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22, 1940, and Section 216 of the Investment Advisers Act of 1940,
approved August 22, 1940.
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. Chairman.
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Washington, D. C.
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Part 1

ADMINISTRATION OF THE INVESTMENT COMPANY ACT
OF 1940

The Investment Company Act of 1940 requires the registration
of and regulates investment companies, that is, companies engaged
primarily in the business of investing, reinvesting, and trading .in
:securities. Among -Sther things, thg Act requires complete dis-
closure of the finances and the investment policies of these com-
panies, thus insuring to investors full and complete information
with respect to their activities; prevents such companies from
changing the nature of their business or their investment policies
without the approval of the stockholders; prohibits persons guilty
of security frauds from serving as officers and directors of such com-
panies; prevents underwriters, investment bankers, and brokers from
constituting more than a minority of the directors of such com-
panies; requires management contracts in the first instance to be sub-
mitted to security holders for their approval; prohibits transactions
between such companies and their officers and directors and other
insiders except on the approval of the Commission; prohibits the
issuance of senior securities of such companies except in specified
instances; and prohibits pyramiding of such companies and cross
ownership of their securities. The Commission is authorized to
prepare advisory reports upon plans of reorganizations of registered
investment companies upon request of such companies or 25 percent
of their stockholders and to institute proceedings to enjoin such
plans if they are grossly unfair. The Act also requires face-amount
certificate companies to maintain reserves adequate to meet
maturity payments upon their certificates.

ENACTMENT

The Investment Company Act of 1940 (Public No. 768, 76th
Congress) was approved on August 22, 1940, and became generally
effective on November 1, 1940. This legislation was enacted after
extensive hearings before subcommittees of the Banking and Currency
Committee of the Senate and the Interstate and Foreign Commerce
Committee of the House of Representatives. The original bill from
which the statute as enacted was evolved was based upon the Com-
mission’s report and recommendations resulting from its detailed
study of investment companies and investment trusts made pursuant
to the direction of Congress contained in Section 30 of the Public
Utility Holding Company Act of 1935.!

1 For accounts of this study, see previous annual reports of the Commission.
ia .. 1



2 SEVENTH ANNUAL REPORT

Representatives of the investment companies opposed certain
provisions of the original bill and suggested alternative regulatory
provisions. With the approval of the Congressional committees,
concerned, the Commission and the industry endeavored to work out
a compromise measure acceptable to both, and ultimately succeeded
in doing so. It was this comhpromise measure, with certain modifica-
tions, which was enacted into law as the Investment Company Act
of 1940.

The fact that this legislation was endorsed both by the Commission
and the great majority of the persons whom it proposed to regulate
excited considerable comment at the time of its passage 2 and deserves
some mention at this point. The Commission, while of the opinion
that “if you do not have a comprehensive and effective program of
regulation, it is probably better to have none,’’?felt that the com-
promise bill sufficiently carried out the Commission’s major objectives
and accordingly recommended its enactment.* Representatives of
the industry, on their part, conceded that ‘“abuses have existed in the
industry and * * * legislation is necessary to prevent their
continuance,”® and joined in advocating passage of the compromise
bill.

This cooperative relationship between the Commission and the
industry has in general been preserved in the administration of the Act.
The Commission believes that, while adhering scrupulously to the
statute, it has given appropriate weight to the spirit in ‘which it was
conceived. Persons closely associated with the industry have frankly
recognized that the Act is not “a complete cure of all possible evils in
the investment company field,”” but is rather based upon a desire “to
proceed cautiously and experimentally, attempting to prevent the
main abuses which have been known to exist.”

It is probably safe to say that the Investment Company Act of
1940 represents the minimum workable regulation of investment
companies. On the other hand, it does not follow that this minimum
regulation is necessarily inadequate. Thus far the Commission has
had only 8 months’ experience in the administration of the Act.
Further experience will presumably indicate a need for minor amend-
ments and may or may not indicate a need for major amendments.
If and when amendment seems advisable, the Commission has full
power under Section 46 (a) of the Act to make appropriate recom-
mendations to the Congress and will not hesitate to do so.

* Beo 86 Cong. Rec. 14916, 14922, 14924, 15413-14; Senate Banking and Currency Committee, Hearings on
ﬂ‘ 3580, pp. 1110, 1130; House Interstate and Foreign Commerce Committee, Hearings on H. R. 10065, p. 77.
{3 Sgnate Banking and Curréncy Committee, Hearings on S. 3580, p. 133.

4 Senate Banking and Currency Committee, Hearings on 8. 3580, pp.1105-1107; House JInterstate and
JForeign Commerce Committee, Hearings on H. R. 10065, p. 63. [~

§ House Interstate and Foreign Commerce Committes, Hearings on H. R. 10065, pp. 72et seq. - ‘: ¢
4 Beo 26 Wash. U. Law Quarterly 303, 347 (April 1841).



PART I—THE INVESTMENT COMPANY ACT OF 1940 3.
GENERAL NATURE OF ADMINISTRATIVE PROBLEMS

In part, perhaps, because the statute was the result of a com-
promise, but in greater measure because of the diversity of companies
it covers and the intricacy of the problems they preasent, the Invest~
ment Company Act of 1940 is a complex and elaborate piece of legisla-
tion, calling for the use of a great variety of administrative procedures
and techniques. The Act contains flat statutory prohibitions the
violation of which may give rise to either injunctive or criminal
proceedings in the courts; provisionswhich authorize the Commission
to institute injunctive proceedings but the:violation of which is not a
criminal offense; requirements for filing financial and other data with
the Commission, which is then open to public inspection ; requirements
for the transmission of financial and other data to security holders;
provisions authorizing the Commission to render advisory reports to
security holders; provisions authorizing the Commission to adopt
rules and regulations in some circumstances for the purpose of giving
content to statutory prohibitions which would otherwise be inopera-~
tive and in other eircumstances for the purpose of relaxing statutory
prohibitions which would otherwise obtain; provisions for adminis-
trative orders in proceedings initiated in some cases by the Commission
and in other cases by the companies or persons affected ; and provisions
for the further study of certain aspects of investment company
operations. Fortunately, most of these procedures have been em-
ployed in the same or a comparable form in one or more of the statutes
already administered by the Commission, so that no serious diffi-
culties have been encountered in fitting the administration of the new
Act into the framework of the Commission’s previous practice.

For the purpose of administering the Investment Company Act
of 1940 (together with the Investment Advisers Act of 1940), the
. Commission created a new division of the staff, the Investment
Company Division. The organization and functions of the new
division are generally similar to those of the older divisions of the
Commission.

. “The principal problems faced by the Commission during the first
¢ight months of its administration of the Act can conveniently be
grouped into seven categories, namely, (1) determining which com-
panies are investment companies subject to the Act and which are
not investment companies or are entitled to exemption; (2) the
classification of companies subject to the Act; (3) prescribing the
information to be filed with the Commission and that to be trans-
mitted to security holders; (4) the administration and enforcement of
those provisions of the Act which regulate the relationships and trans-
-actions of persons  who atevaffiliated with investment companies;
(5) matters relating to'the distribution, redemption, and repurchase
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of securities issued by management companies; (6) reorganizations of
investment companies; and (7) the treatment accorded certain
special types of companies, such as unit investment trusts, periodic
payment plans, and face-amount certificate companies.

THE “INVESTMENT COMPANY’”’ CONCEPT

Although the terms “investment company’’ and “investment trust’”’
have been part of the language of the financial community for some
time, a definition precise enough to distinguish them sharply from
holding companies on the one hand and operating companies on the
other did not exist prior to the enactment of the Investment Company
Act of 1940. The distinctive feature of the Act in this connection is
its use of a quantitative or statistical definition, expressed in terms
of the portion of a company’s assets which are investment securities.
Thus the statute provides, inter alia, that & company is an “invest-
ment company’’ if it is engaged in the business of investing, reinvest-
ing, owning, holding, or trading in securities, and owns investment
securities (defined to exclude securities of majority-owned subsidiaries
and of other investment companies) exceeding 40 percent of its total
assets (exclusive of Government securities and cash items).

With this quanlitative test as a starting point, the statute then
proceeds to carve out exceptions. Certain types of companies are
excluded from. the investment company category by express statutory
exceptions. These types include such organizations as banks, insur-
ance companies, savings and loan associations, small loan companies,
public utility holding companies, and charitable corporations. In
addition, the Act provides machinery whereby the Commission may
declare by order upon application that a company, notwithstanding
the quantitative definition, is nevertheless not an investment com-
pany. Thus, companies that believe that the application of the .
quantitative test would unreasonably cause them to be classified as
investment companies are given the opportunity of obtaining admin-
istrative dispensation by showing that they are primarily engaged in
& busmness or businesses other than that of investing, reinvesting,
owning, holding, or trading in securities, either directly or through
majority-owned subsidiaries or through controlled companies con-
ducting similar types of businesses.

The experience of the Commission, during the 8 months the
Act has been in effect, indicates clearly the general feasibility of
working with the definitions of “investment company’ contained in
the Act and the administrative procedures provided in relation to
them. During that time only 27 applications for declarative orders
were filed. Of the applications which have so far been studied,
7 have been withdrawn by the applicants at some stage during
the course of the administrative proceeding. Most of the with-
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drawals resulted from the informal exchange of views with representa-
tives of the particular companies involved. Of the 4 cases which
were formally decided by the Commission prior to the end of the past
fiscal year, all were clear cases for administrative relief, and in each
the order prayed for was granted. It is true that knotty questions
have been raised by some of the applications, but those questions
relate to so few companies that they do not interfere with the effective
regulation of the field as a whole.

EXEMPTION OF COMPANIES FROM THE INVESTMENT COMPANY
ACT OF 1940

Tn additian.ta the provisigns for excluding certain types-of orgamiza-
tions from the concept of “investment company,” the Act contains
certain exemptive provisions applicable to companies which, while
admittedly investment companies, should for one reason or another
be relieved from some or all sections of the Act. Several of these
exemptive provisions are provided by the statute itself, but three
subsections of the Act leave exemption in whole or in part to adminis-
trative determination.

In Section 6 (b) the Commission is directed to exempt by order any
employees’ securities company from the provisions of the Act, to the
extent that such exemption is consistent with certain specified stand-
ards. To date, 7 companies have filed applications for exemption
under this section.” The most important are those applications filed
by 4 investment companies holding funds for the benefit of more than
40,000 employees of General Electric Company. The total assets of
these 4 companies amount to more than $200,000,000.

The disposition of such applications presents many difficult problems
and requires constant use of the Commission’s informal conference
procedure for Section 6 (b), in effect, directs the Commission to study
in detail the history and operations of each such company and to
determine the effect which each section of the Act will have on one or
more aspects of the applicant’s business, After this is done, the
Commission must, in effect, accommodate the Act to the particular
circumstances of the employees’ securities company involved, in the
light of the considerations enumerated in Section 6 (b). This process,
in relation to the applications of the four companies affiliated with
General Electric Company, has almost run its course. Formal hear-
ings have been set, and opinions and orders should be issued in the
near future. The other applications under Section 6 (b) are in some
stage of the same process.
minclude employees’ stock bonus, pension, or profit-sharing trusts which meet the conditions

of Segtion 165 of the Internal Revenue Code, since such trusts are excluded Irom the definition of “investment
cofipany”’by Section's (¢)° (13)!

424232—42——2



<

6 - ' SEVENTH ANNUAL REPORT

Section 6 (d) of the Act directs the exemption by rule or order,
to the extent consistent with the public interest and the protection of
investors, of certain small closed-end investment companies whose
securities are offered intrastate. At the end of the fiscal year the
three applications filed under this section were pending.

The remaining exemptive provision, and in many ways the most
important, is Section 6 (¢) which reads as follows:

“The Commission, by rules and regulations upon its own motion, or by
order upon application, may conditionally or unconditionally exémpt any
person, security, or transaction, or any class or classes of persons, securities,
or transactions, from any provision or provisions of this title or of any rule
or regulation thereunder, if and to the extent that such exemption is neces-
sary or appropriate in the public interest and consistent with the protection
of investors and the purposes fairly intended by the policy and provisions

' of this title.”

Sixty-two applications have been filed seeking orders under this
seetion, of which 20 had been disposed of at the close of the fiscal
year ended June 30, 1941. Many of the applications requested orders
which amounted to little more than the formal expression of minor
administrative determinations. For instance, requests were made for
additional time in which to file with the Commission or to transmit
to-security holders documents and other forms of information; re-
quests, in effect, for stays pending the outcome of proceedings in-
stituted under other provisions of the Act; and requests for temporary’
exemption from specified provisions because of a variety of circum-
stances. For the purposes of such applications, the exemptive power
vested in the Commission has helped to eliminate many small but
irritating inconveniences, particularly those which inevitably occur
during. the period of adjustment to new regulatory law, without
sacrificing substance or principle.

Some of the applications filed under Section 6 (c¢), however, have
requested sweeping substantive exemptions. Such applications
involve considerations in many respects similar to those discussed in
relation to applications filed by employees’ securities companies under

- Section- 6-(b). During the period between the effective date of the
Act and the close of the fiscal year, only one application for complete
exemption from the Act was granted under Section 6 (¢). This order
related to an unusual situation—an investment company created to
hold the assets of the New York agency of a European bank with no
known American investor interest in either the investment company,
the agency, or the bank. The exemption, however, was granted for
only 1 year. -

It will be noted that the exemptive function of the Comm1ss10n may
be exercised fiot only by order on application but also by rule on the
Commission’s own motion. No rules have been adopted under this



PART I—THE INVESTMENT COMPANY ACT OF 1940 7

section giving complete exemption to any class of companies. The
few rules which have been adopted are principally of two types:
procédural rules and rules de minimis:

A typical example of a procedural rule is Rule N-6C-3, which pro-
vides, in effect, that any employees’ securities company which filed
an application under Section 6 (b) of the Act prior to November 15,
1940, is exempt from the provisions of the Act applicable to investment
companies until the Commission has finally determined the applica-

-tion. Such' a rule is, in effect, a stay pendente lite and is comparable to
the procedural orders of exemption to which reference has already
been made.

An example of a rule de minimis is Rule N-15A-1. The Act con-
tains a2 number of provisions regulating investment advisers of invest-
ment companies and the contracts pursuant to which they give their
advice. Among these provisions is & requirement that investment
advisory contracts be approved by the shareholders of the investment,
company concerned. Since the remuneration under such contracts
commonly is as high as one-half of 1 percent of the value of the assets
of the investment company per year, the essential soundness of this
requirement of shareholder approval is obvious. An occasional
company, however, may retain an investmert adviser for special
purposes under an arrangement providing for such small compensation
that to require shareholder approval of the contract would be an

- unnecessarily cumbersome procedure which, instead of protecting the

shareholders in any substantial sense, would merely distract their
attention from more important aspects of the investment company’s
operations.
' Rule N-15A-1 was therefore adopted. It provides, in effect, that
an investment adviser of a registered investment company may act
under a contract which has not been approved by the voting securities
of the registered company in accordance with the provisions of Sec-
tions 15 (a) and (e) if such adviser is not otherwise affiliated either
with the registered company or with a principal - underwriter
thereof; if his compensation eitheris not more than $100 a year or
is not mere -than '$2;500 a year and one-fortieth of 1 percent of
the company’s net assets as determined in accordance with the rule;
and if the aggregate compensation of all investment advisers of such
registered company either is not more than $200 a year or is not more
than one-twentieth of 1 percent of the company’s net assets.

CLASSIFICATION OF INVESTMENT COMPANIES

‘Investmeny, companies are divided by the statute into three classes,
namely, manggement compa.mes unit tivestment trusts, and face-
amount cerfificate companies,
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The management company is the most familiar type of investment
company. Organized as a corporation, association, or business trust,
it normally has a board of directors or trustees who have more or less
freedom in selecting the investments to be made by the company and in
otherwise managing the company’s affairs. -

Management companies are further divided by the Act into closed-
end and open-end companies. The peculiarity of the open-end
company is that it issues redeemable securities, the holders of which
are entitled to withdraw from the company at any time by presenting
their shares and receiving their proportionate value of the then assets
of the company. Ordinarily, an open-end company is continuously
engaged in selling and redeeming its own securities, and this constant
process of sale and redemption presents serious regulatory problems.
Closed-end companies are management companies whose securities
are not redeemsable and which ordinarily are not engaged in the
continuous distribution and redemption of their securities, and which
consequently present problems of a different character.

