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FOREWORD

This is a report of the activities of the Securities and Exchange
Commission during the fifteenth fiscal year of its existence. While
the report is in no sense as ambitious a survey of the Commission’s
work and its problems as was undertaken in its Tenth Annual Report,
some trends are noted herein for the five preceding years.

The statutes entrusted to the Commission give it a wide range of
responsibility for protection of the investor. We have frequently
stressed the fact that the generally applicable legislation administered
by the Commission places its main emphassis on disclosure. That
legislation is based on the theory that business, on the one hand, and
the investor on the other, should retain a full range of individual
responsibility for financial and investment decisions.

However, the statutes go further. For example, in regulating the
conduct of securities professionals who do business with investors the
statute imposes certain minimum capital requirements and provides
that customers shall not be unduly prejudiced by practices in regard
to the hypothecation of securities by professionals for their own
borrowings. Since, in the ordinary course of business many firms
handle cash and securities belonging to customers it is important for
the Commission to help prevent loss to investors occurring as a result
of violation of such restrictions. Further, many of the rules evolved
under antifraud standards applying to such professionals have the
effect of requiring obedience to certain business practices; an example
is the doctrine, announced by the Commission and judicially affirmed,
that dealers in the over-the-counter market may not, without dis-
closure, charge a customer a price not reasonably related to current
market prices. While adequate disclosure and consent of the customer
may avoid the charge of fraud when a firm has exacted high markups
in its sales, the fact is that most firms obey the limitation on pricing
inherent in the doctrine without regard to disclosure.

We have tried to show further in this report the importance, when
dealing with securities frauds and manipulation, of prompt and pre-
ventative action. It is of little comfort to an investor to suffer loss
through a firm which is, in effect, judgment proof. The best pro-
tection of the investor is to prevent the harm before it occurs.

For these reasons it is fallacious to think of the Commission as
merely an information clearing house. It has duties which, in order
to be fully borne, must carry the Commission’s work into the books,
records, practices, and financial conditions of thousands of securities
firms scattered all over the country.

The “passive” activity of the gommission——the receipt and proc-
essing of filings—is activity over which the Commission has no
control. It must be performed as the demand for the work arises.
The Commission cannot, for example, delay work on a registration
statement covering an issue of securities under the Securities Act of

p et
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1933 without either subjecting investors to the risk that an inadequate
statement has been filed or unduly interfering with financing pro-

ams. On the other hand while the enforcement or “active’” work
1n the examination of the records of securities firms by the Commission
can be rationed according to available manpower and facilities it is
no less significant to millions of investors than is the work of a super-
intendent of banks to depositors.

The Commission has long felt that its enforcement activities need
to be strengthened. We are now considering streamlined procedures
of examination to increase the number of inspections, and we hope
that with additional funds we will be able to devote more manpower
to this work.

An additional development worth commenting upon is the recent
introduction by Senator Frear of S. 2408, a proposal to safeguard
investors in securities not listed on national securities exchanges. The
Securities Exchange Act contains several cardinal provisions whose
purpose it is to change blind trading into informed investment by
requiring corporate management to meet certain standards in its rela-
tions with investors. As a condition of listing its securities on a
national securities exchange the law provides that each issuer must
register and file initial and periodic information about the company
and its financial affairs; it subjects those who solicit securityholders’
proxies to the requirement that information be disclosed sufficient to
permit an intelligent exercise of the vote; it contains provisions re-
quiring disclosure by insiders—officers, directors and large holders of
equity securities—of their holdings of equity securities o% the corpor-
ation and contains provisions designed to prevent such persons from
using inside information to profit from short term trading in equity
securities of their companies. With limited exceptions these require-
ments do not exist with respect to securities not rgfistered with the
Commission under the Securities Exchange Act although many of
their issuers are of substantial size and have substantial numbers of
securityholders among the public.

S. 2408 would extend to certain large companies not now registered
under the Securities Exchange Act the standards of that act relating
to filing of information, the solicitation of proxies, and trading by
corporate insiders. Not all companies would be so covered, but only
those having assets of 3 million dollars or more and 300 or more
securityholders—size limits selected because they indicate the exist-
ence of sufficient public interest in the company to warrant the exten-
sion of these standards.

This proposal was first contained in a report to the Congress by the
Commission submitted in 1946 and entitled “A Proposal to Safeguard
Investors in Unregistered Securities.”” That report showed how
freedom from regulation permitted unregistered companies with large
public stockholder interests to withhold from their securityholders the
minimum information necessary for intelligent understanding of the
investors’ position and informed exercise of the investors’ rights.
The President endorsed this proposal and commended it to the Con-

ess. Soon after the introduetion, on August 8, 1949, of S. 2408, the

mmission undertook to bring its 1946 report up to date. Such a
revision should be ready soon. -
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The bill represents no departure from the basic philosophy of the
existing law—that the securityholder who risks his money, who is the
ultimate owner of the enterprise, is entitled to have a proper accounting
from management of its stewardship of the company’s affairs—but
simply seeks to fill gaps left by piecemeal adoption of legislation
affecting securities in 1934, 1935, 1936, 1938, 1939, and 1940. The
bill would avoid the anomaly whereby the disposition of management’s
fiduciary duties depends, not upon the extent of public interest in a
given company, but upon the accident that its management at one
time listed the company’s securities for trading on the exchange and
registered them under the Securities Exchange Act.

Administration: of the geographical integration and corporate
simplification requirements of the Public Utility Holding Company
Act of 1935 has continued at a rapid pace. During the fiscal year
covered by this report 44 companies with assets of $1,748,878,827 were
divested by registered holding companies through compliance with
these standards. All of these companies thereby ceased to be subject
to the Holding Company Act. Divestments since December 1, 1935,
resulting in complete divorcement from jurisdiction under the Act
were thus increased to 661 companies with assets of $7,964,764,537.
Of the 2,152 companies subject at one time or another to the act, 1,510
have been eliminated through divestment, dissolution, mergers, and
other means.

