees! feeg anc oti.er charges to filuclaries
and sponsors of the trust are 1llmitcd to 7iJ of the _[ross
earnings te the trust for any consecutlive li-iontis porioq,
end each filduclary must te subject to the supervisioun of
some fecernl, state, or territorial banging coim.ission.

The appointment of a trustee subject to overnmental
supervision tends, in some depree, to ploce the assets

of the trust in the hands of an impartial ana Lisinterested
party who 13 not 3o likely to be subject to the domination
and control of the sponsor or nesnager of the {rust.

The offering price of any certificatc of iiterest
is linited to the cost price of the uncerlyin, secuarivies
to the trust, end the mekee~up of each uncerlyiny
securlity acquirecd by the trust from the spornscr tlerecfl

-

18 iinited to 30x over elther the lowest wctusel cost of
such security to any sponsor or tle market value at the
time of ite deposit in the trust, whichever ls lower.
Eegulation BeT ig similer to legulation & in
that 1f it 1s found that the prospectus riled ls ine

corxplete or ineccurste in any meterisl resgect, or



includes any untrue statemernt of a msteriel fect, or
omlts to state any materivl {esct necescary in order to
rake the statements therein contained not mislesdin , or
falls to comply witl eny of the requircments of e ulaticn
N=T, the Cormission may, within 10 dajs efter tle date
upon which tlie prospectus was [iled, enter an order
temporarily suspending thie effectivenesa of the {iling
of such prospsectus, pencins e imul hecrinr thercer. If
he effectiveness of the prospectus ls suspended, the
person meking the filing ray request tlie withcirewsl of
tre prospeetus, or he may uniertuke to amenc tlie prospectus
to cure the defects citeu as grounds Icr the suapenslcn,
Ls I have incicated, most issues ol intercsus
in 011 or pas rizhits subject to the jurisaletlon of the
Securitlies and Exchange Coxmisslon are offerel un'er one
of these exempting recul:uticns whick, 1n secordance wlth
the expressoed purpoges of tiie Securitics .ct, are wesl neu
to require s full é&ilsclosure of the charactor of secu-
ritles offerecd and thus provice a maxiimu: of protection
for the Inveating publice lLowever, exporlonce las s.own
that not only has tre public beneflitted vy conmrlinnce
with these mescsures but that ©il royalty dealorsz in

general are enjoyines improved business o o Lhe e
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forced eliminatiocon of man; unscrupulcus corle



of the unserupulcus have not, Lowevrr, besn elirfinnted,
and thiere are still thoso enrarec in tle sale of cil and
cas interests whose purpcee appears to L¢ evasion rather
than corplisnce with the lawe. Thils attiftude Las regsulted
in the acdoptieon of many plans of promotion whicl, nrior
te the enactment of the Securltisa ict, were not in
reneral usage., Ferhapg the one most commonly employed
at the pregsent time by those whe attemnpt te circumvent
the Act 1s the tpansfer by essinnent of interests in
an oil and pas lease covering specifically deseribed
tracts of land. It 1s, of course, the contention of
those promoters deaslin~ in this type of intercet that,
uncer this method ol operetion, s security is not
involved.

In general, such nromoticns involve the
acquisiticn by the promoter of an o1l anc¢ ras lense
coverins several Liundred acres of lend in “"wildcat®
territory which may or mey not be possibly oil or ras
bearing. Subdivided portions of trhe lesserols coverine
specific tracts In this rajlor block are tlen oflerec for
sale to the public at »rices rreatly in cexcess of tre
cost to the promcter. The mers assi nment of euch
leaseholds in the mejority of inatances liss nc attractive
seles poesidility and sc, tc overcome sules resistance,
the promoter rust perforce use scles litersture of =uch

nature 8 will cistract tic prospective purcluser's
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ettention from the lezse ltsell tc the entire progrew,
particularly tre <rilling sctivities cf the prorvcter.
8 an inducement to the prespective purchasers, various
promises end representations sre nmsde, These, &5 Tou
know, range from the acroitly-worced impliceticn thrt
en investment in tre enterprise will return & 200C,+
prefit to the promise that the ci) wnderlylnys tle trect
has redicinel properties wh.ich wlll cure &1l 1lle,