The statute also subdivides management companies, whether closed-
end or open-end, into diversified and non-diversified companies.
The distinction here is between the company whose investments are
diversified among the securities of numerous issuers and the company
which concentrates its investments in the securities of a few issuers
or in blocks of voting securities which enable it to exercise a controlling
influencein the affairs of the issuer. The statute contains a statistical .
test for determining whether a management company is diversified
or non-diversified.

Unit investment trusts are organizations where portfolio manage-
ment has been entirely eliminated or reduced to a minimum. Char-
acteristically, the holder of a share in a unit investment trust has
merely an undivided interest in a package of specified securities, which
are held by a trustee or custodian. Few, if any, unit trusts are actively
selling their shares today, with the exception of the shares being sold
on a periodic payment basis.

The peculiarities of the face-amount certificate.company are two-
fold. First, it publicly distributes certificates which are not equity
securities representing a fluctuating interest in a fund, but evidence
of indebtedness providing for the payment of a fixed amount at
maturity. Second, these certificates are predominantly sold on a
periodic payment basis, providing for the payment by the holder of a
definite amount at specified periods. In order to give certificate
holders some assurance that they will receive the amount promised
them at maturity, the Act contains elaborate provisions requiring
the setting up of reserves and the deposit by the companies of qualified
investments equal to the reserves. It is the administration of
these reserve requirements, together with supervision of the continuous
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selling in which these companies usually engage, which present the
_principal problems in the regulation of this class of investment
companies.

A proper determination of the classification and subclassification
of an investment company is essential to the administration of the
Act. A number of sections of the Act apply to all companies, regard-
less of classification, but because of the difference in problems pre-
sented by different types of companies, other sections of the Act
relate only to one or two classes of companies, or in some instances
only to a particular subclass of management companies.

INFORMATIONAL REQUIREMENTS

Registration Statements.

The first step in the general scheme of regulation provided by the
Act is the requirement that investment companies shall register with
the Commission. A company registers under the Act by filing with
the Commission a notification of registration. For this purpose the
Commission has prepared Form N-8A, a short form which requires
little more than the identification of the company and its management,
and the classification of investment company within which the regis-
trant considers itself to be. As of June 30, 1941, 436 companies with
total assets of approximately $2,500,000,000 were registered under the
Act. Of these, 11 were registered as face-amount certificate com-
panies, 181 as closed-end management companies, 141 as open-end
management companies, and 81 as unit investment trusts. Twenty-
two companies are of doubtful classification.

The next step in the course of registration is the filing with the
Commission, in secordance with rules, regulations, and forms pro-
mulgated for the purpose, a detailed registration statement containing
complete information regarding the company. Most of the required
information is similar to that required in registration statements filed
under the Securities Act of 1933 and the Securities Exchange Act of
1934. In addition, however, the Investment Company Act of 1940
requires the registration statement to contain a recital of the policy of
the registrant with respect to certain specified subjects, such as
issuing senior securities, borrowing money, engaging in underwriting, ‘/
making loans, or investing in real estate or commodities. These
required statements of policy, which must be as specific as is practi-
cable, constitute one of the keystones of the Act. Once having stated
such a policy in its registration statement, a registrant may not
deviate from it without the consent of a majority of its outstanding
voting securities.

The first form for a detailed registration statement was promul-
gated by the Commission on May 23, 1941. It is designated Form
N-8B-1 and applies to all registered management companies. Tenta-



10 SEVENTH ANNUAL REPORT

tive drafts of the form were submitted to all registered management
companies for their comments and suggestions before the definitive
form was adopted.

Because of the importance of the portion of Form N-8B-1 dealing
with recitals of policy, members of the Commission’s staff have been
made available for conferences with investment companies, prior to
the filing of the registration statement, concerning the problems of the
company in answering the items in that part of the form. A con-
siderable number of such conferences have been held.

In connection with the informational requirements of the Invest-
ment Company Act of 1940, the Congress has directed the Commission
to avoid duplication where reports and statements are also required to
be filed under the Securities Act of 1933 and the Securities Exchange
Act of 1934. That policy has been carried into effect. Thus by rule,
it has been provided that a company may, under proper circumstances,
file copies of Form N-8B-1 in lieu of the annual report for the 1940
fiscal year required under the Securities Exchange Act of 1934.
Similarly, rules have been adopted which are designed to allow com-
panies having statements and reports already on file under the other
Acts to file copies of such statements and reports in lieu of equivalent
data required in Form N-8B-1. The Commission is presently en-
gaged in developing a procedure whereby registration statements
under the Investment Company Act of 1940 and the Securities Ex-
change Act of 1934 may be filed on a single form. Similar steps are
being taken to correlate the information filed under the Investment
Company Act of 1940 with that required for the registration of secur-
ities under the Securities Act of 1933, so that copies of registration
statements and reports filed under the former Act may be used for
the registration of subsequent issues of securities under the latter Act
in lieu of the equivalent information otherwise required.

Forms of registration statements for classes of investment com-
panies other than management companies are in preparation.
Periodic Reports to the Commission.

The Act requires registered investment companies to file annual
reports with the Commission containing such information as is
presently obtained from investment companies filing annual reports
under the Securities Exchange Act of 1934 and, in addition, the
Commission may require semi-annual and quarterly reports in order
to keep current the information contained in registration statements,

The Commission has already adopted a rule requiring annual re-
ports to be filed for each fiscal year after the filing of the registration
statement, and a form is now in preparation for this purpose. It is
the intention of the Commission to promulgate a single form which will
satisfy the requirements of both the Investment Company Act of 1940
and the Securities Exchange Act of 1934.
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Any. action concerning semi-apnual and quarterly reports will

naturally be deferred until the forms for annual reports have been

prepared. However, the Commission has been receiving, as required

by the Act, copies of all periodic reports containing financial state-

ments which are transmitted by registered investment companies to
their security holders.

Reports and Other Information Sent to Security Holders.

Under the Act certain information is required to be transmitted
to stockholders. by registered investment companies at various times-
and under various circumstances. Thus, reports of condition must be
rendered at least semi-annually. This requirement has already been
‘implemented by rules applicable to management companies and to one
type of unit trust. The significance of this requirement cannot be
overestimated, when it is considered in the light of the power given to
the Commission to bring about some standardization in the substance
of information made public, particularly statements of accounts.

Other provisions designed to keep security holders better informed
on matters relating to their investments are likewise important.
When a dividend is paid by a registered company from a source other
than certain types of income, or accumulated income, the payment to
the security holder must be accompanied by a written statement
indicating its source. The Commission has adopted a rule furthering
“this provision and all registered companies are now operating under it.
‘The Act also provides that any solicitation of proxies, authorizations,
and consents of security holders shall be made only in accordance with
the rules of the Commission.®

Financial Requirements.

An especially important part of the informational requirements of
the Investment Company Act of 1940 are those relating to finanecial
statements and accounts. The Act authorizes the Commission to
require a reasonable degree of uniformity in the accounting practices
of investment companies, and work along this line has already been
begun. Meantime, Regulation S-X, which is a compilation of the
accounting requirements of the Commission developed in the adminis-
“tration of the Securities Act of 1933 and the Securities Exchange Act
.of 1934, is being employed under the Investment Company Act of
1940, with appropriate modifications. It has thus been possible to
make provision for full and informative financial data in registration
statements filed under the Act without unduly hastening the Com-
mission’s long-range program for developing uniform accounting
practices in the industry.

" Beo page 232, fnfra.
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AFFILIATED PERSONS

Section 1 of the Act states, among other things, that the national
public interest and the interest of investors are adversely affected—

‘“‘when investment companies are organized, operated, managed, or their
portfolio securities are selected, in the interest of directors, officers, invest-
ment advisers, depositors, or other affiliated persons thereof, in the interest
of underwriters, brokers, or dealers, in the interest of special classes of their
security holders, or in the interest of other investment companies or persons
engaged in other lines of business rather than in the interest of all classes of
such companies’ security holders.”

This declaration is based upon the disclosure of abuses in the
reports of the Commission to the Congress on its study of investment
companies. In order to eliminate such conditions as far as possible
and to insure that the interests of all classes of security holders are
paramount in the operation of investment companies, the Act con-
tains a number of provisions imposing limitations and prohibitions
with respect to the eligibility and activities of -persons affiliated-with
investment companies and the transactions of such afliliated persons
with those companies. It is in relation to these provisions that the
Commission is delegated some of its most important administrative
functions under the Act.

Eligibility of Officers and Directors.

First, there is the provision that a person may not serve as an officer
or director of or perform certain other functions for a registered com-
pany if he has been convicted of certain crimes involving security
transactions, or if by reason of similar misconduct has been enjoined
from specified activities. The Commission is directed to give relief
from those prohibitions under proper circumstances by order upon
application. Fifty applications for such relief have been filed and so
far 10 of them have been granted with regard to affiliated persons of 4
companies. In all of these cases a consent injunction entered into
prior to the énactment of the Investment Company Act of 1940 was
the disqualifying element.

Transactions with Investment Companies.

By far the most important provision concerning the activities of
affiliated persons is that which, with certain exceptions, prohibits any
affiliated person, promoter, or principal underwriter of a registered
company from selling to, or buying or borrowing property from, the
investment company or any company it controls. The prohibition is
supplemented by a provision that the Commission shall exempt by
order upon application any proposed transaction if evidence estab-
lishes that its terms are reasonable and fair and do not involve over-
reaching, and-that it is censistent-with: the-company’s -reeitals : of



PART I—THE INVESTMENT COMPANY ACT OF 1940 13

policy in its registration statement and with the general purposes of
the Act.

From the effective date of the Act to the close of the fiscal year, 12
applications to exempt transactions between affiliated persons and
investment companies.or companies controlled- by them were filed.
During the fiscal year the Commission disposed of 7 of these appli-
cations. The disposition of such applications requires a nice balance
of conflicting factors which points up the need in such cases for the
review of a specialized agency. On the one hand, in most of the
situations resolved, there was the necessity of a speedy determination
because the transactions depended a great deal on security markets.
On the other hand, many of the issues involved in the determination
of fairness were of a complicated nature, requiring the fullest use of
financial experience and a delicate exercise of administrative judgment.

An illustration of the complicated nature of issues presented in
these proceedings can be found in an application of Aviation and
Transportation Corporation. This corporation (hereinafter called
ATCO) controlled The Aviation Corporation (hereinafter called
AVCO) through stock ownership. AVCO proposed to issue additional
stock and to give its existing stockholders preemptive rights to sub-
scribe to such stock at discounts from the market prices. A special
arrangement was to be made with ATCO, so that the latter company
would subseribe not only to the portion of the new issue to which it
was entitled because of its stock ownership in AVCO, but would also
have a commitment to take up a portion of the securities not pur-
chased by the other AVCO stockholders. The remainder of such
securities were to be publicly issued by underwriters, and, to the extent
the underwriters could not dispose of them, ATCO would acquire
them within the limits of its resources. In payment for the shares
ATCO would transfer all its non-cash assets (except its AVCO stock)
at designated values and ‘the difference between the amount due and
the value of the assets to be transferred would be paid in cash. The
nou-cash assets consisted of investment securities. After the con-
summation of the proposed transaction, ATCO, the registered invest-
ment company, intended to dissolve and to distribute in kind to its
security holders all its stock in AVCO—its only remaining non-cash
dsset.. In the proposed group of underwriters who were. to distribute
the securities to the public were persons affiliated with the investment
company, and for their services the underwriting group would, of
course, receive commissions.

This case presented to the Commission the following issues:

(1) Whether the offering price of the securities issued by
AVCO was fair in relation to market values.
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(2) Whether the valuations placed on the assets of ATCO
which were to be exchanged for AVCO secuntles were fair-and
reasonable.

(3) Whether the underwriting fees obtained by the persons
affiliated with ATCO would not result in overreaching on their
part.

(4) Whether the entire transaction, including the proposed
dissolution was within the policies of ATCO and conmstent
with the enumerated purposes of the Act.

All these issues required speedy determination because the trans-'
actions depended to a great extent on market conditions with respect
to the outstanding securities of ATCO and AVCO. The apphcatlon
ultlmately was granted.

* Another case involved different considerations. A company that
was 8 principal underwriter of a registered open-end company applied
for an order permitting it to sell to the investment company certain
securities which it was distributing publicly as a member of a selling
syndicate. The application was the first of its kind, and up to that
time the Commission had not announced its policy in relation to trans-
actions of that general character. The Commission also recognized’
that the circumstances in this case were exceptional and, accordingly,
permitted the consummation of the transaction. The importance of
the case, however, is that the Commission, in its opinion, announced
for future guidance of registered companies that the burden upon an
applicant in any such case to show that a transaction of the kind here
involved is consistent with the purposes of the Act is a heavy one and’
cannot be met merely by proof that the sales price is fair.- ‘

Judicial Sanctions. . .

The provision discussed above, which, in effect, requires persons
aﬁiha.ted with investment companies to obtain peM1sslon of the Com-,
mission in order that they may have certain dealings in money or;
property with such investment companies, is not the only kind of,
control the Congress gave to the Commission over the activities of,
such persons. Another such control is the power vested in the
Commission to seek judicial sanction, i. e., an m]unctwn, aga.mst.‘
any person for gross misconduct or gross abuse of trust in respect
of any registered company that such person serves in any of certain,
designated capacities. In one instance, the Commission believed
that the management of an investment company, with knowledge.
that they intended to dissolve such company, had acquired substanbml
blocks of the company’s preferred stock from the public at a ‘cost
less than the value of that portion of the assets of the compa.ny to
which such stock would be entitled on dissolution. At the suggestion
of the Commission the management agreed to surrender to the com-
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pany the stock they had acquired at & price equivalent to the cost
of such shares to the management. As a result, the remaining
holders of the company’s preferred stock received s substantially
higher proportion of the company’s assets than they would otherwise
have obtained.

Protection Again‘st Tl;éft and Embezzlement.

The Investment Company Act of 1940 has two provisions involving
administrative functions, the purpose of which is to protect investment,
companies from theft and embezzlement by affiliated persons. First,
there is a requirement with respect to the safekeeping of the securities
and investments of such companies; and second, a provision concerning
the bonding of persons connected witih such companies who have
access to securities and funds.

The safekeeping requirement in effect provides that the securities
and similar investments of registered management companies shall
be placed in the custody of a bank or in the custody of brokers who
are members of a national securities exchange subject to rules and
regulations of the Commission. The Commission is also given the
power either by order on application or by rule to permit such
companies to maintain in their own custody their securities and
investments.

Soon after the effective date of the Act, the Commission adopted
rules governing companies whose securities were in the custody of
brokers. These rules require the execution of a written contract
between the registered company and the broker which provide for
physical segregation of the securities, prohibitions against hypothe-
cation of or the creation of liens on such securities, and periodic
examinations of such securities by the company’s public accountants.

‘With regard to the power of the Commission to permit management
companies to retain custody of their securities, 59 applications for
orders were filed. The Commission analyzed these applications,
classified the.various methods ‘employed to protect the securities
maintained in this fashion, and, on the basis of the study, proposed to
the interested companies uniform standards representative of the better
practices as disclosed in the applications. The proposals were dis-
cussed with representatives of the industry and accounting societies,
and submitted to the applicants for their suggestions.®

_.The provision concerning the bonding of persons having access to
the securities and funds of registered management companies author-
izes the Commission to adopt rules in that regard. Such rules are
now in process of preparation.

8 Since the close of the fiscal year, the proposed standards have been revised in the light of the comments
roceived and on July 31, 1941, Rule N-17F-2 embodying them was promulgated.
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Informal Matters under Other Requirements.

The Act contains a group of provisions involving various classes
of persons affiliated with investment companies, which provisions,
by their terms, do not take effect until some time after.the effective
date of the Act. The purpose of the waiting period is to give the
investment companies and the classes of persons concerned an
opportunity to revise their relations to comply with the respective
requirements. Among other things, such revision may require
amendments to charters and bylaws, special meetings of security
holders, and a vote of security holders on & variety of possible matters.