In addition 206 companies with assets of $3,781,000,000 have been
divested by one or more holding companies, but remain subject to the
statute by reason of their relationship to a registered holding company.
One hundred forty-three of these companies with assets of approx-
imately $3,355,000,000 are expected to continue under the Commis-
sion’s jurisdiction indefinitely as members of systems which will
become fully integrated. It is estimated that these integrated
systems will control from 6 to 7 billion dollars of assets.

A great deal has been accomplished under the Holding Company
Act. However, despite serious attrition in personnel the case work-
load today in the important categories is actually greater than it was
in 1941. Average employment in the Division of Public Utilities
had dropped from 234 in 1941 to 150 at the end of the 1949 fiscal
year. Yet, at the end of the 1941 fiscal year we had only 37 voluntary
and involuntary reorganization proceedings pending—at the end
of the 1949 fiscal year we had 138. Total proceedings regarding
reorganization and the acquisition and sale of properties and portfolio
securities pending at the end of 1941 was 163—at the end of 1949 it
was 265. In 1941 we disposed of 192 applications and declarations
concerning financing out of 257 current for the year. During 1949
we disposed of 317 out of 434 current during the year. At the end of
1949 we had 117 of such proceedings pending, whereas at the end of
1941 we had 65.

This report is intended to inform the Congress of the activities of
the Commission. The Commission’s facilities are always available
to supply further information about its work.
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PART 1

ADMINISTRATION OF THE SECURITIES ACT OF 1933

The purpose of the Securities Act of 1933 is to provide full and fair
disclosure and to prevent fraud in the sale of securities in interstate
and foreign commerce and through the mails. To this end, the act
requires that issuers of securities to be offered for such public sale must
file with the Commission registration statements setting forth pre-
scribed information about the securities; that investors must be fur-
nished, at or before delivery of the security purchased, a copy of a
required prospectus containing the more significant items of such infor-
mation; and civil and criminal penalties are provided for securities
frauds. The act does not authorize the Commission to pass on the
investment merits of securities and it makes representations to the
contrary unlawful.

THE REGISTRATION PROCESS

Purpose of Registration

Unless exempted from the Securities Act, securities offered for sale
in interstate commerce or by the use of the mails must be registered.
Securities for which such exemption is provided consist, in general, of
government and municipal securities and the issues of banks, railroads,
cooperatives and other organizations and associations specified in
section 3 (a) of the act or covered by exemptions in rules and regula-
tions adopted by the Commission, as discussed elsewhere in this report,
pursuant to section 3 (b) of the act. In addition, while the act con-
tains no exemption for securities of governmental or other foreign
issuers as such, Public Law 142, 81st Congress, approved by President

an on June 29, 1949, extended a specific exemption to securities
issued or guaranteed by the International Bank for Reconstruction
and Development from the registration requirements of both the
Securities Act of 1933 and the Securities Exchange Act of 1934.1

An integral part of each registration statement is the prospectus,

which sets forth the more pertinent information about the security
offering. As a basic method of direct disclosure to investors, the pros-
pectus plays a vital role in carrying out the purpose of the act.
. The registration statement as a whole discloses material facts deal-
ing, among other things, with the character, size, and profitableness of
the business, its capital structure, the uses to which the company
intends to put the proceeds realized from the sale of the securities,
options outstanding against securities of the issuer, remuneration of
officers and directors, bonus and profit-sharing arrangements, under-
writers’ commissions, and pending and threatened legal proceedings.
There must also be included in this document certified financial state-
ments of the business enterprise.

1 For comments of the Commission made upon the proposal to exempt issues of the World Bank, see letter
from Chairman Hanrahan incorporated in Senate Report No. 504 and House Report No. 708, to accompany
8. 1664 and H. R. 4332, respectively, 81st Cong., 1st 8085, calling attention to the fact that the provisions of
these acts prohibiting outright fraud are applicable to “exempted securities,” and under this enactment
would continue to be applicable to securities ssued or guaranteed by the World Bank.

1
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The information contained in registration statements filed with the
Commission is not only made available immediately for public inspec-
tion at the offices of the Commission but also forms the basis of wide-
spread publicity released by financial news services, financial writers,
and newspapers throughout the nation, which further accelerates the
process of getting this information rapidly before a greatly enlarged
field of potential investors.

Recently, therethas been a marked trend, encouraged by the Com-
mission, toward use of smaller prospectuses than had commonly been
customary. As & result, in place of the cumbersome and somewhat
formidable document, printed on a heavy stock of legal-size paper,
which was commonly furnished to prospective investors during the
early years of the administration of the act, in recent years many regis-
trants used smaller and simpler prospectuses furnishing the lay investor
with a more convenient and more readable document than heretofore.

Examination Procedures

One of the Commission’s most important undertakings has been
its development of procedures and techniques, which are constantly
undergoing improvements as dictated by experience, for the fast and
thorough examination of registration statements to determine com-
pliance with the disclosure requirements of the act. The need for
speed in the examination process arises not only from the statutory
prescription of an effective date of the registration statement, in the
ordinary case on the twentieth day after its filing, but also from the
Ciommjssion’s desire to avoid unnecessary interference with financing
plans.