It is true that such trenrsecticns consist,
in part, of & conveysnce of title to ar oil and ras
lease covering a certain tract of land and that the
purchaser is vested with title to the porticn convered
and is et liberty to develop or market the portion
assi ned at his will, If tlese were the only elemonts
to be considered, the term "security” would, In my
opiniocn, have no applicatiocn. Ctlher factors, Lowever,
aast be considered. As indicated, the promcter, by
collateral égreemsnt or otherwlse, undertalkes to drill
a well on the major block for the purpose of provinc-
the oll bearin: potentialities of the entire iract and,
in this manner, assure profit for all whc invest in the
venture, Ile thus constitutes himeelf ns onz to conduct en

enterprise calculated tc redound to the mmtuel Teneflt and
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profit of sll who purchase lesses in the surrounding acresge
controlled by him. EHEe 8lso often binds himself to sid in
the realization of profit by participants by promises to
meke sn attempt in good fsith to market tre intereats of
purchasers who desire to sell., It ls herdly probebly thst
the individusl purchsser of an oil snd geas leasse on s small
trect invests his money with the view in mind of reslizing
profit from his own efforts. This probability is further
weskened by the fect that the investor, in the majority of
cases, is not st liberty to choose the particulsr interest
to be acquired but must depend upon the issuer to select

it for him. In this manner, the 1ssuer dominetes snd controls
the venture snd in his hands rest the fortunes of the in-
vestors. The apparent purpose of such offerings is to pro-
vide capital to be employed in & highly speculstive enter-
prise, to distribute the burden of finencing es widely as
poasible, and to provide e chence for investors te reslligze
vast profits in event the enterprise meets with success.

The success or fellure of the project 1s largely s matter
within the control of the promoter, and 1if the promoter
should feil to drill end develop the property, it is doubtful
that individusl participants would be capeble of realizing
anything from the venture. It is my opinion that such re-
tention of control in the promoter preventas clessification

of such trenssctions as an ordinary form of bargein and s-=le



and clothes the promoter with the power to control the
realization of profits. The investor can not be considered
to be entirely interested in the purchase or acquisition

of en oll sand gas lease to be individually exploited end,

in the great me jority of such promotions, the conditions

of the trensfer preclude such sn interpretation., Rether,
the plen 18 designed to sttract cepitsl of private investors
who are induced to participste in enticipation of profit to
be aecured through employment of the capitel so obtained by
the promoter for the benefit of esch.

In addition, Congress, in enecting this legisletion,
svidently intended to include all interstete transsctions
which were the legitimate subject of 1ts regulation of the
sale of securities end, in view of its purpose, the terms
"Investment contrect” and "certificstes of interest or per-
ticipation in eny profit-sharing agreement” as used in the
Act in defining a "security" can not be construed nerrowly.
Such has been the uniform holding of the courts that have
construed the Act, and I think it 1s also worthy of note
that simlilar contrects of widely varying content have been
held under many of the state Blue Sky Laws to be securities.

Proceeding on the theory that the promotions of
the type under discussion involve the ssle of s security

within the meaning of the Aet, the Commission has, on three

different occasions, sought to enjoln the sale of leasehold



interests because of the fallure of the 1ssuers to comply
with the provisions of the Securities Act snd, in esch in-
stence, 1t has been successful in obtaining a consént decree.
The measures adopted by the Securitlies end Exchenge
Commission to regulate the sale of oil and ges interests in
interstate commerce pursuant to the power veated in it by
the Securities Act sre, in my opinion, sound, sand the ex-
perience of the past several years has shown that they sre
practical and fair. The Act imposes certain civil 1lisbilities
and also provides for punishment by fine or imprisonment, or
both, for violations of its provisions. Aggressive enforce-~
ment under these provisione has done much tc eliminate the
more objectionsble elements in the oil royslty business and
has, I think, strengthened the better pointe., However, cere-
ful sdministration and aggressive enforcement must continue
if the announced objectives are to be attsined and, 1in this
respect the cooperation of the varlcus state agencies will be
of materiasl essistence in making a success of the progrem 1if
those cases involving non-resident violstors against whom,
a8 a practical matter, it might be difflicult for the state to
enforce the penal provisions of 1its statute are referred to
the Securities and Exchange Commission. I assure you that
full considerstion and cooperstion will be extended by the

Commission in such matters.