In this group of provisions are the following: that no more than 60
percent of the members of the board of directors of a registered com-
pany shall be investment advisers, affiliated persons of an investment
adviser, or officers or employees of such company; that a registered
company cannot employ as broker or principal underwriter a director
or officer or a person affiliated with a director or officer, unless a
majority of the board of directors are not such persons; that invest-
ment advisers shall serve as such only under a writlen contract with
certain prescribed terms; that neither the charter, certificate of incor-
poration, or bylaws of any registered company shall contain provisions
which purport to protect any director or officer against any liability
to the company or its security holders to which he would otherwise
be subject by reason of willful misfeasance, bad faith, gross negligence,
or reckless disregard of the duties in the conduct of his office; that
investment advisers and underwriters should not be similarly pro-
tected; and that security holders shall ratify the selection of the
independent public accountant.

Various problems have already been raised by companies now in the
process of revising their operations to comply with these provisions
when they become effective. Among those problems is the question
of how far the limitations placed on charters and bylaws prevent
indemnification of directors and officers for liabilities or expenses
resulting from litigation arising out of their activities in connection
with a registered company. The Commission has interpreted the
relevant provision to prohibit such indemnification for expenses and
the amount of any judgment handed down against such persons.
Where suits are seltled, indemnity may be offered only where the
reasonable expenses of prosecuting a case to judgment would exceed
the amount paid in settlement. Without such limitations, the officers
and directors of investment companies would be in a position to shift
from themselves to the security holders whose investments had been
impaired the liability for any loss caused by their misconduct.

DISTRIBUTION, REDEMPTION, AND REPURCHASE OF SECURITIES

Redeemable Securities.
It is the practice of open-end investment companies to sell their
securities at prices based upon the value of their underlying assets and
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to agree to redeem them at prices similarly based. Prior to the enact-
ment of the Act, almost all open-end companies determined the mar-
ket velue of their underlying assets at 8 p. m., the time of the closing
of most stock exchanges on which their portfolios were listed. The
selling price of the shares based on this computation remained fixed
until 3 p. m. of the next day when a new calculation was made. The
effect of this one price system was often damaging to security holders.
For example, if the asset value was $10 a share at 3 p. m. on Monday
and at 12 noon of the next day because of a rise in market values the
asset value was $15 a share, nevertheless the public could purchase
such shares at a price to net the company $10 a share. Under such
circumstances the value of the existing shareholder’s stock would be
" substantially diluted. Moreover,- insiders such as directors-and
officers and underwriters who could obtain shares without payment
of a sales load could purchase them at $10 a share and redeem them
at $15 a share, since the redemption price per share was computed
almost unanimously on the basis of the market value of assets at the
time of the redemption.

The Act seeks to prevent these abuses by providing that any
securities association registered under the Securities Exchange Act
of 1934 may adopt rules setting out methods of computing prices at
which their members may purchase, sell, or redeem open-end securities
and the minimum time that must elapse between purchases and re-
demptions of such securitics. Such associations may also adopt rules
limiting and prescribing the method of computing the commissions
their members may take on transactions in the securities in order to
avoid excessive sales loads. After 1 year from the effective date of
the Act, the power to make rules concerning these matters vests in
the Commission. To the extent that such rules may be inconsistent
with the rules of any registered securities association, the latter will be
superseded. In this manner the Act in effect gave the organized
security dealers a year to work out for themselves the highly com-
plicated and technical problems involved.

The National Association of Securities Dealers, Inc:, an association
vegistered under the Securities Exchange Act of 1934, has already
adopted such regulations. Among other things, the regulations pro-
vide that prices, heretofore computed generally only once a day,
shall be computed twice daily. The effect of this rule is to diminish,
but not to eliminate, possible dilution in the value of the shares of
existing stockholders. Pursuant to the Securities Exchange Act of
1934, the rules of these associations become effective unless the
Commission takes affirmative action with respect to them. In the
instant case the Commission, without indicating approval, allowed
the rules to become effective.
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Closed-end Companies.

Registered closed-end companies are prohibited from purchasing
securities of which they are the issuer, except (1) on national securities
exchanges or other open markets designated by the Commission under
specified circumstances, (2) pursuant to tenders, or (3) under such
other cireumstances as the Commission may permit by rule, regulation,
or order. The primary purpose of this provision is to eliminate
unfair discrimination in these transactions

The Commission has adopted a rule (Rule N-23C-1) as to repur-
chases of sccurities of closed-end companies other than on an ex-
change or by tender which, in effect, permits a registered investment
company to purchase only its most senior security for cash under the
following circumstances: the securities involved are not listed on an
exchange; the seller is not an affiliated person; the purchases do
not exceed more than 1 percent of such securities outstanding; the
securities are bought pursuant to a firm commitment; thse price paid
is not above market or asset value, whichever is lower; the issuer
discloses to the seller the underlying asset value of the subject secur-
ities; no brokerage commission is paid; the purchase is made with-
out discrimination; and if the security is_a stock, notice of intention
to purchase must have been given to the stockholders at large. In
any case the issuer must file reports of its repurchases with the
Commission on Form N-23C-1 provided for that purpose.

During the past year, 17 applications for orders involving special
situations were filed with the Commission. Many of them were with
respect to purchases by investment companies of their own securities
from the British Government. Of the 17 applications filed, 11 were
granted and 6 were pending at the close of the fiscal year. - i

- Although the Act does not expressly impose limitations on repur-
chases by closed-end companies of their own secuntres except for a
requirement of prior notice to shareholders of the company’s intention
to repurchase, such repurchases may be of advantage to the manage-
ment and detrimental to public shareholders. However it has already
been pointed out that the Act confers upon the Commission the power
to seek an injunction of gross abuse of trust by managements. The
existence of this power has enabled the Commission to prevail upon
the management of one investment company to circumscribe repur-
chase of the company’s preferred stock on a stock exchange so as to
prevent the management from gaining an a.dvantage at the expense of
selling shareholders.

In this case the management held a substantial block of the com-
pany’s common stock which had no asset value. Dividends on the
companys preferred stock were passed although, the company legally
was in a financial position to meet the dividend requirements.- In-
stead, the management caused the company to buy substantial blocks
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of the preferred stock on the stock exchange at prices substantially
less than the liquidating value of such stock. This practice tended
ta build up value in the common stock and thus served the interest
of the management. On the other hand, to prevent the company
from repurchasing the preferred stock would result in a substantial
decline in the market value of the stock since the company was vir-
tually the only buyer. After several conferences with the manage-
ment, a plan was worked out which permitted repurchases in sufficient
amount to maintain a satisfactory market for such stock but which
prevented the management from profiting on the repurchases through
an enhancement in. the asset value of the common stock held by the
managément. The plan also required the company to pay out all
current earnings as dividends on the preferrred stock.

1 ¥

" PLANS OF REORGANIZATION

In connection with any reorganization * involving a registered
investment company, the Act provides that copies of all the documents
relevant to the solicitation of proxies, consents, and other type of
action of security holders be filed with or mailed to the Commission.
The Aet also vests in the Commission two functions with reference to
reorganiizations. First, the Commission is authorized, if requested
by any’ participating registered investment company or the holders
of 25 percent of any class of its outstanding securities, to render an
advisory report in respect of the fairness of any plan of reorgamzation
and its effect upon any class or classes of security holders. Second,
it ‘tay seek to enjoin the consummation of any such plan in the courts
oh ‘the ground that-it is grossly unfair or constitutes gross misconduct
or gross abuse of trust on the part of officers, directors, or other speci-
ﬁed persons sponsoring the plan.

' With respect to the first—the power to render advisory reports on
fequestr——two such requests have been received. In both cases ad-
visory reports were prepared and distributed to the interested security
holders. '

The first case mvolved a plan of reorganization proposing the
oonsohdatlon of two investment companies followed by offers of the
consohdated company to exchange its securilies for outstanding
securities of three other mvestment companies which were thereafter
fo - dissolve. The companies involved were Standard Investing

’Corporatmn International Equities Corporation, Central Capital
C‘orporatmn Atlantic Securities Company of Boston, and Beacon
Particlpa,ﬁons ‘Inc. All of these companies were affiliated snd were
the compohent companies in a system of investment companies known
as the Henderson Group Standard Investing Corporation and

» ’I‘he term mclugies among other things a dissolution, merger, consolidation, a sale of a substantial portfon
of assets, and recapitalizations.
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International Equities Corporation were the consolidating companies,
the other three the dissolving companies.

The complicated issues presented by this reorganization can be
indicated merely by pointing out the complex capital structures of
the companies (which created sharp conflicts of interest among the
holders of the various classes of securities) and the types of assets
which had to be valued (as a basis for determining the fairness of the
treatment accorded by the plan to the various security holders). As
to capital structure, Beacon Participations, Inc., had outstanding two
classes of preferred stock and common stock; Atlantic Securities
Company of Boston had outstanding debentures, a preferred stock,
and: 2 common stock; Central Capital Corporation had outstanding
only-common stock; Standard Investing Corporation had outstanding
debentures, preferred stock, and common stock; International
Equities Corporation had outstanding two classes of stock with
different claims against the company’s assets and profits. Various
degrees of cross-ownership and circular-ownership existed among the
companies and all of the companies were controlled by another
company which was not being reorganized.

The underlying assets of these companies, upon_the valuation of
which depended in a large measure the fairness of the treatment
accorded to all the classes of securlty holders mvolved were as
follows: real estate and hotel companies, serylce com,p,ames a com-
pany manufacturing fiber containers, an aviation accessory company,
and diversified investment securities.

After numerous conferences between the management of these
companies and members of the Commission’s staff some features of
the original tentative plan desired by the management were altered.
In the report of the Commission addressed to the security holders, the
plan was carefully explained; the capital structures were outlined; the
methods of evaluating the assets, particularly the assets having no
quoted market values, were discussed; and the effect of the plan on
the. existing rights and privileges of each of.the outstanding.classes-of
securities were analyzed and defined.

It.was indicated .to the security holders that.the Commission did
not recommend or approve the plan. The stated purpose of the
Commission was to assist security holders in exercising their judgment
whether or not to accept the plan of reorganization. It was, however,
the opinion of the Commission that the plan, on the basis of certain
specified assumptions, was sufficiently within the limits of fairness to
justify its submission to the security holders for their consideration.

The second case involved the proposed consolidation of Liberty
Share Corporation and Western New York Securities Corporation.
The situation in this case was simpler. Liberty Share Corporation
had outstanding only one class of stock and its assets consisted chiefly
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of cash, some bank stock, an oil property, and over 30 percent of the
securities of the other consolidating company. Western New York
Securities Corporation, beside cash and some stock of Liberty Share
Corporation, held securities in over 35 different companies. The
chief problems in this case were (1) the determination as to the
reasonableness of the method of computing the relative interests
the security holders of the respective companies were to receive
in the consolidated company and (2) the determination as to the
propriety of the appraised value on the oil property owned by
Liberty Share Corporation. These problems were pointed out to
the security holders in the report of the Commission, which report
contained an analysis of the assets and capitalization of each of the
companies, the plan, and its effect on the rights and privileges of the
outstanding securities.

The function of the Commission in preparing advisory reports for
the assistance of security holders of reorganizing investment com-
panies fills a long-felt need. It enables security holders who often do
not possess great financial knowledge to obtain an impartial analysis
of the effects of a plan of reorganization on their securities, thus
enabling them to arrive at an informed judgment as to the merits of
the plan.

Although the Commission has authority to submit advisory reports
only when requested by the reorganizing company’s management or
by 25 percent of its security holders, the existence of its power to seek
an injunction restraining any grossly unfair plan of reorganization
has resulted in the submission of several plans for informal considera-
tion as to fairness before solicitation of security holder approval.
The need for this type of analysis is particularly acute in the case of
voluntary reorganizations which are at present substantially un-
supervised by any governmental agency, administrative or judicial.

PERIODIC PAYMENT PLAN CERTIFICATES AND UNIT INVESTMENT
TRUSTS

Many investment companies issue periodic payment plan certifi-
cates, that is, a type of investment contract whereby the holder
makes payments on an installment basis and obtains an undivided
interest in certain specified securities or in a unit or fund of securities.”
One of the main problems in relation to the sale of such securities is
the cost to the purchaser, namely, the “‘sales load”. Since these
periodic payment certificates are sold to persons of small means, who
frequently default in their payments, the sales load, if it is deducted in

11 This type of security, representing as it does a participating or equity interest in specified assets should

not be confused with the face amount certificate which represents an unconditional promise of its issuer to
pay aspecified sum at a specified or ascertainable future date and is thus a claun by the holder of the security.

424232-—42——3
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its entirety from the early payments, will result in substantial loss to
those investors whose payments lapse early in the period of the con-
tract.

The Act copes with this problem by providing that the sales load
on such certificates shall not be more than 9 percent of the total pay-
ments. Not more than one-half of this sum may be deducted during
the first year and the balance must be spread propartionately over
the entire period of the contract. However, the Commission is
authorized, upon application or otherwise, to grant qualified exemp-
tions from the sales load requirements to smaller companies whose
operating costs are relatively higher than those of larger companies.
Fourteen applications have been rveceived vequesting such relief.
Seven of them have been joined in one proceeding. In respect of
those seven, the Investment Company Division is contesting the
relief sought on the grounds either that the companies involved are
not smaller companies within the meaning of the Act or that it
does not appear they are subjected to higher costs on that account;
that in either case it is not consistent with the protaction of investors
and the purposes of the Act to grant the applications. Briefs have
been filed and the Commission has heard oral argument on the
cases.!

At the present time the certificates of unit investment trusts are
sold almost entirely to investment companies issuing periodic pay-
ment plan certificates and form the underlying security which the
investor purchases through his periodic payments. The Act desig-
nates the types of financial institutions which may act as trustee for
such trusts, prevents the charging of expenses against such trusts
before they are incurred, and seeks to insure that all of the securities
and other assets of the trusts will be held intact for the benefit of

investors.
FACE-AMOUNT CERTIFICATE COMPANIES

In discussing above the different types of investment companies
under the Investment Company Act of 1940 it was indicated that
among the chief problems presented under the Act by face-amount
certificate companies were those of certificate reserves and of selling
methods. Since January 1, 1941 (the effective date of the Act for
this type of investment company), the efforts of the Commission in
relation to this type of company have been directed mainly to the
enforcement of the reserve requirements and certain related provisions
of the Act pertaining to eligibility of assets, custody of assets, and
certain provisions relating to cash surrender and loan values.

12 On November 6, 1941, the Commission issued its findings and opinion in these proceedings, denying the
applications on the ground that the applicants had failed to show that exemption was necessary or appro-

priate in the public interest and consistent with the protection of investors. American Participations, Inc.,
et al., Investment Company Act Release No. 240,
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Probably the most important of these provisions are those requiring
the establishment of reserve liabilities on an actuarial basis and the
maintenance of eligible assets against such reserves. As the basic
reserve requirement the Act requires a reserve be set wp from each
installment payment in an amount which, improved at the rate of
3% percent compounded annually, will, together with similar amounts
from-all other such payments, equal the face amount of the certificate
at its maturity. Any face-amount certificate company in business
before the effective date of the Act which continues to issue face-
amount certificates thereafter is required to maintain these reserves
not only on the newly issued certificates but on all certificates issued
and outstanding. Additional reserve requirements embrace deficiency
reserves in the case of companies whose effective reserve rate is less
conservative than that required by the Act and reserves against
various kinds of special contract provisions.

The Investment Company Act of 1940 in its application to face-
amount certificate companies thus differs somewhat in concept from
the Act in its application to the more common types of investment
company. A very close resemblance o State statutes regulating life
insurance companies may be noted. It is obvious, therefore, that in
administering these sections of the Act important actuarial questions
arise in addition to the usual legal, accounting, financial, and selling
problems. In its efforts to obtain compliance with these require-
ments the Commission has devoted much time to conferences and
correspondence, much of it of a highly technical nature.

As of the end of the fiscal year there were 11 companies registered
under the Act as face-amount certificate companies. It is impossible
to state with accuracy how many of these companies intend to con-
tinue in active operation, that is to say, to continue selling their face-
amount certificates. The largest company in this field is Investors
Syndicate which had assets on a consolidated basis at the end of the
fiscal year of approximately $176,000,000. This company discontin-
ued the sale of its certificates at or prior to the effective date of the
Act, although it registered and has otherwise indicated its intention
to comply with all the applicable sections of the Act. Thus, Investors
Syndicate is not required to maintain the reserves previously men-
tioned, nor is it required to comply with certain other provisiens since
those requirements pertain only to companies which have engaged in
the public distribution of its securities after the effective date of the
Act. 1Inliev of offering its own securities, Investors Syndicate organ-
1zed a svbsidiary face-amount certificate company—Investors Syn-
dicate of America, Inc.—whose structure and securities were expressly
devised to meet the requirements of the Investment Company Act of
1940 and in particular the provisions of Section 28. Investors Syn-
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dicate acts as the underwriter for its subsidiary in the distribution of
its face-amount certificates and as the manager of its assets.