Where examination shows the registration statement to be inac-
curate or incomplete in disclosure of material information, the Com-
mission may resort to its power under section 8 of the act and issue
an order preventing or suspending the effectiveness of the registra-
tion statement. However, the Commission has, during the past five
years, continued its policy of exercising this power sparingly. In-
stead, it has relied for enforcement mainly upon the long-standing
practice of securing an amendment to the registration statement.
Accordingly, registrants are informally advised, as promptly as
possible after the statements are filed, of any material misrepre-
sentations or omissions found upon examination and they are af-
forded an opportunity to file correcting amendments before the
statements become effective. This advice is furnished by means of
an informal ‘“letter of comment” which indicates what information
should be corrected or supplemented to meet the disclosure standards.

Another informal procedure that has proved effective in speedi:é
the registration process is the “pre-filing conference” between st
members and representatives of registrants and underwriters. In
this manner registrants are encouraged to discuss problems in con-
nection with the proposed filing for the purpose of determining in
advance what types or methods of disclosure may be necessary under
the circumstances of the particular case. Considerable use is made
of this procedure, which has contributed to the marked reduction in’
the number of instances where the Commission has found it necessary
to resort to stop-order proceedings or other formal action under
section 8.
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Neither the Commission, the issuer, nor the underwriter desires a
statement to become effective unless it complies with the act. Often,
the staff will ascertain that deficiencies exist in the registration state-
ment as filed, or the issuer or underwriter may wish either to amend
the statement or simply to delay its effectiveness because of changes
in the securities market or for other business reasons. In such cases,
if there is a danger that the registration statement may become
effective in -defective form or prematurely for the purposes of the
issuer or underwriter, it is customary for the registrant to file a
minor amendment, called a “delaying amendment,”” which starts the
20-day waiting period running anew.

Effective Date of Registration Statement

The 20-day waiting period was provided by the Congress in order
to permit widespread publicity among investors of the information
contained in the registration statement before it becomes effective.
The Commission is, however, empowered at its discretion to acceler-
ate the effective date where the facts justify such action so that the
full 20-day period need not elapse before the registration statement
can become effective. In the exercise of this power, the Commission
must have due regard to the adequacy of the information about the
security already available to the public, to the complexity of the
particular financing, and to the public interest and the protection of
investors. ) '

Time Required to Complete Registration Process

The Commission seeks to accomplish completion of the registration
process within the statutory 20-day waiting period, and to that end
it has enlisted the cooperation of representatives of the securities
business. Studies of the amount of time required to complete the
registration process in all cases during the past three years show that
the median elapsed time has been shortened from 30% days in 1947
to 24% days in 1948 and to 22% days in the 1949 fiscal year.

Time elapsed in registration process—1949 fiscal year

1048 1949

July | Aug. | Sept.| Oct. | Nov.| Dec. { Jan. | Feb. | Mar, | Apr. | May | June

Total registration state-
ments effective during -
month (number)..._.... 26 27 31 34 40 27 26 38 43 59 32 38

Elapsed time (median
number of days):

_From dste of flling

- registration state-

ment to first letter

of comment. . _______ 10 10 10 10 10 10 10 10 10 10 10 10
From date of letter of
comment to
amendment by reg-
) RN 7 9 7 8 7 9 10 7 7 6 6 L]

Istran

From date of first
amendment to the
effective date of reg-
istrati

Total median
elapsed time
(days)--coooeo-. 2 25 23 23 p<3 25 24 21 20 20 20 20
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The table covers all statements processed, including those where
voluntary delays were sought for reasons extrinsic to the examination
process. The detailed figures for each month of the year show that
no more than 20 days in total elapsed time has been required to obtain
effectiveness of the typical registration statement during each of the
last four months of the year.

It will be noted from the table that the Commission has maintained &
median of 10 days between receipt of filings and staff comment on the
registration statement. Variations in time for the total registration
process are due in large part to variations in the time taken for cor-
rections by those who file statements and to the lapse between correc-
tions and effectiveness. Many factors enter into the duration of the
latter period; among them are the necessity for further corrections
and variations in the time necessary for analyzing supplementally
filed amendments.

THE VOLUME OF SECURITIES REGISTERED

Volume Of All Securities Registered in Fiscal Year

1849 1948
Total registered. c e oo o= $5, 333, 362, 000 $6, 404, 633, 000

The amount of securities effectively registered during the 1949
fiscal year was 17 percent less than the amount registered in the 1948
period. For the five-year period ending with the 1949 fiscal period 2
the amount was $28,768,306,000, 226 percent greater than the $8,819,-
902,000 for the 5-year period ended June 30, 1944, and 82 percent
greater than the $15,280,021,000 for the 4-year and 10-month period
ended June 30, 1939 adjusted to a 5-year period.

The volume registered in the 1949 fiscal year was distributed over
429 2 effective registrations covering 588 issues, as compared with 435
statements covering 559 issues for the 1948 fiscal year.

Securities Registered for Cash Sale

A. ALL SECURITIES

1849 1948
Registered for cash sale for accounts of issuers. $4, 204, 008, 000 $5, 032, 199, 000
Registered for cash sale for accounts of others

than issuers ... . _____.____ 193, 870, 000 209, 102, 000
Total registered for cash sale_._______ 4, 397, 878,000 5, 241, 301, 000
Total registered for other than cash

sale__ ... 935, 484, 000 1, 163, 332, 000
Total of all registered securities__ ... 5, 333, 362, 000 6, 404, 633, 000

1 For 5-year summary see appendix table 1, pts. 4, 5 and 6.
3 This figure differs from the 415 shown in the table on p. 9 due to difference in the classification as to
the time of effectiveness of registration statements. See appendix table 1, footnote 2 for details,
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B. STOCKS AND BONDS REGISTERED FOR CASH SALE FOR THE ACCOUNTS

OF ISSUERS
1949 1948
Equity securities other than preferred stock. $1, 083, 117,000 $1, 678, 127, 000
Preferred stoek_ ... ___ . _____ 325, 854, 000 536, 942, 000
Total all 8106K . _ oo oomemeees 1,408, 971,000 2, 215, 069, 000
Allbonds el 2, 795, 036, 000 2, 817, 130, 000
Total e o oo s 4, 204, 008, 000 5, 032, 199, 000

It should be noted that while the volume of bonds registered by
issuers for cash sale decreased only slightly in the 1949 fiscal year,
stock so registered showed a marked decrease.

From September 1934 through June 1948 new money purposes
represented 33 per cent of the net proceeds expected from the sale of
issues registered for the accounts of issuers. In the 1949 fiscal year
new money purposes represented 76 percent of the expected net pro-
ceeds for the year—large enough to raise the 15-year average by 4
points to 37 percent.’

The table below shows the amount of each type of security regis-
tered for cash sale for the accounts of the issuers in each of the fiscal
years 1935 through 1949 as well as the three 5-year totals. In addi-
tion to the totals of the new issues for cash sale, all registrations are
shown for the same periods,

*

(Millions of dollars)t
Cash sale for account of issuers
Al regis-
Fiscal year ended June 30 trations Total | pondsand Preferred ggﬁzggﬁ
face-amount 3

certificates stock | certificates of
participation
19353 o 013 636 490 28 168
18836 == e eemTTEIeoo 4,835 3,936 3,153 252 531
1937 p—— b 4,851 3,635 2, 406 802
10885 = 2,101 1,349 209 474
1939_. . 2,578 2,020 1,593 109 318
1936392 oo e 15,280 11,626 8,328 1,003 2,203
1840....., . 1,787 1,433 1,112 110 210
1041 = 2,611 2,081 1,721 164 196
1042 p— 2,003 1,465 1,041 162 263
1943 - o 486 316 32 137
1944 SToooo-TeemesT-tiiiIe - 1,760 1,347 732 343 272
104044 e 8,820 6,812 4,922 812 1,078
1045 - TemmmeeITeToooo 3,226 2,716 1,851 407 456
1046000 7,013 542 3,102 991 1,331
1947 gt 6,732 4,874 2,937 787 1,150
1048, —. 6,405 5,032 2,817 7 1,678

1949 o 5,333 4,204 2,706 326 1,
1045-49. e 28,768 | 22,249 13, 502 3,047 5,698

! Dollar amounts are rounded to millions and will not necessarily add to totals.
*For 10 months ended June 30, 1935.

# Bee also appendix table 1, pts. 3 and
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C. ALL SECURITIES REGISTERED FOR CASH SALE FOR THE ACCOUNTS OF
ISSUERS—BY TYPE OF ISSUER

Type of issuer 1949 1948
Electrie, gas, and water companies._____.__ $1, 796, 709, 000 $1, 606, 551, 000
Transportation and communication com-
pamies !_ . _ . _______ L __.__.T 989, 911, 000 1, 674, 528, 000
Financial and investment companies. ______ 680, 600, 000 780, 542, 000
Manufacturing companies. .- _.___._____ - 679, 447, 000 872, 471, 000
Extractive companies_ ... __________- 33, 495, 000 26, 238, 000
Merchandising companies.__...___.___.___ - 14, 675, 000 51, 333, 000
Service companies_ ... ___.___.__.__.___= 9, 171, 000 20, 498, 000
Construction and real estate companies____ 0 39, 000
Total _ . . 4, 204, 008, 000 5, 032, 199, 000

1 Does not include companies subject to regulation by the Interstate Commerce Commijssion and there-
fore exempt from registration. ,

Registrations of securities for cash sale by electric, gas, and water
companies in the 1949 fiscal year established a new high for the
group, exceeding by 8 percent the previous high established in the
1946 fiscal year and by 12 percent the amount for the 1948 fiscal
year. They accounted for two-fifths of the total for the year. Trans-
portation and communication companies, with 24 percent of the
total, registered 41 percent less than in the 1948 fiscal year, which’
represents their peak year for the 15 years. Companies classified as
financial and investment companies and manufacturing companies
registered almost equal amounts of securities, 16 percent of the total
each, decreases of 13 and 22 percent, respectively, from the amounts
for the 1948 fiscal year. No registration statements were filed by
foreign governments for cash sale during the 1949 and 1948 fiscal

years.

D. USE OF INVESTMENT BANKERS AS TO SECURITIES REGISTERED FOR
CASH SALE FOR THE ACCOUNTS OF ISSUERS

Amount registered to be sold through

investment bankers: 1949 1948 -
Under agreements to purchase for resale.__ $2, 758, 454, 000 $3, 016, 544, 000
Under agreements to use “best efforts’” to

L 557, 361, 000 759, 791, 000
Total registered to be sold through
investment bankers___ ... _______ 3, 315,814,000 3, 776, 335, 000
Total registered to be sold directly
to investors by issuers___._.._____.. 888, 194, 000 1, 255, 865, 000
Total . oo e 4, 204, 008,000 5, 032, 199, 000

In the 1949 fiscal year, investment bankers were used for the sale
of 79 percent of the total securities registered for cash sale for the
accounts of issuers as compared with 75 percent in the 1948 fiscal
year. Commitments by investment bankers to purchase for resale
involved 66 percent of the total registered for cash sale for the accounts
of issuers, as compared with 60 percent in the 1948 fiscal year.®

¢ See also appendix table 1, pts. 2and 5,
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During the five fiscal years ended June 30, 1949, investment bankers
underwrote for cash sale or exchange 1,821 registered issues amounting
to $17,325,874,000. Of this amount, $10,957,543,000 represented
bonds, $3,706,520,000 represented preferred stock, and $2,661,812,000
represented common stock.