Fidelity Assurance Association, formerly known as Fidelity In-
vestment Association, likewise discontinued the sale of its face-amount
certificates prior to January 1, 1941, and at the end of the fiscal year
was in reorganization proceedings in the United States District Court
at Charleston, W. Va., under Chapter X of the Bankruptcy Act.
The future activities of this company are, of course, largely dependent
upon the outcome of these proceedings.

A number of companies somewhat smaller than the foregoing com-
panies have registered under the Investment Company Act of 1940
and have also filed registration statements under the Securities Act
of 1933, thus indicating their intention of going forward with their
selling program as soon as they have worked out the technical details
of compliance with the Investment Company Act of 1940 and the
other applicable statutes.

An interesting variant of the face-amount certificate company was
found in a number of States. An insurance company (usually a fire
or casualty company) is organized under State laws and an affiliated
company organized by the promoters of the insurance company. The
affiliated company then offers to the public a face-amount certificate
under the terms of which the purchaser is to pay to the issuing company
$1,200 over a 10-year period in monthly or other periodic install-
ments, on the representation that at the end of the period the
purchaser will receive back in cash the total of his payments to the
company plus a specified number of shares of stock in the insurance
company. These shares, under the plan, are purchased by the face-
amount certificate company out of the earnings on the payments of
the installment purchasers to the face-amount certificate company
which are to be invested in various media. It is urged by these enter-
prises that the plan not only returns all the principal to the investor
but finances the insurance company and secures a wide distribution
of its stock which promotes good will. While 4 such companies regis-
tered under the Act during the fiscal year, no company of this type
has yet revised its structure so that it could comply fully with the
provisions of the Act-and proceed with its selling program. The
sales of 'the securities of all the companies of this type had been
discontinued pending compliance with the Act.

In addition to the 11 face-amount certificate companies registered,
there were perhaps 10 or 15 other companies throughout the country
which had corresponded with or had been discovered by the Com-
mission. With respect to these companies, disposition is being made
of the questions as to their status and compliance.

The assets of the registered face-amount companies amounted
approximately to $215,000,000 at June 30, 1941.
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RULES, REGULATIONS, AND FORMS

Pursuant to the provisions of the Investment Company Act of
1940 the Commission, during the past fiscal year, promulgated general
rules and regulations, together with appropriate forms, as described
below:

Effective Date

Rule N-1___.____ Sets out definition of terms_________________ Nov. 1,1940
Rule N-2________ General requirements of papers and applica- Nov. 1, 1940

tions; authorizations and verifications with

respect to applications; procedure for using

application as evidence.
Rule N-2A-1_____ Pursuant to Section 2 (a) (39), this rule pro- Nov. 1,1940

vides certain alternative methods of comput-

ing values of portfolio securities for the pur-

pose of determining whether a registered

company is a “diversified’’ or “non-diversi-

fied” company and for other specified pur-

poses.
Rule N-2A-2_____ In connection with the valuation of securities Aug. 6, 1941

under Section 2 (a) (39), this rule provides

alternative bases of computation with respect

to the elimination of securities from the

portfolio of an investment company.

Rule N-3________ Formal requirements of amendments to regis- Aug. 6, 1941
tration statements and reports.
Rule N-5B-1_____ Defines the term ‘‘total assets” when used in Aug. 6, 1941

computing the valustion of securities for the
purposes of Sections 5 and 12 of the Act.
Rule N-6C-1_____ Provides a temporary exemption from the re- Nov. 1, 1940
quirements of Sections 26 and 27 upon speci-
fied conditions for certain companies issuing
periodic payment plan certificates. The
exemption terminates on February 15, 1941,
or on disposition of an application filed prior
to that date for an order pursuant to Section
27 (b), whichever is later.
Rule N-6C-2_.___ Provides a temporary exemption for any man- Nov. 1, 1940
agement company which filed, prior to No-
vember 15, 1940, an application for an order
pursuant to Section 17 (f) (3) permitting it
to maintain in its own custody its securities
and similar investments. The exemption
ceases upon final determination of any par-
ticular application. ‘
Rule N-6C-3._.__ Provides a temporary exemption for any em- Nov. 1,1940
ployees’ securities company which applied
prior to November 15, 1940, for an order
pursuant to Section 6 (b), pending the dis-
position of the application.
Rule N-6C—4__.__ Provides a temporary exemption for any com- Nov. 1,1940
pany which applied prior to November 15,
1941, for an order pursuant to Section 6 (d)
pending the disposition of the application.



26 SEVENTH ANNUAL REPORT
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Rule N-6C-5_.___ Exempts from the prohibitions of Section 17 (a8) Nov. 4, 1940
‘;14 any fransaction between a registered com-
'5 pany and affiliated companies or between
- the affiliated companies of the registered
4 ) company if the transaction was approved by

the board of directors of the registered com-
pany prior to the effective date of the Act.
Rule N-6C-6_..__ As amended, provides a temporary exemption Nov. 29, 1940
from Section 19 (dealing with information
to accompany dividend payments) until
o February 28, 1941.
b Rule N-6C-7____. Provides a temporary exemption upon speci- Jan. 2, 1941
P fied conditions from the requirements that
the independent public accountant for a
! registered company must be selected by a
. majority of certain members of the board of
directors, with reference to any selection
J: made up to November 1, 1941.
Rule N-6D-1____ Sets out the type of information which shall be Nov. 1, 1940
included in any application for an order pur-
suant to Section 6 (d) concerning exemp-
tions of small companies selling securities
intrastate. (See discussion, supra at p. 6.)
Rule N-8A-1._____ Prescribes Form N-8A for use as the notifica- Oct. 22, 1940
tion of registration pursuant to Section 8 (a).
(See discussion, supra at p. 9.)
Rule N-8B-1_____ Permits registered companies to file recitals of Feb. 14, 1941
policy under the Act prior to the filing of the
detailed registration statement pursuant to
8 (b).
Rule N-8B-2_____ Prescribes Form N-8B-1 as the form of detailed May 23, 1941
registration statement for management
investment companies. (See discussion,
supra at p. 9.)
Rule N-8C-1_..__ Sets out the circumstances under which infor- May 23, 1941
mation filed pursuant to the Securities Act
of 1933 and the Securities Exchange Act of
‘ 1934 may be used in lieu of information
! otherwise required in Form N-8B-1. (See
discussion, supra at p. 10.)
Rule N-10F-1____ Exempts upon specified conditions certain un- Feb. 26, 1941
derwriting transactions of management
companies which otherwise are prohibited
) unless such companies act as principal un-
i derwriters.
' - Rule N-13A-1___ Sets out certain conditions under which a com- Aug. 6, 1941
; pany registered as non-diversified which had
; temporarily become diversified, may bring
i itself again within the former classification
! without the vote of a majority of its out-
standing voting securities.

£
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Rule:N—15A~—1__-_ Exempts from a requirement of Section 15 (&) May 2, 1941

and (e) (that advisory contracts shall be
approved by a majority of the outstanding
voting securities) any advisory contract of a
person not otherwise affiliated with the regis-
tered company where the fees for such serv-
ice are relatively small. (See discussion,
supra at p. 7.)

Rule1N~17A—1____ Exempts from the prohibitions of Section 17 (a) Feb. 26, 1941

(1) any transaction falling within the pro-
visions of Rule N-10F-1.

Rule N-17F-1____ States the conditions under which registered
management companies may maintain their
portfolio securities and similar investments
in the custody of companies which are mem-
bers of a national securities exchange. (See
discussion, supra at p. 15.)

Rule N-17F-2____ States the conditions under which registered
management companies may maintain in
their own custody their portfolio securities
and similar investments. (See discussion,
supra at p. 15.)

Rule N-19-1___.__ Sets out the information which must accom-
pany dividend payments by management com-
panies to stockholders and methods of deter-
mining the sources from which such pay-
ments are made. (See discussion, supra at
p. 11.)

Rule N-19-2_____ Provides, for the calendar year 1941, a method
of disclosure of the sources of dividend pay-
ments in lieu of that required by N-19-1.

Rule N-20A-1___. Blankets solicitations of proxies, consents, and
authorizations with respect to any security
issued by a registered company under Regu-
lation X-14. (See discussion, supra at p.
11.)

Rule N-23C-1__._ Sets up the conditions under which a registered
closed-end company of a certain type may
repurchase securities it issued where other
methods provided by Section 23 (¢) are not
feasible. It also adopts Form N-23C-1.
(See discussion, supra at p. 18.)

Rule N-30A-1____ Requires, in effect, that annual reports to the
Commission must be filed by registered com-
panies for each fiscal year ending after the
filing of the detailed registration statement.
(See discussion, suprae at p. 10.)

Rule N-30B2-1._ Requires to be filed with the Commission
copies of any reports to stockholders which
contain financial statements. (See discus-
sion, supra at p. 10.)

Nov.

Aug.

Mar.

Mar.

Nov.

Mar.

Jan,

Jan.

1, 1941

15, 1941

1, 1941

1, 1941

1, 1940

4, 1941

2, 1941

2, 1941
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Rule N-30D-1___ Requires reports to be transmitted by regis-
tered management companies to stock-
holders at least semi-annually and prescribes
the information which such reports shall
contain. (See discussion, supra at p. 10.)

Rule N-30D-2___ Requires reports to be transmitted by certain
registered unit trusts to shareholders at
.least semi-annually and prescribes the
information which such reports shall con-
tain. (See discussion, supra at p. 10.)

Rule N-30F-1____ Preseribes Form N-30F-1 for initial statements
of beneficial ownership of securities of regis-
tered closed-end companies to be filed by the
persons specified in Section 30 (f) with cer-
tain exceptions. (See discussion, infra at
p. 235.)

Rule N-30F-2____ Prescribes Form N-30F—2 for statements of
changes in beneficial ownership of securities
of registered closed-end companies to be
filed by the persons required to file Form
N-30F-1. (See discussion, infra at p. 235.)

Rule N-30F-3_._. Exemptsfrom the requirements of Section 30 (f)
securities held by certain classes of persons,
including those held in estates, by guardians
and receivers,

Rule N-45A-1____ Provides that certain information (concerning
the names and addresses of dealers distrib-
uting the securities of a registrant) supplied
by open-end management companies in the
registration statements shall be the subject
of confidential treatment and made avail-
able to the public only under prescribed con-
ditions.

Jan. 2, 1941

Jan. 2, 1941

Nov. 16, 1940

Nov. 16, 1940

Apr. 16, 1941

May 23, 1941
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ADMINISTRATION OF THE INVESTMENT ADVISERS ACT
OF 1940

The Investment Advisers Act of 1940 requires the registration of
investment advisers, that is, persons engaged for compensation in the
business of advising others with respect to securities. The Commis-
sion is empowered to deny or revoke registration of such advisers if
they have been convicted or enjoined because of misconduct in
respect of security transactions. The Act also makes it unlawful for
investment advisers to engage in practices which constitute fraud or
deceit; requires investment advisers to disclose the nature of their
interest in transactions executed for their clients; prohibits profit
sharing arrangements; and in effect prevents assignment of
investment advisory contracts without the elient’s consent.

ENACTMENT AND GENERAL NATURE OF ACT

The Investment Advisers Act of 1940 was enacted on August 22,
1940, largely as a result of the Commission’s study of and report to the
Congress on investment advisory services ! conducted ancillary to its
study of investment trusts and investment companies pursuant to
Section 30 of the Public Utility Holding Company Act of 1935. This
new statute became effective on November 1, 1940. On and after
that date it became unlawful for individuals or organizations to use the
mails or any means or instrumentality of interstate commerce, includ-
ing the facilities of any national securities exchange, in connection with
their business as investment advisers, unless they were effectively
registered with the Securities and Exchange Commission.

The Act covers all individuals, partnerships, corporations, or other
forms of organization which for compensation engage in the business
of advising others, either directly or through publications or writings
as to the value of securities or as to the advisability of investing
in, buying, or selling securities, or who for compensation and as part of
a regular business disseminate analyses or reports concerning securities.
Exempted from the provisions of the Act, however, are newspapers,
magazines, and financial publications of general and regular circulation;
brokers and security dealers whose investment advice is given solely as
an incident of their regular business for which no special fee is charged;
banks; certain bank holding company affiliates; individuals or organi-
zations which give advice solely with reference to securities issued or

1 Report of Commission to Congress on ‘‘Investment Counsel, Investment Management, Investment
Bupervisory, and Investment Advisory Services,” August 1939.
29
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guaranteed by the United States or corporations in which it is
interested; and lawyers, accountants, engineers, and teachers whose
investment advice, if any, is furnished solely incidental to the practice
of their professions.

Exception from the registration requirements of this Act is provided
for: (1) individuals or organizations which act as investment advisers
solely for investment and insurance companies; (2) individuals or
organizations all of the clients of which are residents of the State
in which they do business, provided no advice is given with respect to
securities traded on national securities exchanges; and (3) individuals or
organizations which do not hold themselves out as investment advisers
generally to the public and which have had during the preceding year
less than fifteen clients.

Registered investment advisers are prohibited from employing any
device, scheme, or artifice to defraud any client or prospective client,
or to engage in any transaction, or practice, or course of business
which operates as a fraud or a deceit upon any client or prospective
client. These fraud provisions are similar to those under the Secur-
ities Act of 1933 and the Securities Exchange Act of 1934. Further-
more, if an investment adviser acts as a principal for his own account
in connection with the sale of any security to or purchase of any
security from a client, he must disclose to such client, in writing, the
capacity in which he is acting with respect to such transaction, and
obtain the consent of the client to such transaction.

REGISTRATION OF INVESTMENT ADVISERS

Application for Registration.

During the fiscal year the Commission adopted Form 1-R, the form
to be used by investment advisers in applying for registration with
the Commission. This application for registration requires informa-
tion relating to the form of organization of investment advisers, their
partners, officers, directors, controlling persons, employees, the nature
of their business, the nature and scope of authority with respect to
investment advisory clients’ funds and accounts, and the basis of
compensation for the investment adviser.

Form 1-R was sent to approximately 1,400 persons. Of this num-
ber, 605 were effectively registered as at November 1, 1940. Approx-
imately 250 claimed that they were not encompassed by the Act or
that they were excepted from the registration requirements of the
Act. Between November 2, 1940, and June 30, 1941, 196 additional
persons became registered under the Investment Advisers Act.
On June 12, 1941, the Commission effected a general check-up of the
persons who failed to communicate in any way with the Commission
with respect to their registration applications. As at June 30, 1941,
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the Commission has been able to clarify the records with respect to
approximately 370 additional persons.

The following table sets forth information with respect to the status
of the registration of investment advisers under the Act as at the end
of the fiscal year:

Applications and registrations of investment advisers—Fiscal year ended June 30,

1941
Applications:
Filed e 812
Withdrawn _ _ e 4
Pending . _____ .. __ .ol 6
Registrations:
Effective_ _ _ . e 753
Withdrawn - _ . __ oo 29
Caneelled. __ . . 19
Denied__ . _ e 1

The registrants which withdrew their applications had determined
prior to effective registration to discontinue their activities as invest-
ment advisers. One application was withdrawn at the suggestion of
the Commission. It was found that the registrant in question had
been in the Wisconsin State Prison since 1930 on a charge of assault
with intent to murder and was not subject to parole until 1942,

The largest number of registrants which requested withdrawal of
their effective registration claimed that they had discontinued their
activities as investment advisers. In some cases they had consoli-
dated with other investment adviser firms; in other instances they
entered other employment.

The Commission has by order cancelled the registration of nineteen
firms after finding that they were no longer engaged in investment
‘advisory activities. In some instances, the reason for the cancellation
was due to the fact that the firms were dissolved. In nine cases, the
old firms were succeeded by new investment advisers.

The Commission has authority by the provisions of Section 203 (d)
of the Investment Advisers Act of 1940 to deny registration if an
applicant, within the ten years prior to registration, has been convicted
of a crime in connection with security transactions or if he is enjoined
by a court in connection with a security or financial fraud, or if his
application for registration is materially misleading. In the exercise
of this power, the Commission has denied registration to one invest-
ment adviser. The Commission found that this registrant while
acting as a broker had been enjoined on April 18, 1940, by the Superior
Court of New York from engaging in various acts and practices in
connection with the purchase and sale of securities. He had been
guilty of selling securities at prices which represented a very high
percentage of profit to him. His customers in every case were elderly
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people of modest means, having little knowledge of financial matters,
who relied on the applicant’s knowledge of securities and investments.?