That part of cost of flotation represented by commissions and dis-
counts to investment bankers, but excluding other expenses, is shown
for each type of security for each of the past 10 fiscal years. The table
below covers securities effectively registered for cash sale through in-
vestment bankers to the general public for the accounts of the regis-
trants, but does not include securities sold to existing security holders
of the issuers, securities sold to special groups, and securities of invest-
ment_companies.

Commissions and discounts to investment bankers

[Percent of gross proceeds]
Preferred | Common
Year ended June 30— Bonds stock stock
1.9 7.2 16.4
1.8 4.1 14.4
L5 41 10.1
1.7 3.6 9.7
1.5 3.1 8.1
1.3 3.1 9.3
.9 3.1 8.0
.9 2.8 9.3
.8 4.5 10.2
.8 3.8 7.1

ALL NEW SECURITIES OFFERED FOR CASH SALE?

Registered Securities
Securities effectively registered under the Securities Act of 1933 and
actually offered for cash sale during the 1949 fiscal year still were at a
high level, although lower than in any of the postwar years which have
been characterized by a record volume of new capital issues. The
zfa.nlllountsa of such offerings, valued at actual offering prices, are as
ollows:

1949 1948
Corporate (excluding investment companies) . $3, 443, 000, 000 $3, 758, 000, 000
Noncorporate (International Bank)_____.___ 0 249, 000, 000
Total registered securities offered_____. 3, 443, 000, 000 4, 007, 000, 000

Unregistered Securities
CORPORATE

Some $3,436,000,000 of unregistered corporate securities are known
to have been offered for cash sale by issuers in the 1949 fiscal year as

T See appendix table 8 for a detailed statistical breakdown of the volume of all secunties offered for cash sale
in the United States. Footnote 1 of that table gives a description of the statistical series.

# The figures given in this section exclude securities sold through coatinuous offering, such as issues of
open-end investment companies and securities sold through employee purchase plans, because complete
data are not currently available.
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compared with $3,644,000,000 in the 1948 fiscal year. The basis for
exemption of these securities from registration is as follows:®

Basis for exemption from registration: 1949 1948
Privately placed issues_ __._______.._._ $2, 657, 000, 000 $3, 006, 000, 000
Railroads and other common carriers..._ 621, 000, 000 452, 000, 000
Commercial bank issues.__.______.____. 25, 000, 000 25, 000, 000
Intrastate offerings_ . _ .. ______.__._. 2, 000, 000 9, 000, 000
Offerings under regulation A1_________. 121, 000, 000 141, 000, 000
Other exemptions. .- .. ______._ ... 10, 000, 000 11, 000, 000

Total. oo oo emeceeae 3, 436, 000, 000 3, 644, 000, 000

1 Includes only offerings between $100,000 and $300,000 in size. See p. 11 for a more detailed discussion of
regulation A offerings.

NONCORPORATE

The total of unregistered governmental and eleemosynary securities
offered for cash sale in the United States during the 1949 fiscal year
was $13,823,000,000 as compared with $11,879,000,000 in the 1948
fiscal year. These totals consist of the following:

Issuer: 1949 1948
United States Government_._.__.___._____ $11, 135, 000, 000 $9, 349, 000, 000
State and local governments. ___ . - 2,513,000,000 2, 526, 000, 000
Foreign governments__.._.___________ 166, 000, 000 0
Miscellaneous nonprofit organizations._ 8, 000, 000 4, 000, 000

Total. - . 13, 823, 000, 000 11, 879, 000, 000

Total Registered and Unregistered Securities

The volume of all corporate securities offered for cash sale amounted
to $6,879,000,000 in the 1949 fiscal year, somewhat lower than the
1948 ficure. Offerings in the noncorporate category were moderately
higher than in the preceding fiscal year, reflecting increased sales of
United States savings bonds and notes and a large offering in this
country of Canadian Government bonds. Comparable figures for the
1949 and 1948 fiscal years are:

1949 1948
Corporate. . e $6, 879, 000, 000  $7, 402, 000, 000
Noncorporate. . oo oe . 13, 823, 000, 000 12, 128, 000, 000
Total securities. ... .__.___.___. 20, 702, 000, 060 19, 530, 000, 000

New Capital and Refinancing

Proceeds from corporate securities flotations, both registered and
unregistered, applicable to expansion of fixed and working capital
amounted to $5,779,000,000. This may be compared with the
$5,887,000,000 in the 1948 fiscal year, which was estimated to be
the largest amount of money ever raised in the securities markets
for new capital purposes. As between money allocated to fixed and
working capital purposes in the 1949 fiscal year, there was an increase
of $200 million in the amount for new plant and equipment expendi-
tures, offset by a decline of 300 million dollars in proceeds for working
capital purposes. Public utility companies (including telephone) ac-
counted for 52 percent of the new money financing, industrial and
miscellaneous firms for 38 percent, and railroad companies for 10

§ Where a security may have been exempted from registration for more than one reason, the security was
counted only once.
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percent. The volume of refinancing through new issues of securities
declined further to $777,000,000, compared with $1,136,000,000 in
the 1948 fiscal year and a peak volume of $5,310,000,000 for the 1946
fiscal year.” Refunding of outstanding bonds fell to $151,000,000,
the lowest amount for this purpose since the beginning of the series
in 1934. However, funds used for repayment of other debt, prin-
cipally bank loans, increased and amounted to $600,000,000 as com-
pared with $360,000,000 in the preceding fiscal year.

REGISTRATION STATEMENTS FILED

Four hundred and fifty-five registration statements were filed in
the 1949 fi.cal year covering proposed offerings in the aggregate
amount of $5,124,439,119.

Number and disposition of registration statements filed

PriortoJulyl,| July 1, 1948, to| Total as of
1948 June 30, 1949 | June 30, 1949

Registration statements:

Filed- - 7,588 455 8,043

13

Effective—net 6,258 1415 16,663

Under stop or refusal order—net__. .. _____...___... 182 0 182

Withdrawn 1,083 52 1,145

Pending June 30, 1948 == === 55 -

‘Pending June 30, 1949 .- 53
Aggregate dollar amount:

Asfiled_ $52,838, 232,030 | $5,124,439,119 | $57, 962, 671, 149

Aseffective..___ ... _|$48, 780, 336,063 | $5,333,362,000 | $54, 113, 698, 063

! Excludes 13 registration statements which became effective and were subsequently withdrawn.
2 10 registration statements which became effective prior to July 1, 1948, were withdrawn during the year
and are counted in the number withdrawn.

A long-range comparison shows that during the 5 years ended
June 30, 1949, 2,623 registration statements were filed covering pro-
posed financing In the aggregate amount of $29,792,518,627, or an
amount three times greater than that for the preceding 5 years, as
shown below:

Registration statements filed 1940-49

Fiscal year— Number Amount

1040__ 338 | $1,056,841,248
1041 e e e 337 | 8,412, 087,877
M 235 ] 1,825,433, 469
1043 == 150 959, 326, 793
B r———————————— 245 | 1,774,316,982

6 years ended June 30, 14— .o 1,305 | 9,928,008, 360
1945= P 400 | 4,182,726,108
Q46 . 752 | 7,401, 260, 809
1947 N 567 |  6,034,388,303
148 449 | 6,149, 704, 288
1gd T T i 455 | 5,124,439,119

& years ended June 30, 1949 : 2,623 | 29,7902, 618, 627

19 8ee appendix table 4 for statistics in greater detail as to the use of net proceeds from the sale of securities,
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Additional documents filed in the 1949 fiscal year related to Securities Act regisirations

Nature of document: Number
Material amendments to registration statements filed before the ef-

fective date of registration_.____ . ______ . __.__ R 706
Formal amendments filed before the effective date of registration for

the purpose of delaying the effective date._ ---c--n-- e mennaa 754

Material amendments filed after the effective date of registration_-_. 542

Total amendments to registration statements_-_---_-=-__-__ 2,002
Supplemental prospectus material, not classified as amendments

to registration statements_____________z-_.=t-_--_______-__ 1,063

Reports filed under sec. 15 (d) of the Securities Exchange Act of
1934 pursuant to undertakings contained in registration state-
ments under the Securities Act of 1933:

Annual reports_ - _ . ._____ . ___IIIIT._._I_._Z 744
Current reports_ . .. __________ e e 1,013
Total filings__ . 4, 822

EXEMPTION FROM REGISTRATION UNDER THE ACT

The Commission is authorized under section 3 (b) of the act to
provide, by rules and regulations, exemption from the registration
requirements for issues of securities whose aggregate offering price to
the public does not exceed $300,000.

The Commission has adopted five regulations pursuant to this
authority: Regulation A, a general exemption for small issues; regula-
tion A-R, a special exemption for notes and bonds secured by first
liens on family dwellings; regulation A-M, a special exemption for
assessable shares of stock of mining companies; regulation B, an
exemption for fractional undivided interests in oil or gas rights; and
regulation B-T, an exemption for interests in oil royalty trusts or
similar types of trusts or unincorporated associations.

The act originally imposed a maximum limit of $100,000 upon the
amount of an offering which the Commission was thus empowered to
exempt from registration until by amendment of the statute effective
May 15, 1945, this limit was raised to $300,000. Following this
amendment of the law, the Commission revised its regulation A
insofar as it applies to issuers (as distinguished from controlling
stockholders) so as to extend the general exemption from the registra-
tion requirements provided thereby up to the ceiling of $300,000.

Small offerings of securities may be made and sold to the public
pursuant to a section 3 (b) exemption on the basis of a less complete
disclosure than that required by the act in the case of a registered
security. For example, regulation A provides for the filing of a simple
letter of notification, containing limited information about the issuer
and the offering, with the appropriate regional office of the Commis-
sion, and provides further that the offering may be made five business
days thereafter.

It should be emphasized, however, that any exemption from regis-
tration permitted under section 3 (b) carries no exemption from civil
liabilities under section 12 for misstatements or omissions, or from the
criminal liabilities for fraud under section 17. For the proper en-
forcement of these sections, the conditions for the availability of the
exemptions provided under section 3 (b) include, with the exception
of regulation A-R, the requirement that certain minimum information
be filed with the Commission and that disclosure of certain information



Securities and Exchange

Comaissi
FIFTEENTH ANNUAL REPORT sion 11
Library

be made in sales literature, if any sales literature is used. While no
prospectus need be used, selling literature must be filed in advance
of its use.
Exempt Offerings Under Regulation A

There has been a marked increase in the amount of small financing
by means of offerings made under regulation A since the maximum
permissible amount of such an offering was tripled to $300,000 in
May, 1945. The striking character of this increase in offerings can
be noted in the following table:

Number of

Aggregate
. letters of f
Fiscal year— notification 05"'{“‘3
filed price

578 $38, 845, 803
1,348 181, 600, 155
1,513 210, 791,114

209, 485, 794
1,392 186, 782, 661

The figures for the 1949 fiscal year include 127 letters of notification
covering offerings aggregating $18,355,308 of securities of companies
engaged in some phase of the oil and gas business. This represents an
increase of about 25 percent in the number and 50 percent in the
dollar amount of these particular offerings over the 1948 year.