The Commission has excepted by order, pursuant to Section 202 (a)
(11) (¥), the following three institutions from the provisions of the
Act: Marine Midland Group, Inc., First Service Corporation, and
Savings Banks Association of Maine. The Commission found after a
hearing that these institutions were, on the basis of their present
activities, not intended to be encompassed by the Investment Advisers
Act of 1940.

Semi-annual Report of Registered Investment Advisers.

To maintain reasonably current the information contained in the
registration application, the Commission has adopted Form 2-R as
the form for semi-annual reports to be made by all registered invest-
ment advisers. This form is required to be filed with the Commission
by each such investment adviser within 10 days after June 30 and
December 31 of each year. Each registered investment adviser is to
disclose on this form that after an examination of his original applica-
tion he finds either that (1) no changes have been effected in his
business so that no amendments are required to the registration appli-
cation, or (2) that changes were effected so that amendments are
required for items in the original registration application. These
corrections are to be supplied by using those pages of Form 1-R
which include the items that require amendment.

STATISTICS [RELATING TO REGISTERED INVESTMENT ADVISERS

Classification of Registered Investment Advisers.

By date of organization.—The number of investment advisers has
increased steadily in the last 10 years. Significantly, approximately
84 percent of the total number of firms which, as at the end of the
past fiscal year, were effectively registered with the Commission as
investment advisers had commenced their investment advisory
activities since 1930. Seventy-seven firms, the largest number to
commence such activities in any one year, were organized in the year
1940. The following table shows the number of investment advisers
organized during each year.

8 George C. Crowder, 8 SEC 947 (1941), Investment Advisers Act of 1940 Release No. 16.
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Investment Advisers— By year of organization

Date of commencement | Number Annual Date of commencement | Number | Annual
of investment adviser | organized | cumulative of investment adviser | organized |cumulative
activities annually total activities annually total

1 1 8 38
0 1 3 41
0 1 10 51
0 1 1 62
2 3 11 73
1 4 7 80
1 5 10 90
2 7 18 108
0 7 14 122
1 8 <9 151
1 9 52 203
0 9 58 261
1 10 51 312
4 10 44 358
1 1 39 395
0 11 40 435
3 14 57 492
2 16 535
0 16 50 624
2 18 77 701
0 18 52 753
7 25

5 30 753 753

By number of employees and form of organization.—Approximately
50 percent of the investment advisers effectively registered with the
Commission are sole proprietors. The total number of their personnel,
both part time and full time, constitutes only approximately 10 per-
cent of the total personnel of all effectively registered investment
advisers. Six firms, or less than 1 percent of the registered investment
advisers, employ approximately 25 percent of the total personnel
employed by all registered investment advisers. Among these 6 is
1 firm which is engaged exclusively in giving continuous investment
advice on the basis of the individual needs of each client, and employs
173 full time persons. This constitutes the largest full time personnel
of any registered investment adviser. The remaining 5 firms are
engaged in part in selling uniform publications, and employ a large
number of part time personnel. A large proportion of these persons
functions in part as salesmen. Among these 5 firms is included 1
firm of which practically 80 percent of the personnel is employed on 8
part time basis. The following table shows the status of registered
investment adviser firms classified by number of personnel and form
-of organization.
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Sole proprietors Partnerships Corporations Total
mg‘;"ef’; Number Number Number Number
Number of Number of Number of Number of
of firms | parsons | of firms |persons @ of firmsg | persons ¢ of firms |persons s

employed, employed, employed employed
183 183 3 3 10 10 196 196
141 282 10 20 21 42 172 344
44 132 18 54 24 72 86 258
21 84 13 52 17 68 51 204
11 55 10 50 20 100 41 2056
5 30 12 72 16 96 33 198
4 28 8 56 15 105 27 189
1 8 2 16 48 72
2 18 7 63 10 90 19 171
2 20 4 40 10 7 70
5 63 9 120 22 202 36 475

1 18 12 217 9 164 22
0 0 3 87 9 210 12 277

1] 0 11 334 16 551 27
0 0 0 ¢ 7 429 7 429
0 0 0 0 2 181 2 181
0 0 1 173 5 L3 6 1,484
420 921 123 1,337 210 3,779 753 6,037

s Includes sole proprietors, partners, and officers; does not include directors.

By nature of affiliation with other activities.—Approximately 65
percent of the registered investment advisers indicated that they were
engaged in no other activities but that of furnishing investment advice.
However, the remaining investment advisers did indicate that they
engaged in activities other than that of rendering investment advice.
Only approximately 25 percent of the effectively registered invest-
ment advisers are also registered with the Commission as brokers and
dealers.

The table below indicates the range and extent of other activities
engaged in by registered investment advisers.

Other business Number Other business Number

Accountant __ . _______.___________ 9 i| Newssyndieate_______.___.__ . __._.____ 1
Advertising 2 |} Physieist__......_.__. 1
Bank adVISer and agent 2 || Professor and lecturer. _ 6
Broker, dealer, and underwriter 152 blisher 19
Business and estate management 3; i
1 2
2 1
1 4

4
11 274
2 479

2
4 753

1

By method of compensation.—The Investment Advisers Act of 1940
makes it unlawful for registered investment advisers to enter into any
profit-sharing arrangements with their clients on or after the effective
date of the Act. As at Novembér 1, 1940, 60 firms indicated that they
had such profit-sharing agreements with their clients.
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Approximately 35 percent or 283 of the effectively registered invest-
ment adviser firms base their compensation on a percentage of the
value of the funds under their supervision. The average fee is one-
half of 1 percent per year of the value of the funds supervised. In
most of these cases the fee is payable quarterly and usually in advance.
In a few cases an average minimum of approximately $300 is charged.

Approximately 30 percent or 227 of the effectively registered firms
charge 2 flat fixed fee. Some firms base their fee on a daily rate. The
average fee of this kind is about $25 a day. In other cases, the charge
is determined by the number and character of securities under super-
vision. For example, some firms may charge $1 for each stock in the
client’s portfolio under their supervision and $2.50 for each bond.
Some firms, on the other hand, charge an annual fixed fee varying
from $100 to $500 a year to supervise a client’s portfolio.

In cases where the investment adviser sells uniform publications,
his compensation is usually based on a fixed subscription for the
publication. One hundred forty-six firms use this method of com-
pensation. In some instances the fees are as low as $5 a month for
the publications.

Thirty-three investment advisers indicated that they fix their com-
pensation through individual negotiation with each client. In most
cases they indicated that the fee was dependent on the amount of
work required in supervising individual portfolios. .

By nature of investment advisory service.—The Investment Advisers
Act of 1940 provides that only those investment advisers who are
primarily engaged in furnishing continuous investment advice as to
the investment of funds on the basis of the individual needs of each
client can represent, after November 1, 1940, that they are investment
counsel or can use the name ‘“‘investment counsel” as descriptive of
their business.

An examination of the applications for registration filed under the
Act discloses that approximately 300 persons indicated that they were
primarily engaged in furnishing this personalized investment service.
Approximately 165 firms indicated that their investment advisory
service consisted only of the sale of uniform publications. These
persons, of course, could not use the designation of “investment counsel”
as descriptive of their activities. Likewise, persons who were engaged
in furnishing personalized investment service and also issued
uniform publications, or were condueting businesses other than that of
investment adviser ® cannot use the designation of “investment counsel”
as descriptive of their activities. It was found upon an examination
of the applications for registration that 283 firms were included in
this category.

3 See p. 34, supra, for a description of the various other businesses conducted by Investment advisers.
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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. 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, independent expert assist-
ance 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 courts in such
proceedings.

SUMMARY OF ACTIVITIES

During the past fiscal year, the Commission actively participated
in 143 reorganization proceedings involving the reorganization of 176
companies (143 principal debtor corporations and 33 subsidiary deb-
tors).! The proceedings were scattered among Federal district
courts in 28 States, and involved the rebabilitation of companies
engaged in such varied businesses and industries as shipbuilding, oil
and gas production and transmission, manufacture of engines, lumber
products, electrical and metal supplies, coal mining, wheat and flour
mills, wholesale drugs, and many others. The aggregate stated as-
sets of these 176 companies totaled approximately $2,214,638,000,
and their aggregate indebtedness totaled approximately $1,354,357,000.2

In the development of administrative law the Commission’s func-
tions under Chapter X possess aspects to some extent novel. In
the first place, its work in this sphere is done as a party to the pro-
ceedings before the court. The Commission does not initiate pro-
ceedings or hold its own hearings, nor has it the power to adopt rules
and regulations governing these cases. In the second place, the
Commission’s functions under Chapter X are purely advisory in
character. It has no authority under the Act either to veto or to
require the adoption of a reorganization plan. It has no authority to
adjudicate any of the other issues arising in a proceeding. Nor has
it the right of appeal. The facilities of its technical staff and its
disinterested recommendations are simply placed at the service of

1 Appendix IV, p. 357 contains a complete list of reorganizativn proceedings in which the Commission
participated as a party during the fiscal year ended June 30, 1941,

2 These totals and those appearing in tables 38 to 42 inclusive of A ppendix 11 include unpledged assets and

direct operating indebtedness of one of the debtors, an investment compsany, but do not include outstanding

face amount certificates on which the company’s net cash lhiability was approximately $23,000,000, against
which were deposited securities having a market value, as of June 30, 1941, of approximately $20,000,000.

42423242 4 37
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the Federal courts, affording the latter the views of experts in a highly
complex area of corporate law and finance.

In the exercise of its functions under Chapter X the Commission
has continued in its endeavor to assist the courts in achieving equit-
able, financially sound, expeditious, and economical readjustments
of the affairs of corporations in financial distress. To aid in attaining
these objectives the Commission has stationed qualified staffs of
lawyers, accountants, and analysts in its various regional offices and
has assigned them exclusively to the performance of the Commis-
sion’s duties under Chapter X. The presence of these staffs in the
field permits them to keep in close touch with all hearings and issues
in the proceedings and with the parties, and makes them readily
available to the courts, thus facilitating the work of the courts and the
Commission. During the fiscal year the Commission also submitted
briefs as appellee or as amicus curiae in various appeals raising signif-
icant legal questions in Chapter X proceedings.

Because the Commission’s advisory reports on plans of reorganiza-
tion are usually widely distributed, this aspect of the Commission’s
work under Chapter X stands out most prominently. These reports
by no means, however, represent the major part of the Commission’s
activities in these cases. As a party to a Chapter X proceeding,
the Commission is actively interested in the solution of every major
issue arising therein from the time it becomes a participant to the
close of the proceeding. The Commission has felt that to perform its
duties as a party adequately it is required to undertake in every case
the same intensive legal and financial studies which are required for
the preparation of formal advisory reports, whether or not such reports
are required or will be requésted. In all cases such studies are es-
sential in order to consider and discuss various reorganization proposals
while plans are in the stage of formulation, and in cases where the
plans are not submitted to the Commission for advisory report it is
necessary that the Commission be prepared to comment fully upon
all proposed plans at hearings on their approval or confirmation.

During the past fiscal year the Commission submitted 5 formal
advisory reports on plans of reorganization. In addition, 4 supple-
mentary advisory reports were filed in proceedings where advisory
reports had previously been submitted, and 1 other advisory report
and 2 supplementary advisory reports were in the course of prepara-
tion at the end of the fiscal year. In 50 other cases, which had reached
the plan stage in the proceeding and in which no formal reports as
such were to be submitted, the Commission made extensive studies
of the debtor’s problems, and participated in conferences with respect
to the formulation of plans or at the hearings thereon presented to the
court analyses of the Commission’s views and its recommendations
with respect to them.
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In its Sixth Annual Report 3 the Commission emphasized that it
has been in an advantageous position to encourage the development
of uniformity in the interpretation of Chapter X of the Bankruptcy
Act and in the procedure thereunder. Thus, the Commission has
often been called upon by parties, referees, and special masters for
advice and suggestions with regard to matters of procedure and the
form and content of necessary orders in the proceedings. Thereby,
the Commission has been able to afford substantial aid out of the store
of experience accumulated through participation in many reorganiza-
tion cases. The Commission has also been able, in this manner, to
save the court officers and the parties much of the effort that would
have been entailed in handling such questions de novo, as well as the
time and expense involved in retracing steps improperly taken.
This work of the Commission has been of special value due to the fact
that the solutions of most procedural and interpretative questions are
not likely to find their way into the official or unofficial reports and
are, therefore, largely unavailable outside of the particular district of
their decision. The Commission has also proceeded, primarily
through the method of informal suggestion and conference, to call to
the attention of parties any violations of or lack of compliance with
the procedural provisions of Chapter X. These activites continued
with increased success during the past fiscal year.

Another important phase of the reorganization proceeding to which
the Commission has been giving increasing attention relates to the
drafting and preparation of corporate charters, bylaws, trust inden-
tures, voting trust agreements, and other similar instruments which
are to govern the internal structure of the reorganized debtor after
the reorganization proceedings are consummated. In general, the
Commission has striven to obtain the inclusion in these instruments
of various provisions which will assure to the investors a maximum of
protection. Thus, special attention has been given to (1) provisions
which comply with the statutory requirements that security holders
receive complete and reasonably up-to-date information with regard
to the enterprise, and (2) provisions setting up adequate machinery
whereby the investors may act together for the protection of their
interests and enforcement of their rights. In these matters the
Commission has proceeded generally through the method of informal
conferences and recommendations to the trustee and other parties
who may have the primary responsibility for the preparation of the
instruments. In cases where this method proved unsuccessful to
obtain a revision of an instrument, and the need for revisions was
deemed sufficiently important, the matters were brought to the
attention of the judge in open court.

$ Page 59.
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STATISTICS ON CHAPTER X REORGANIZATIONS

Proceedings in which the Commission Participated.

During the period from September 22, 1938 (the date the amended
Bankruptcy Act became fully effective) to the beginning of the fiscal
year, the Commission had filed its notice of appearance in 134 pro-
ceedings involving the reorganization of 168 corporations (134 prin-
cipal debtor corporations and 34 subsidiary debtors). During the

_ past fiscal year, the Commission filed its notice of appearance in 40
additional proceedings involving the reorganization of 45 corporations
(40 principal debtor corporations and 5 subsidiary debtors). The
Commission filed its notice of appearance at the request of the judge
in 16 proceedings, while in the remaining 24 the Commission entered
its appearance upon approval by the judge of the Commission’s motion
to participate. Of the 40 proceedings, 35 were instituted under Chap-
ter X, and 5 under Section 77B. The debtors involved in these 40
proceedings had aggregate stated assets and aggregate indebtedness
of approximately $134,813,000 and $97,621,000, respectively.*

Of the total of 174 proceedings in which the Commission became
a party from September 22, 1938 to June 30, 1941, 3 were closed in the
1939 fiscal year, 28 (involving 6 subsidiary debtors) were closed in the
1940 fiscal year, and 29 (involving 6 subsidiary debtors) were closed in
the 1941 fiscal year. (As used here, the word “‘closed’” means that a
final decree had been entered, or that the proceeding had been dis-
missed or otherwise terminated, or that reorganization was so near
completion that active participation by the Commission was no longer
necessary.) The remaining 114 proceedings, in which the Commission
was actively participating as of June 30, 1941, involved 141 corpora-
tions (114 principal debtor corporations and 27 subsidiary debtors).
These debtors had aggregate stated assets of approximately $1,894,~
327,000 and aggregate listed liabilities of approximately $1,201,782,-
000.* Tables 38 to 42 of Appendix II, pages 307 to 308, contain
further statistical information of reorganization cases instituted under-
Chapter X and Section 77B in which the Commission filed a notice
of appearance and in which it was actively interested in the pro-
ceedings during the past fiscal year.

All Reorganizations under Chapter X.

Section 265a of the Bankruptcy Act, as amended, provides that the
clerks of the various Federal district courts shall transmit to the
Commission copies of every petition for reorganization filed under
Chapter X and copies of other specified documents filed in the pro-
ceedings. The Commission has analyzed and compiled the informa-
tion in these petitions and documents and makes the information
available, for public use, by issuing periodic statistical analyses of"
proceedings under Chapter X.