Of 1,389 letters of notification filed in ﬁe 1949 fiscal year (omitting
three that were incomplete and subsequently withdrawn), 726 covered
proposed offerings of $100,000 or less; 276 covered offerings of more
than $100,000 and less than $200,000; and 387 covered offerings of an
amount between $200,000 and $300,000. Issuing companies made
1,238 of these offerings, stockholders made 142, and both issuers and
stockholders made the remaining 9. Commercial underwriters were
employed to handle 396 of the offerings, officers and directors or other
persons not regularly engaged in the underwriting business marketed
195, and no underwriter was used in connection with the remaining 798.

The Commission’s procedure for making an exempt offering under
regulation A is simple. All that is necessary is to file the prescribed
letter of notification and such sales literature as the offeror intends to
employ with the appropriate regional office of the Commission five
business days before the offering is to be made. In processing by the
Commission this material is examined in the field and reviewed by the
staff at the Commission’s headquarters. This review involves a search
for pertinent information in the Commission’s extensive files and an
examination to determine whether the exemption provided by the
regulation is applicable to the particular case and whether the infor-
mation filed discloses any violation of any of the acts administered by
the Commission. The results of this review are made available
promptly to the regional office. The Commission also follows the
practice of cooperating with the proper local authorities in the states
in which the securities are proposed to be offered by furnishing them
significant data about the proposed offering.

Exempt Offerings Under Regulation A-M

During the 1949 fiscal year the Commission received and examined

four prospectuses covering an aggregate offering price of $375,000 for
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assessable shares of stock of mining corporations exempt from regis-
tration under this regulation.
Exempt Offerings Under Regulation B—O0il and Gas Securities

To help deal with the special problems arising in oil and gas financing
the Commission maintains a specialized unit in its central office. 'This
unit not only administers regulation B but also gives technical help
and advice with regard to offerings of oil and gas securities under other
provisions and rules of the Securities Act. Where oil and gas securi-
ties are significant in the portfolio of broker-dealers undergoing inspec-
tion by the staff of the Commission, inspection reports are submitted
to this unit for advisory assistance. Last year, in addition to its
examination of 85 offering sheets filed under regulation B, this unit
was called upon to render technical advisory assistance in connection
with the examination of 127 letters of notification filed under regula-
tion A covering securities of companies engaged in various phases of
the oil and gas business; 54 registration statements and 58 amendments
thereto; and 33 broker-dealer inspection reports. It assisted also in
the examination of 7 applications for registration of securities on ex-
changes, 3 filings of proxy soliciting material, and 1 annual report on
Form 1-MD, under the Securities Exchange Act of 1934, all raising
some technical problem concerning oil and gas securities.

As a further means of coordinating its work dealing with the sale of
oil and gas securities, the Commission maintains a petroleum geologist
in Tulsa, Okla. This field officer is a source of up-to-date information
on wells and tracts located in the Mid-Continent and Coastal regions.
He not only makes examinations of actual tracts involved in specific
invest%ations conducted by the central or various of the regional offices
of the Commission, but also conducts a considerable amount of research
pertaining to oil and gas production and development for use of the
staff charged with examining offering sheets filed under regulation B
and sales literature filed for the information of the Commission under
regulation A.

The oil and gas unit maintains an extensive reservoir of pertinent
information about various companies and wells now consisting of
between 30,000 and 40,000 catalogued items. This information comes
generally from all the oil-producing states in the United States,
Canada, and Mexico and, in as yet a more limited way, from other
oil-producing countries throughout the world.

The Commission’s examination and investigative procedures are
designed to protect investors in oil and gas securities, while saving
needless time, effort and expense for all parties concerned, by avoiding
insofar as possible any necessity to resort to legal proceeding. Most
problems are disposed of directly and informa%ly in the ,ﬁjd before
they would mature into litigation.

During the past 5 years the Commission has participated in only
17 oil and gas investigations which have led ultimately to court
convictions or injunctions; and there have been only 204 preliminary,
informal, and formal oil and gas investigations during this period.

As we have noted, examination of letters of notification and related
sales literature filed under regulation A is concerned with aiding the
Commission in the enforcement of section 17 of the act. Often the
information needed for such examination does not require the expense
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of a field trip but merely a reference to the technical files alread
catalogued by the Commuission’s oil and gas unit, or consultation wit.
experts in other agencies of the Government. In a typical case, the
Tulsa representative of the Commission, through his personal local
contacts in the industry and expert information on most producing
areas in the Mid-Continent and Rocky Mountain fields, is able to
take any action indicated before the expiration of the five business
days of waiting provided under the regulation before the securities
may be sold. Where, for example, sales literature filed with the Den-~
ver regional office appears to be misleading, that office sends a copy
immediately to the Tulsa office. If the material is found to be untrue
or misleading, a report to that effect is communicated to the originating
office before the waiting period has expired, so that the offerors may be
informed and thus enabled to correct their sales literature before 1t is
distributed to the public. Since sales campaigns of many of the
regulation A issues extend over a period of many months, with new
sales appeals being prepared for such issuance under the regulation
sometimes as often as once every week or 10 days, these technical
examinations and reports have become increasingly numerous and
continuous. As evidence of the growth in this particular work, it
may be noted that in the 1948 fiscal year the Tulsa Office prepared
a total of 89 technical memoranda and investigative reports, of which
20 related to sales literature filed under regulation A, whereas last
year the corresponding total had increased to 136, of which a very
much larger number, 84, related to such sales data.