1 See footnote 2, Supra, b. 37.
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A statistical analysis of Chapter X proceedings instituted during
the past fiscal year is contained in Appendix III, page 315.

THE COMMISSION AS A PARTY TO PROCEEDINGS

As stated previously, Section 208 of the Act provides that the
Commission shall become a party to a proceeding under Chapter X
if requested by the judge, and may become a party upon its own
initiative with the approval of the judge. The Commission has not
considered it appropriate or necessary that it move to participate in
every Chapter X case. Apart from the fact that, with cases being
instituted at the average rate of approximately 300 a year, the ad-
ministrative burden would be very large, many of the cases are small,
involving only trade or bank creditors and a few stockholders. Asa
general matter the Commission has deemed it appropriate to move to
participate only in proceedings in which a definite public investor in-
terest is involved. As a rough, practical test, proceedings are con-
sidered to have a public interest sufficient to warrant Commission
participation if they involve securities outstanding in the hands of the
public in the amount of $250,000 or more. But mere size of public
investor interest is, of course, not the only criterion. Often, the
Commission may deem it appropriate to enter smaller cases where an
unfair plan has been or is about to be proposed, where the public
security holders are not adequately represented, where the proceedings
are being conducted in violation of important provisions of the Act,
or where other facts indicate that the Commission may perform a
useful service by participating. On occasion, also, the Commission
has entered smaller cases in response to a request by the judge.

By reason of the immediste availability of a large portion of the
Reorganization Division staff in the field at the location of the pro-
ceedings themselves, and because the provisions of the amended Act
require the prompt transmission to the Commission of all petitions
for reorganization filed under Chapter X, the Commission’s considera-
tion of the question of participation is greatly facilitated. In cases
involving a substantial amount of public investor interest, the Com-~
mission’s appearance in the case as a party is generally noted within
1 or 2 weeks after the original petition is filed. In smaller cases
where the desirability of participation may not be immediately
apparent, a preliminary study is promptly undertaken to obtain the
data necessary to decide the question.

As soon as the Commission has become a party to a proceeding,
the first effort of the Commission is to assemble and analyze all
available information concerning the debtor and its affairs. This
information normally relates to the physical and financial condition
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of the company, the causes of its financial collapse, the quality of its
management, its past earnings and future prospects, and the reason-
able worth of its properties. In obtaining this information the
members of the Commission’s staff who are assigned to the various
regional offices of the Commission generally work on the scene in
consultation with the trustee of the debtor, his counsel, and the
other parties to the proceeding. The information thus acquired is
complemented by independent examination of the debtor’s books
and records by the accountants and by independent research of the
analytical and financial staff of the Commission with respect to general
economic factors affecting the particular company and competitive
and market conditions and prospects in the particular industry. The
results of these studies provide a solid factual basis for the future
direction of the Commission’s activity in the case.

As a party to the proceeding the Commission is represented at all
important hearings and, on appropriate occasions, files legal and finan-
cial memoranda in support of its views with respect to the various
problems arising in the proceeding. However, the activities of the
Commission as a party are not limited to those formal appearances and
formal memoranda. Of equal, if not greater, importance, is the
function performed in regularly participating in informal conferences
and discussions with the parties to the proceeding. These conferences
generally take place in advance of formal hearing and argument on
the various important issues arising in connection with the formulation
of a plan or the administration of the estate, with a view to ascertaining
if these issues may be worked out in terms of practicable solutions
consistent with the purpose of the proceedings. By consultation and
discussion before formal action or hearing, the Commission has often
been able to bring facts, arguments, or alternative solutions to the
attention of the parties which they had not previously considered,
and parties have often been prompted thereafter to modify or alter
their proposed action. Frequently a course of action suggested during
the conference meets the approval of all concerned. In general, the
Commission has found these informal round-table discussions an
effective means for cooperation and of great value in expediting the
proceedings.

There is & multitude of diverse issues with which the Commission
is concerned as a party to a Chapter X proceeding. To illustrate
the scope of the Commission’s activity, a brief account is presented
below of some of the issues which arose in representative cases in
which the Commission participated during the past fiscal year.
These are necessarily but a minute sampling of the manifold issues,
wholly ‘apart from the preparation of advisory reports, with which the
Commission was concerned in the 143 cases in which it was partici-
pating during the year.
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(1) A voluntary petition for the reorganization of a relatively small
manufacturing company was filed late in 1938. The petition was
approved by the court and a trustee was appointed. After a prelim~
inary investigation and inquiry into the affairs of the debtor, the
Commission determined, in view of the small amount of public
investor interest involved, to defer the matter of participation but to
observe closely developments in the proceedings. In August 1940,
the reorganization being no nearer consummation than it was when the
petition was filed, and it appearing that the bondholders were not
being adequately represented by disinterested parties, that there was
a need for independent investigation of certain charges of fraud and
mismanagement, that fees were being sought which seemed excessive,
and that there had been a failure to observe important procedural
requirements of Chapter X, the Commission filed a motion for leave
to file its notice of appearance, which motion was granted.

Immediately after the Commission became a party to the proceed-
ing, conferences were held with the trustee and other parties concern-
ing the future progress of the case. The requirements of the statute
concerning the investigation by the trustee of the affairs of the debtor
and the transmission to the security holders of a report of the results
of the investigation, were emphasized to the trustee. Also, the Com-
mission assembled all available information relating to the debtor and
undertook an independent investigation covering, inter alia, such
matters as possible causes of action for mismanagement and fraud, the
relationship between the debtor and certain affiliated companies, and
the amount and propriety of fees charged in connection with a prior
voluntary reorganization.

After preparation of the trustee’s report of the results of his
mnvestigation of the property, liabilities, and financial condition of
the debtor, a draft of such report was submitted to the Commission
for its views. In the opinion of the Commission the report was in-
adequate to fulfill its primary purpose, viz., to give the security
holders full and accurate information concerning the affairs of the
debtor so that they may be in a position to make suggestions with
respect to a plan and to vote on a plan on the basis of an informed
judgment. Representatives of the Commission conferred with the
trustee and the report was amended in accordance with the Com-
mission’s suggestions for improvement. The report was sent to
security holders and filed with the court in November 1940.

A plan of reorganization was then filed by the trustee in December
1940. Upon consideration and analysis of the plan, the Commission
was of the view that the plan was neither fair nor feasible and, accord-
ingly, filed a comprehensive memorandum stating its objections to
the plan. Infer alie, the Commission pointed out that (1) the securi-
ties to be issued to senior claimants did not provide for full compensa-~
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tory treatment for their claims; (2) there was an unfair distribution of
voting power as batween the various classes of claimants; and (3)
the plan provided for & capital structure which was needlessly com-
plex. Theveafter, the trustze filed an amended plan of reovganization
which substantially met the objections raised by the Commission to
the oviginal plan. After hearings on the amended plan, it was ap-
proved by the court on March 19, 1941, and was thereafter accepted
by the security holders and confirmed on May 1, 1941,

After confirmation of the plan the Commission continued to be
active in the proceedings. The proposed new trust indenture, chattel
mortage, voting trust agreement, articles of incorporation, and by-
laws of the reorganized company were examined. During informal
conferences with the parties to the proceeding, the Commission made
numerous suggestions for the revision of these instruments, which
were adopted. In general, these suggestions were designed to assure
greater protection for the interests of the public security holders.

The Commission also participated in the hearings and submitted
to the court its recommendations with respect to the applications for
allowance of compensation for services rendered and reimbursement
of expenses incutred by the various parties. In addition, the Com-
mission submitted its views with respect to the proper procedure to
be followed in these matters and pointed out that the amounts re-
quested by certain of the applicants were unreasonabls because the
services rendered by them were unnecessary and duplicative; and
that certain of the requests were excessive in the light of the size of
the estate, its ability to pay, and the benefit to the estate from the
services rendered. Further, the Commission indicated that certain
of the applicants should be denied any compensation because their
services did not result in any benefit to the estate or contribute to the
plan of reorganization, and that certain other applicants should be
denied any compensation because they represented conflicting inter-
ests, on the basis of the recent United States Supreme Court decision
of Woods v. City National Bank and Trust Co. of Chicago.b

Thus, within less than & year after the Commission became a party
to the proceedings, a plan of reorganization has been confirmed and,
except for the decision of the court on the applications for allowances,
the reorganization has been completed.

(2) In another case, a voluntary petition was approved by the judge
and a trustee was appointed for a debtor which had discontinued its
manufacturing operations and was engaged in the leasing of its various
plants and buildings. Over $1,000,000 of the debtor’s first mort-
gage bonds were widely distributed in small amounts in the hands of
the public. In view of this substantial public investor interest the

§ 61 Sup. Ct. 493.
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Commission moved promptly to participate in this case, and filed its
notice of appearance with the approval of the judge.

The following are some of the matters which the Commission con-
sidered during the course of the proceeding:

(a) After examining into the facts bearing upon the qualifica-
tions and disinterestedness of the trustee in accordance with the
standards prescribed by Sections 156 and 158 of Chapter X, the
Commission determined that there was no basis for objecting to the
retention of the trustee in office.

(b) A petition for an order fixing the time and manner of presenta-
tion of claims was filed in the proceedings. The Commission pointed
out to the trustee that the order on such petition should provide that
individual bondholders be allowed to file proofs of claim, even though
the trustee under the indenture for the bonds was also authorized to
file a claim on behalf of all bondholders, because under the provisions
of Chapter X only those bondholders who file proofs of claim could
be counted in connection with voting on a plan of reorganization.
The Commission also recommended that forms of proof of claim be
sent to all bondholders, to make it unnecessary for individual bond-
holders to obtain the services of counsel in preparing their proofs
of claim. These recommendations of the Commission were adopted
by the trustee.

(c) The trustee had presented to the court ex parte applications,
asking approval of proposed leases and authority to expend substan-
tial sums of money for repairs. The Commission opposed the pres-
entation of such matters ex parte. In discussions with the trustee,
it was pointed out that, even if the matter was not of sufficient im-
portance to require notice to all security holders, notice should at
least be given to all parties to the proceedings, with which the trustee
agreed. Again, the trustee requested from the court authority to sell
certain of its machinery and equipment. The Commission discissed
with the trustee the proper procedure to be followed in this matter
and, as suggested by it, notice of the proposed sale was sent to all
security holders; the sale was held by public auction, subject, how-
ever, to subsequent approval by the judge; and an opportunity was
given all security holders to object to the terms of the sale before the
judge.

(d) In July 1940, the trustee filed a plan of reorganization with the
court. After examination thereof, the Commission advised the trustee
that his plan was in many respects incomplete and that it disregarded
the requirements of fairness and feasibility in that there was no at-
tempt made in the plan to recognize the respective priorities of the
claimants. Thereafter, the plan of reorganization was discussed
with the trustee and other parties before the date set for hearing on
the plan. These conferences led to a satisfactory plan of reorganiza-
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tion, worked out with the trustee and the parties, which was filed with
the court. After hearings thereon the plan was approved by the
court; two alternative plans proposed by other parties were opposed
by the Commission and rejected by the court.

(e) In connection with the plan which he later approved, the judge
raised certain legal and procedural questions and requested that the
Commission and certain other parties submit their views: The plan
provided for a gradual liquidation of the debtor’s assets and the
principal question raised by the judge was whether such a plan was
permissible under the statute. The Commission expressed the view
that such a plan is within the statutory definition of a plan of reor-
ganization.

Activities with Regard to Allowances.

Every reorganization case ultimately presents the difficult problem
of allowances to the various parties for services rendered and expenses
incurred in the proceeding. In this matter the general practice of
the Commission has been, initially, to make certain that the individual
applications contain full information as to the nature and the extent
of the services and expenses for which allowances are sought, that the
necessary affidavits are submitted, and that adequate notice of the
hearing on the applications is given to the security holders. A
detailed study is then made by the Commission of the amount and
kind of work performed by the different applicants. At the hearing
on the applications, the Commission advises the judge with respect
to its recommendations conecerning the merits of the respective
applications and the total charges with which the estate can be
burdened, in light of its financial condition and related factors.

The Commission has been able to provide considerable assistance
to the Federal courts in dealing with this problem. The Commission
itself may not receive allowances from the estate for the services it
renders, and is able to present a wholly disinterested, impartial view
of the problem. It has sought to assist the courts in protecting
reorganized companies from excessive charges while, at the same time,
equitably allocating compensation on the basis ‘of the claimants’
contributions to the administration of the estate and the formulation
of a plan. In this connection, it has been deemed important that
unnecessary duplication of work shall not be compensated and that
the aggregate of allowances shall not exceed an amount which the
estate can afford to pay. With these objectives in mind, the Com-
mission may undertake to make specific recommendations to the courts
as to the amount to be allowed in cases where the Commission has
been a party throughout the proceeding and is thoroughly familiar
with the activities of the various parties and all significant develop-
ments in the proceedings; in other cases, e. g., where it has entered the
proceeding at an advanced stage, the Commission has undertaken at
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least to advise the court generally as to whether it considers the re-
quested amounts reasonable, moderately excessive, or exorbitant, and
the reasons for these views.

PLANS OF REORGANIZATION UNDER CHAPTER X

The Act requires, as a condition to confirmation of a plan of reor-
ganization, that the judge be satisfied that the plan is “fair and
equitable, and feasible.” The consummation of a plan which meets
these requirements is, of course, the ultimate objective of any reorgan-
ization proceeding. The Commission’s primary function under
Chapter X is to aid the courts in the attainment of this objective.

In appraising the fairness of plans the Commission has consistently
taken the position that, to be fair, plans must provide full compensa-
tory treatment for claims and interests of creditors and stockholders
according to the order of their legal and contractual priority, either in
cash or new securities or both. The implications of this principle have
been followed consistently by the Commission, and its position has
been fully sustained by the decision of the Supreme Court in Case v.
Los Angeles Lumber Products Co., Ltd.® in which the principle was
reiterated and given new vigor in its application to Chapter X
proceedings. :

The requirement of feasibility relates to economic soundness of the
proposed financial structure. In a recent opinion, the Commission
stated that the essence of feasibility ‘“may be said to be that a plan is
of such a character that it gives reasonable assurance that the reor-
ganized enterprise will operate economically and efficiently, will be
able to perform the purposes of its existence and will not so far as
foreseeable result in the necessity for another reorganization with its
attendant expense and injury to iavestors.”” In appraising the
feasibility of plans the Commission has given consideration to such
matters as the adequacy of working capital, the relationship of the
funded debt or capital structure to property values, the ability of
corporate earning power to meet interest and dividend charges, the
effect of the proposed new capitalization upon the company’s pros-
pective credit, and the desirable objective that new securities shall not
by their terms or otherwise be deceptive to subsequent purchasers.

Determination of Value.

A prerequisite to the formulation of a fair and feasible plan of
reorganization is the determination of the value of the debtor’s enter-
prise for reorganization purposes. The Commission has consistently
adhered to the position that, for reorganization purposes, the capital-
1zation of reasonably prospective earnings.is the most reliable method
of valuation; that the value so found should be the controlling factor

§308 U. 8. 106.
! In the Matter of Inland Power and Light Corperation, Holding Company Act Release No. 2042
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in arriving at an appropriate capital structure for the reorganized
debtor and should provide the basis of allocation of new securities
among the debtor’s creditors and stockholders. The position which
the Commission has consistently urged with respect to valuations was
fully sustained by the decision of the United States Supreme Court in
Consolidated Rock Products Co. v. DuBois, decided March 3, 1941, in
which the Commission participated as amicus curige. The Court’s
opinion, per Douglas, J., contained the following controlling statement
on the problem of valuation in reorganization proceedings:

““In the second place, there is the question of the method of valuation. From
this record it is apparent that little, if any, effort was made to value the whole
enterprise by a capitalization of prospective earnings. The necessity for such an
inquiry is emphasized by the poor earnings record of this enterprise in the past.
Findings as to the earning capacity of an enterprise are essential to a determina-
tion of the feasibility as well as the fairness of a plan of reorganization. Whether
or not the earnings may reasonably be expected to meet the interest and dividend
requirements of the new securities is a sine qua mon to a determination of the
integrity and practicability of the new capital structure. It is also essential for
satisfaction of the absolute priority rule of Case v. Los Angeles Lumber Products
Co., supra. Unless meticulous regard for earning capacity be had, indefensible
participation of junior securities in plans of reorganization may result.

“As Mr. Justice Holmes said in Galveston, Harrisburg & San Anionio Ry. Co.
v. Texas, 210 U. S. 217, 226, ‘the commercial value of property consists in the
expectation of income from it.” And see Cleveland, Cincinnati, Chicago & St.
Louis Ry. Co. v. Backus, 154 U. S. 439, 445. Such criterion is the appropriate
one here, since we are dealing with the issue of solveney arising in connection with
reorganization plans involving productive properties. It is plain that valuations
for other purposes are not relevant to or helpful in a determination of that issue,
except as they may indirectly bear on earning capacity. Temmer v. Denver
Tramway Co., 18 F. (2d) 226, 229; New York Trust Co. v. Continental & Com-
mercial Trust & Sav. Bank, 26 F. (2d) 872, 874. The criterion of earning capacity
is the essential one if the enterprise is to be freed from the heavy hand of past
errors, miscalculations, or disaster, and if the allocation of securities among the
various claimants is to be fair and equitable. In re Wickwire Spencer Steel Co.,
12 F. Supp. 528, 533; 2 Bonbright, Valuation of Property, pp. 870-881, 884-893.
Since its application requires a prediction as to what will occur in the future, an
estimate, as distinguished from mathematical certitude, is all that can be made.
But that estimate must be based on an informed judgment which embraces all
facts relevant to future earning capacity and hence to present worth, including,
of course, the nature and condition of the properties, the past earnings record, and
all circumstances which indicate whether or not that record is a reliable criterion
of future performance. A sum of values based on physical factors and assigned
to separate units of the property without regard to the earning capacity of the
whole enterprise is plainly inadequate. See Finletter, The Law of Bankruptcy
Reorganization, pp. 557 el seg. But hardly more than that was done here. The
Circuit Court of Appeals correctly left the matter of a formal appraisal to the
discretion of the District Court. The extent and method of inquiry necessary for
& valuation based on earning capacity are necessarily dependent on the facts of
each case.” '

To illustrate various aspects of the fair and feasible plan which have
arisen in cases in which the Commission was not required to file a for-
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mal advisory report and to indicate the position of the Commission
with respect thereto, a number of examples are given below.

In one of the proceedings in which the Commission participated
during the past fiscal year, the debtor’s only asset, an apartment hotel,
had an estimated value considerably less than the amount of the first
mortgage bondholders’ claims. Nevertheless, a plan of reorganization
proposed by the debtor provided for participation by both second
mortgage bondholders and stockholders. It was proposed that a loan
would be obtained, part of the proceeds of which would be used for
improvements and the remainder to be distributed to bondholders on
the basis of approximately 28 cents on the dollar. The preferred stock
of the reorganized company would be divided equally between the first
mortgage bondholders and the second mortgagees, while the stock-
holders would retain their present interests. The Commission success-
fully opposed the plan on the ground that it was unfair in recognizing
junior interests for which there was admittedly no equity. The
Commission also was of the opinion that the plan was not feasible
since the value of the assets was probably less than the amount
of the proposed new mortgage; furthermore, it seemed extremely
doubtful whether, even after rehabilitation, the earnings would
be sufficient to pay interest and amortization charges. Subse-
quently, the trustee proposed a plan which provided for complete
elimination of all interests junior to the first mortgage bondholders.
Under the trustee’s plan the bondholders would have received all of a
new issue of preferred stock and 40 percent of the new common. The
remainder of the common stock was to be sold for cash to an ex-
perienced hotel operator. Although the Commission did not object
to the trustee’s plan, it made several suggestions with respect to minor
modifications, most of which were adopted. Subsequently the plan
was accepted by the bondholders and confirmed by the court.

In another proceeding in which the Commission is participating, the
debtor carries on, directly and through a number of wholly-owned
subsidiaries, the business of subdividing and developing real estate,
operating hotels, cottages, a water supply company, a lumber and
supply company, and owning and leasing farm properties, dam sites,
and other properties. The debtor has outstanding in excess of
$800,000 principal amount of first mortgage bonds which are secured
by certain of the debtor’s properties and all of the outstanding shares
of one of its subsidiaries. The debtor also owes approximately $250,000
to a bank secured by certain other properties of the debtor and the
shares of another of the debtor’s subsidiaries, viz., a hotel subsidiary.
All of the preferred and common stock of the debtor is closelv held
by persons who are also creditors of the debtor.
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The trustee filed a plan of reorganization. The main features of
this plan provided for the continued existence of the debtor and the
organization of a new corporation which was to acquire all of the as-
sets pledged as security for the first mortgage bonds. All of the com-
mon stock of the new corporation was to be distributed to the bond-
holders. A new loan of approximately $195,000 was to be made by
the bank to the new corporation, which loan was to be secured by a
pledge of all of the bondholders’ assets. Of the loan, $120,000 was
to be used to purchase furniture and equipment from the hotel sub-
sidiary and the balance was to be used to pay all reorganization ex-
penses, outstanding trustee certificates, all claims requiring payment
in cash, and unsecured obligations of the hotel subsidiary. The en-
tire $120,000 secured by the hotel subsidiary upon the sale of the
furniture to the new corporation was to be returned directly to the
bank, $30,000 by way of pagment of a note to the debtor pledged by
the bank and the balance by virtue of the hotel subsidiary’s guaranty
of the bank loan.

After careful analysis of all available information, the Commission
came to the conclusion that the plan, on its face, was unfair as well
as lacking in feasibility. In the first place it was the belief of the
Commission that the plan, in essence, operated to improve the status
of the bank claim at the expense of the bondholders. It appeared
that two of the directors of the debtor were also directors of the bank.
Under the plan, the bondholders were required to accept equity secu--
rities in a new corporation and pledge all the assets of the new corpora~
tion to secure a new loan of $195,000 from the bank from which they
were to receive no benefit and the necessity of which was not shown..
Also, the bondholders were being foreclosed of any right to a deficiency-
claim against other assets of the debtor without any determination of
the value of their security. The bank, on the other hand, which had
a $250,000 claim against the debtor, secured by a small portion of the
assets, would, upon consummation of the proposed plan, have a
$325,000 claim, $195,000 of which would be secured by a first lien
against all of the property which now secured the bonds, and the
balance of $130,000 would be secured by all the property now securing
its present $250,000 claim.

Also under the plan, the present stockholders were to receive all of
the stock of the debtor without any determination that there was any
equity over the secured claims. Further, it appeared that the stock-
holders had obtained possession of approximately two-thirds of the
bonds, at least a substantial portion of which had been acquired under-
circumstances which might afford substantial grounds for the subord--
ination of the claims of such bonds to the claims of the public bond-
holders. In the opinion of the Commission, approval of any plan as.
fair before this question had been fully explored was unwarranted.
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The Commission also noted thau the trustee had failed to investi-
gate causes of action available to the estate, based upon the possible
violation of the trust indenture on the part of the directors and the
indenture trustee with respect to partial releases of the security
underlying the bonds which were in default. Further, in the opinion
of the Commission, the plan was not feasible (1) because it appeared
that both the debtor and the new corporation would begin operations
with a large secured indebtedness and with no apparent source of
income sufficient to meet the fixed charges on this indebtedness or to
meet its payment at maturity; and (2) because it did not appear that
either corporation would begin operations with sufficient working
capital and since substantially all of the assets were to be pledged,
there was little likelihood that either corporation would be able to
later obtain funds for working capital.

The Commission’s objections to the plan were incorporated into a
memorandum which was filed in the proceedings. Also, counsel for
the Commission participated at the hearing on the plan and presented
the views of the Commission with respect to the plan in open court.
In accordance with the position urged by the Commission the court
disapproved the plan. A new plan is now in the process of being
formulated.

In another case, the debtor owned a hotel which, on the basis of
prospective earnings, had a value considerably less than the amount
due on the first mortgage certificates. A plan was proposed which
gave no recognition to any class below the first lienors. It called for
an extension of the entire mortgage at a modified interest rate payable
if earned. The property was to be administered by three trustees,
the successor trustees to be appointed by the court.

The Commission was opposed to the trustee mechanism, urging
instead a corporate arrangement which would, infer alia, increase
certificate holders’ control of their affairs. Also, it took the position
that the plan was not feasible unless the proposed mortgage was
reduced to a figure duly proportionate to the valuation.

Primarily as a result of informal conferences with the parties, the
original plan was amended to eliminate these objectionable features.
In the final plan, the bonds were extended 10 years, the new mortgage
was 50 percent of the total face amount of the outstanding bonds, and
a new corporation was provided as the vehicle. As a result of these
majot changes, the Commission did not oppose approval of the plan.

ADVISORY REPORTS ON PLANS OF REORGANIZATION

As has been pointed out, in order to be in a position to render the
utmost assistance to the court with respect to the legal and financial
problems arising in the course of the proceedings, the Commission
undertakes its own comprehensive examination of the financial
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condition of the debtor, including the factors bearing upon its earn-
ings and valuation. Accordingly, when the proceeding reaches the
stage of preparation and submission of plans, the Commission is in a
position to discuss its views thereon with the parties and to present
its recommendations on the plan in open court or, if required to do so,
to submit a formal advisory report expressing its opinion with respect
to the proposed plans.

The usual procedure in the reference of a plan to the Commission
for such report is as follows: after the trustee has filed a plan a hearing
is held at which the plan and objections thereto are considered. Also
any other plans or amendments to the trustee’s plan which may at
that time be submitted by creditors, stockholders, or the debtor may
be considered at this hearing.. At this stage of the proceeding it is
the concern of the attorneys representing the Commission to see that
an adequate factual record is made to enable the judge to decide
whether any one or more of the plans are worthy of consideration, and
to supply the factual groundwork for the Commission’s report. If the
record develops inadequately, the Commission’s attorneys endeavor
to remedy the deficiencies either through the trustee’s witnesses or by
calling their own experts. Frequently, the Commission has cooper-
ated with the appropriate parties in the preparation for such hearings,
during which it goes over the matters necessarily to be considered,
and aids in the formulation of the record. After such hearing, if the
judge finds any one or more of the plans worthy of consideration, they
are referred to the Commission, which then prepares and submits its
report. If a plan is then approved by the judge as fair and equitable,
and feasible, 1t is transmitted to the security holders for their accept-
ance or rejection, accompanied by a copy of the judge’s opinion on
the plan and a copy of the Commission’s advisory report or a summary
thereof prepared by the Commission. In this manner, the advisory
report serves also to aid security holders in their decision to accept or
reject the plan.

During the past fiscal year the Commission submitted formal
advisory reports on five plans of reorganization. A brief summary of
these reports follows:

Mortgage Guarantee Company, Debtor, and Saratoga Building and
Land Corporation, Druid Park Apartments Company, and Wyman
Park Apartments Company, Subsidiaries.—The business of the debtor
and its subsidiary companies was investing in mortgages on real estate
and selling guaranteed participations in these mortgages to the public.
The debtor also acted as agent for the certificate holders in the col-
lection of interest and in the performance of similar duties. Financial
difficulties, which struck the debtor at the beginning of the depression,
led to a voluntary plan of reorganization in 1933, the principal feature
of which was a reduction in the interest received by the certificate
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holders. In 1937, steps were taken toward a second voluntary plan,
Inability to secure sufficient assents, however, led to abandonment of
the 1937 plan and to the filing of the debtor’s petition on September
16, 1939.

The reorganization was complicated by the fact that, during the
years preceding the filing of the petition, the debtor, pursuant to the
terms of the certificates, had foreclosed and taken title to many of the
properties on which mortgage participation certificates had been sold.
These properties, referred to as the debtor-owned properties, were
treated differently in the final plan from other properties on which
the mortgages had not as yet been foreclosed, referred to as the third-
party mortgages. The first attempt at a plan of reorganization,
formulated by the independent trustee, contemplated pooling all of
the properties and mortgages and pledging them with the Recon-
struction Finance Corporation as security for a loan, the proceeds of
which would be used for distributions to the certificate holders. This
plan failed, however, because of the decision of the Reconstruction
Finance Corporation that the debtor did not have title to the prop-
erties. Another plan was then formulated by the trustee. In this
plan the right to alter the liabilities of the debtor to the certificate
holders was asserted only in connection with the so-called debtor-
owned properties.

The debtor and. its subsidiaries were clearly insolvent. The liabil-
ity of the debtor on its guarantee of first and second mortgages
exceeded by $6,434,000 the appraised value of the properties which
secured the mortgages. In addition, the debtor was liable on notes
payable to the extent of $335,000, and had sundry liabilities of
$87,000. As against liabilities of $6,856,000 (exclusive of its liability
on the guarantees covered by the appraised value of the properties)
the debtor had free assets of only $485,000.

This case reflected the value of continued discussion between the
Commission and participants in the reorganization at every stage of
the proceedings up to the final consummation of the plan. As
originally submitted, the plan did not contain all of the safeguards
which certificate holders eventually received, and did not fully
comply with the principle that senior creditors are entitled to full
recognition of their claims before junior creditors may participate.
In frequent conferences with the trustee and with representatives of
certificate holders, the Commission was able to obtain adoption of
many suggested amendments. Changes suggested by the Commis-
sion'to the trustee included drastic revisions of the clauses pertaining
to the allotment of participation in the new company, sinking fund
provisions, and control-of the new company. These were adopted
by the trustee and were filed by him as amendinents to his plan prior

424232—42——8
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to the court’s submission of the plan to the Commission for advisory
report. -

As finally submitted the compulsory features of the plan, i. e., its
effect as binding the minority of creditors if two-thirds of them
accepted it, applied only to certificate holders in the debtor-owned
properties. A new company was set up, the stock of which was
placed in a voting trust for 10 years. Three voting trustees were
named, all of whom were independent of the debtor and were men of
experience and standing in. the real estate or related fields. The
assets of the debtor were to be transferred to the new company.
The activities of the new company were to be devoted to the liquida-
tion of the properties for the benefit of the certificate holders, and
to their management pending liquidation. An attempt was to be
made to liquidate the properties within a 5-year period. Prior to
liquidation of, and payment of the certificate holders in, any particular
mortgage, interest at the rate of 4} percent was to accumulate and
be paid if earned. An additional 1 percent of interest was to accu-~
mulate, but was not to be paid until final distribution resulting from
liquidation of each property. On vote of two-thirds of the certificate
holders of each property, not only might the servicing of the property
be transferred to an outside agency, but its sale at any price could
also be compelled. A sinking fund was created out of which certifi-
cates might be retired. So far as free assets existed, they were to
be devoted to payment of unsecured creditors, the largest'part of
whom were the certificate holders to the extent of their deficiency
claims.

The Commission recommended acceptance of this amended plan,
but suggested amendment of other provisions which granted partici-
pation to holders of certificates in third-party mortgages on a volun-
tary basis. Under the plan certificate holders in these mortgages
might, by action of a majority, appoint the new company as their
agent to service the mortgages and to take steps in their behalf.
Such an action had no effect on any minority who might refuse to
appoint the new company as their agency. In the event of fore-
closure by the new company on their account, however, the assenters
surrendered rights which they would have had upon foreclosure in
the usual manner. The Commission, therefore, recommended
amendment of this portion of the plan. The plan as submitted was
approved by the court and submitted to the certificate holders.

The Higbee Company.—Under the plan proposed in this case the
holders of the Senior Bank Indebtedness for their claim of $591,930
received $150,000 in cash and $441,930 in notes bearing 4 percent
fixed interest and maturing serially within 4 years. Holders of the
Senior Rent Indebtedness of $846,922 received an equal par value of
4 percent notes maturing in 7 years. Holders of the Junior Indebted-
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ness, which aggregated $1,951,727, received as a compromise $600,000
in 4 percent 10-year notes and new $1 par common stock at the rate
of 1 share for each $100 of the balance of their claim. They would
thus receive a total of 13,517 shares, or about 51 percent of the total
new common stock.

The holders of the First Preferred Stock, having a claim of $1,139,900
principal and $738,085 dividends, accrued to February 1, 1941, re-
ceived new 5 percent cumulative $100 par preferred stock for the par
amount of their claim and one-third of the accrued dividends. For the
balance of their accrued dividends, they received new common stock
at the rate of 1 share for each $100 claim, or an aggregate of 4,921
shares. Valuing the new common stock on the basis of the Commis-
sion’s estimated valuation of the debtor’s assets, as discussed below,
the First Preferred Stock would receive a value of between $1,915,000
and $1,953,000 for its claim of $1,877,985.

The holders of the Second Preferred Stock, having a claim totaling
$783,637, were given 1 share of new common stock for each $100 due
them. The 7,836 shares they would receive would have an aggregate
value of between $843,000 and $902,000 on the basis of the Commis-
sion’s valuation. The present common stock did not participate in
the plan.

The debtor submitted no specific valuation in support of the plan,
but in view of the capitalization proposed and the basis on which
the new common stock was to be allocated, it was evident that a valua-
tion of at least $6,000,000 was presupposed. The Commission, using
the 1941 fiscal year earnings of $617,000 before Federal income taxes,
less an adjustment of $25,000 for executive salaries, concluded that
this base of $592,000 was a reasonable measure of the company’s earn-
ings for purposes of valuation. Capitalizing these earnings at a rate
which seemed appropriate in the light of rates of capitalization ap
plicable to comparable department stores and adding excess working
capital to the result, the Commission determined that a value within
a range of approximately $6,100,000 to $6,300,000 did not appear
unreasonable. These figures compare with indebtedness and claims
of preferred stockholders under the old capitalization totaling $6,-
052,000. Under the proposed plan, debt and preferred stock would
total $3,274,752, leaving a substantial equity for the new common
stock.

The plan is unusual in that it provides for the accumulation of
dividends on the new preferred stock for a period of from 5 to 10
years. Usually such a proposal would not be considered feasible, but
it was viewed as acceptable in this case because the accumulation will
be due not to lack of earnings, but rather to a predetermined policy
of applying: earnings to payment of all outstanding debts as quickly
as possible. "No.dividends are to be paid on the new common stock
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until payment has been made in full of all notes and all accumulations
of dividends on the new preferred stock.

The plan provided that holders of the new preferred stock, voting
as a class, were entitled at all times to elect three members of the
board of directors, holders of the 7-year notes one member, and
common stockholders the remaining three. However, after the
retirement of the 7-year notes, the common stockholders were to
elect four members, a majority. In accordance with the:recommenda-
tion of the Commission, the plan was amended to provide that, after
retirement of the senior indebtedness, the preferred stockholders
should elect a majority of the board of directors until 2ll accumulated
dividends on the stock have been paid, and at any time thereafter
upon default of six quarterly dividends.

The major problem presented in this proceeding involved the pro-
posed compromise of the junior indebtedness and its effect on the
public investors—the two classes of preferred stockholders. This
junior indebtedness consisted originally of a $1,500,000 loan from The
Cleveland Terminals Building Company, to enable Higbee to move
into its new store. The Cleveland Terminals Building Company,
which was controlled by the Van Sweringen Brothers, owned all the
common stock of the debtor. After various intermediate transactions,
the two notes evidencing this loan were purchased for $600,000 in 1937
by a director of Higbee and an associate.

It has been contended that these notes should (1) be completely
subordinated to claims of preferred stockholders or (2) be limited to
$100,000, the amount for which they were carried on the books of
Midamerica Corp., which was an intermediate holder among whose
officers and directors were the Van Sweringen Brothers, or (3) be
allowed only in the amount paid by the lasi purchaser—$600,000.
Litigation of the issues presented by these contentions would have
required the solution of many difficult factual and legal questions.
In addition, if the disputed question of ownership of these notes were
resplved.in favor of certain of the claimants, the full amount of the
notes together with interest might ultimately be determined to con-
stitute a claim ahead of the preferred stock. The Commmission, under
the circumstances, was of the opinion that the proposed compromise
could not be said to be unfair.

The compromise would relieve both classes of the old preferred stock
of the possibility that a claim in excess of $600,000 for the junior
indebtedness would be allowed. On the other hand, if litigation were
to result in eliminating the $600,000 prior claim, their position would
be improved. The Commission concluded, however, that even with
-elififimfition of “these prior- claims the -First Preferred: Stockholders -
claims in amount would be no larger than at present, and that it was
questionable whether the value of the securities .they would receive
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in such event would materially exceed the provision made for them
in the present plan. As to the effect on the Second Preferred Stock,
which represented a residual claim in this case, the Commission con-
cluded that the company’s new corhmon stock would have an asset
value in excess of the rate at which it was to be allocated to the
Second Preferred (one share for each $100 claim), and that, con-
sidering all elements, the proposed compromise did not appear detri-
mental to the interests of this group.

The Comimission, on. March 20, 1941, filed its report approving the
plan as amended. The court approved the plan on July 2, 1941.

Atlas Pipeline Corporation.—The trustee’s plan in this case provided
for the issuance of $1,011,400 of 4}% percent first mortgage bonds;
$435,000 of 4 perceni preferred stock; and $100,000 of common stock
with a par value of $20. The first mortgage bondholders were to
receive $961,400 of the new 4% percent first mortgage bonds, which
in-face-amount corresponded to the principal amount of their claims
plus interest. The remaining $50,000 of the new bonds were sub-
scribed by the American Locomotive Company under a guarantee by a
Producers Group which controlled substantial oil production in the
area. The Producers Group was to take the stock at cost plus interest
over a period of 5 years. The second mortgage bondholders received
the new preferred stock equalling one-third the amount of their claims
without interest. Because of debtor’s insolvency the common stock-
holders were eliminated. The new common stock was to be purchased
by the Producers Group for $100,000; and the common siock could
not be divested of control for at least 3 years because of failure to pay
" preferred dividends. Further, the debtor agreed to purchase all
crude oil from the Producers Group. The Producers Group was to
advance short term secured credit during the life of the purchase
contract up to $200,000 if additional working capital was needed.

Under the plan complete control was given the Producers Group
for 3 years. The first mortgage bondholders took a reduced interest
rate, extended the maturity of their bonds, accepted a reduced sink-
ing fund requirement, lost their conversion privilege, and gave up
their lien on approximately $150,600 in cash held by the indenture
trustee. The second mortgage bondholders accepted 4 percent pre-
ferred stock having a par value equal to one-third the prinéipal
amount of their claims, and gave up their creditor position entirely.

From the Commission’s investigation, it appeared that there was
no adequate support for the estimated annual earnings or future
econontic life of-the debtor; and financial judgment dictated a higher
capitalization rate in arriving at going-concern value.

The Commission concluded that the plan was neither feasible, fair,
nor equitable. The debtor’s present liquidation value might exceed
its value as a continuing entity, its earning prospects were uncertain,
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and its remaining economic life limited by advancing obsolescence.
The debtor would emerge from reorganization with an unsound and
unbalanced financial structure. The new bond issue would represent
92 percent of what the Commission found the going-concern value to
be and 65 percent of the total capitalization. The equity investment
of the Producers Group on the other hand would amount only to 7
percent of the total capitalization and less than 10 percent of what the
Commission found the going-concern value to be. In addition, the
bondholders would place the fate of the corporation in the hands of
the Producers Group under & contract of questionable benefit, and
desplte the conflicting interests of the Producers Group. The Com-
mission concluded that the benefits to the bondholders were inadequate
to compensate them for the risks involved and that the proposed plan
created a situation similar to that condemned in Taylor v. Standard
Gas & Electric Co®

The Commission suggested three alternatives for the debtor: (1)
if continued operation were found desirable, there was nothing to
show that the debtor could not obtain the funds necessary, above the
amount of its own earnings, from banks, etc. (therefore the contribu-
tion of the Producers Group was not shown to be essential); (2) the
record showed interest in the debtor’s property by other producers,
and out of such interest a satisfactory plan might develop; and (3)
if no reorganization could be effected on a fair and feasible basis, &
liquidation of the enterprise offered brighter prospects than liquida-
tion at the end of the company’s relatively short economic life.?

Ulen & Company.—Both plans submitted in this case provided for _
the liquidation of the company’s assets. The debtor had outstanding
$4,306,185, principal and accrued interest, of 6 percent debentures;
an unsecured note of $67,524, including accrued interest; two series
of preferred stock; and some common stock. Thus the creditors’
claims amounted to $4,373,709. The trustee found the value of
debtor’s assets to be $1,279,327; and the debenture holders’ committee
set it at $2,969,350—Dboth far below the amount of the ereditors’ claims,

The trustee’s plan provided for the issuance of $800,000 of 10-year
6 percent cumulative income debentures, and 400 shares of new com-
mon stock. Each general creditor, including debenture holders,
would receive one $200 income debenture, and one share of stock for
each $1,000 of principal claim. After payment of expenses, etc., all
cash in the hands of the trustee would be distributed pro rate to the
creditors in final settlement of their claims for interest. Unpaid
interest on the new debentures would accumulate.

The debenture holder committee’s plan differed in two important
respects. Instead of income debentures, it provided for $3,967,924.69

8308 . 8.307.
¢ The plan proposed by the trustee was approved by the court on July 16, 1941,
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of unsecured liquidation certificates carrying interest at 6 percent, if
earned. The second basic difference was that wbenever the net pro-
ceeds from the liquidation of assets amounted to $25,000, the board of
directors was required to apply 75 percent of such proceeds to the
retirement of liquidation certificates, either by purchase through
tenders or in the open market, and only in the event that retirement
of the liquidation certificates could not be effected through tender or
purchase would resort be made to pro rafa distribution.

Under both plans the holders of the present preferred and common
stock were to receive no recognition.

The Commission found both plans fair in excluding steckholders
from participation, and thought both plans sound in their underlying
purpose to discontinue the business and liquidate. But on the score
of feasibility it was pointed out that in order to avoid the issuance of
deceptive securities, funded debt, even in a liquidation plan, should
bear such a relation to the value and nature of the company’s assets
as to provide adequately for the payment of interest charges and the
ultimate repayment of the principal. Largely due to the fact that
many of debtor’s investnients were in foreign countries now involved
in the war, any income, therefrom was highly questionable. In the
view of the Commission, no appellation of the new company as a
Realization Corporation and no form of descriptive legend on the
proposed securities would adequately offset the misrepresentation
implicit in the promise of repayment of principal and the promise
ultimately to pay interest, in light of the high degree of uncertainty
attending these contingencies.

The Commission further noted that if the plan was to provide for
any funded debt, the pro rata method of distribution provided for
in the trustee’s plan was preferable to retirement of “liquidation
certificates” by purchase either through tender or in the open market
as provided in the debenture holders’ plan.

After the Commission had filed its advisory report the trustee filed
amendments to his plan, in which petition he was joined by the pro-
ponents of the alternative debenture holders’ plan. The amended
plan *® eliminated the provision for funded debt. The securities to
be issued under the plan consist solely of about 400,000 shares of
common stock, with a 10-cent par value, to be distributed to the
debtor’s general creditors, including its debenture holders, at the rate
of 100 shares for each $1,000 in principal amount of creditors’ claims.
The Commission approved the asmended plan because, in providing
for the issuance solely of common stock, it eliminated the unsound
and misleading characteristics which would necessarily inhere in the
issues of funded debt originally proposed in this case.

1 On July 8, 1941, Judge Goddard approved the trustee"s amended plan and disapproved the debenture
holders’ committee’s alternative plan in accordance with the recommendation of the Commission.
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MecKesson & Robbins, Inc.—The debtor was engaged in the manu-
facture and Nation-wide wholesale distribution of drugs and drug
sundries and liquor operating in 37 States and the Territory of Hawaii,
with net sales averaging well over $100,000,000 annually. Its president
and active directing head for the decade from its incorporation until
the filing of the petition for reorganization had been Phillip M.
Musieca, alias F. Donald Coster, who committed suicide a week after
the commencement of the proceedings. Although Coster’s notorious
frauds and depredations had resulted in his withdrawal of approxi-
mately $2,870,000 from the business and the inflation of reported
assets by some $21,000,000, the trustee’s investigation disclosed that
his fraudulent activities had been wholly confined to the crude drug
department and to the Canadian subsidiary and did not pervade the
other departments of the business.

The Commission became & party to the proceedings on December
8, 1938, the same day that the voluntary petition for reorganization
was filed and William J. Wardell, the disinterested trustee, was
appointed.

Extensive investigations of the debtor’s affairs were undertaken by
the trustee and his counsel and accountants, and detailed reports of
their findings were distributed to the company’s security holders and
the parties to the proceedings in accordance with the provisions of
Section 167 of the Act. The facts disclosed by these inquiries en-
abled the trustee to assert very substantial claims against the debtor’s
former directors, accountants, and others, and as a result more than
$2,500,000 in cash and property was recovered for the estate.

The submission of suggestions for plans of reorganization was in-
vited by the trustee, and on November 7, 1940, the trustee filed his
proposed plan of reorganization. From time to time during the
interval between the filing of his plan and the court’s submission
thereof to the Commission for advisory report on February 20, 1941,
numerous amendments were adopted by the trustee as the desirability
therefor was disclosed.

The plan, as finally proposed, provided for the payment in cash in
full of all priority debt. Interest on all other debt was also to be paid
in cash, and the principal amount of such other debt was to be paid
40 percent in cash, 40 percent in new 15-year 4 percent sinking fund
debentures, and 20 percent in new 5} percent cumulative redeemable
preferred stock. The plan provided also that the trustee was to
procure an underwriting for the new debentures and new preferred
stock otherwise issuable to creditors (to be underwritten by the
trustee) if this were possible upon terms to net the estate the par or face
value of these securities. In its advisory report the Commission
pointed out that the plan would appear to require creditors to accept
certain sacrifices (e. g., change of status from creditor to stockholder
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with respect to 20 percent of their claims, an extension of maturity
for 15 years of 40 percent thereof, and a reduction in the rate of return
upon their claims), but that in the event of an underwriting the plan
would nonetheless be fair to them since they would realize in cash the
full value of their claims with interest. It was pointed out further
in the report that even if no underwriting were possible, market
conditions then prevailing indicated that the debentures and preferred
stock provided for in the plan would sell at par or better, and that if
such conditions continued to prevail without substantial change until
confirmation of the plan, the package of securities and cash allocable
to creditors would have an aggregate value equal to the full amount of
their claims with interest, and that in that event, the plan would also
provide full compensation to creditors.and would be fair and equitable
within the applicable judicial and statutory standards. The report
contained the cautionary comment that there should be reserved for
further consideration what changes would be necessary in the plan in
order to give creditors full compensation for their claims, in the light
of the sacrifices imposed upon them by the plan, in the event that
market conditions at the time of confirmation of the plan would not
permit creditors to realize the full value of their claims.

The new debentures and preferred stock were in fact successfully
underwritten, and creditors were paid the principal and interest of
their claims in cash in full.

The trustees’ plan was predicated upon an over-all value of the
debtor’s estate of $76,900,000, of which approximately $16,900,000
was excess cash. After providing for the claims of creditors, an
equity of approximately $43,800,000 remained. Under the plan, this
equity was capitalized by the issuance of 1,685,901 shares of common
stock of a par value of $18 per share. The preference shareholders
were to receive about 81 percent of the new common stock,representing
in terms of the trustee’s valuation $35,596,000. The Commission ap-
proved this allocation after concluding that the new securities were of
a value commensurate with the interest of the preferred shareholders.
The holders of the old common stock were allocated about 19 percent
of the new common stock. This was fair since the class was to receive
the full residual equity after no more than equitable provision was
made for ereditors and senior stockholders.

The Commission concluded that the new capital structure was
sound, that the working capital appeared to be sufficient, and that
the provisions respecting management and control were appropriate.
Therefore, it found the plan to be both equitable and feasible, and
recommended that it be approved. The plan was approved by the
court. Subsequently, several slight modifications were ratified by the
court to facilitate the underwriting of the securities.
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In December 1938, the Commijgsion undertook an investigation of
the auditing practices followed by McKesson & Robbins and its ac-
countants, and in December 1940, it issued its report thereon. In
this report ! the Commission concluded that the general adoption of
changes in respect to the appointment of auditors and the determina-
tion and execution of the audit program would have a salutary effect
upon auditing practice in the United States, and suggested specific
procedures that appeared to have certain advantages over others
that had been proposed.”* Consistently with our general practice in
cases under Chapter X counsel for the Commission participated in
the preparation of the numerous documents required for the consum-
mation of the plan and the launching of the reorganized McKesson
& Robbins, Inc., and the corporate by-laws finally adopted with the
approval of the court include provisions which carry fully into effect
the program suggested by the Commission.

APPEALS

Although the Commission may not appeal or file any petition for
appeal in a proceeding under Chapter X, it may appearin proceedings
before the appellate court in the event that appeals are taken by other
parties in cases in which the Commission is participating. Thus,
during the fiscal year the Commission participated as a part