The exemption from registration provided by regulation B for
fractional undivided interests in oil or gas rights is limited to a maxi-
mum aggregate offering price of $100,000. Regulation B requires
that an offering sheet be filed with the Commission summarizing
pertinent information regarding the security being offered. In the
1949 fiscal year a total of 85 such offering sheets, and 76 amendments
thereto, were received and examined by the Commission. The follow-
ing actions were taken on these filings:

Various actions on filings under regulation B:

Temporary suspension orders (rule 340 (@) - - oo ... 28
Orders terminating proceedings after amendment________________________ 17
Orders consenting to withdrawal of offering sheet and terminating proceeding. 2
Orders terminating effectiveness of offering sheet (no proceeding pending) . 1
Orders accepting amendment of offering sheet (no proceeding pending)_____ 30
Orders consenting to withdrawal of offering sheet (no proceeding pending)__. 1

Total orders_ . - el 79

Confidential written reports of sales under regulation B.—The Com-
mission also received and examined during the 1949 fiscal year 1,262
confidential written reports of actual sales made under regulation B
and filed on Forms 1-G and 2-G, in the aggregate amount of $460,935.
The reports are required pursuant to rules 320 (a) and 322 (c¢) and (d)
of regulation B concerning sales made by broker-dealers to investors
and by dealers to other dealers. Where examination of these reports
indicates that a violation of the law may have occurred, the Com-
mission makes an investigation or takes such other action as may be
deemed appropriate.

uring the past 5 years the proportion of nonproducing interests
offered for sale under regulation B has more than doubled. These
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nonproducing interests accounted for 22 percent of total regulation B
filings in the 1945 fiscal year and for 55 percent of the total filed last
year in the 1949 fiscal year. ) ) L ) )

0il and gas investigations.—Nineteen new investigations involving
oil and gas securities were instituted by the Commission in the 1949
fiscal year and 25 such cases closed. This brought the total current
during the year to 150 and the number pending at the close of the year
to 125. Most of these investigations, conducted by the regional
offices and reviewed by the technical staff of the central office, arise
out of complaints from investors to the Commission. They are under-
taken primarily to determine whether the transactions in question
were effected in violation of section 5, which requires registration, and
of section 17, which prohibits fraud in securities transactions.

As a result of the evidence developed in some of these oil and gas
investigations the Commission has filed complaints in the courts seek-
ing injunctions restraining violations of the law, and has cooperated
with the Department of Justice in undertaking criminal prosecutions
where the facts warrant such action. During the 1949 year two per-
sons were enjoined from violations of the registration provisions of the
Securities Act and another was enjoined from further violations of the
antifraud provisions of the act in the sale of oil and gas securities. In
the same period indictments were secured in two cases developed by
the staff, charging violations of these antifraud provisions, and one
defendant whose transactions had previously led to his indictment for
such offense was last year sentenced to imprisonment for 2 years.

FORMAIL ACTIONS UNDER SECTION 8

The purpose of the Commission’s informal procedures in processing
registration statements is to get registration statements which comply
with the requirements of the act before the statements become effec-
tive. In almost all cases conference and comment by letter are suffi-
cient both for the needs of the registrant and for the adequate protec-
tion of investors. It is sometimes necessary, however, for the Com-
mission to exercise its powers under section 8 in order to prevent s
registration statement from becoming effective in deficient or mislead-
ing form or to suspend the effectiveness of a registration statement
which has already become effective.

Under section 8 (b) the Commission may institute proceedings to
determine whether it should issue an order to prevent a registration
statement from becoming effective. Such proceedings are authorized
if the registration statement as filed is on its face inaccurate or incom-
plete in any material respect. Under section 8 (d) proceedings may
be instituted at any time to determine whether the Commission should
issue a stop-order to suspend the effectiveness of a registration state-
ment if it appears to the Commission that the registration statement
includes any untrue statement of a material fact or omits to state any
material fact required to be stated or otherwise necessary to make the
statements included not misleading. Under section 8 (e¢) the Com-.
mission may make an examination to determine whether to issue a
stop-order under section 8 (d).

Examinations under section 8 (¢) may be held in public, or the
record may be made public after the close of the hearing. However,
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to insure that no injury shall be done to a registrant by means of bad
publicity if the examination should reveal no violation of the law, the
Commission makes it a practice to hold such examinations prelim-
inarily in private. On the other hand, all stop-order proceedings
under section 8 (d) are held in public.

Examinations under Section 8 (e)

At the beginning of the past year one private examination under
section 8 (e) was pending and three were authorized during the year.
The examinations were discontinued and the registration statements
withdrawn in two cases and stop-order proceedings were authorized
in a third case. The registration statement was withdrawn and the
ieclsord of examination was made public in the fourth case, described

elow:

The First Guardian Securities Corporation—File No. 2-7664.—The
company filed a registration statement proposing the sale of nearly
$2,000,000 of preferred and common stocks. The information con-
tained in the registration statement indicated a willful attempt to dis-
tort descriptions of both the business of the company and the back-
ground of the company’s promoters, who were also its principal officers
and stockholders.

The prospectus stated: (1) That the company would deal in securi-
ties for the purpose of investment and trading and that funds not so
used would, up to 50 percent of the company’s assets, be used for
making collateral or factoring loans or for any other types of profitable
opportunities; (2) that during its period of operations the company
had invested 1ts money principally in collateral loans and had, in one
case, charged the borrower a factoring rate of 2 percent a month,
implying that this was the maximum rate; (3) that the management
planned to operate the company in such manner as to enable it to
qualify under section 361 of the United States Internal Revenue Code
as a regulated investment company, which would entitle it to certain
tax benefits; (4) that the company intended to pay a dividend on
Common Stock of 20 cents per (iua,rter and that initially the dividend
would be paid from capital surplus; and (5) that the company did not
intend to invest in real estate.

The prospectus also sought to convey the impression that the pro-
moters had extensive business experience. In describing their experi-
ence the prospectus stated that ‘“after successfully accumulating
sufficient capital’”’ they “organized a distributing agency for soft
beverages during 1929;” that ‘“they subsequently organized” a com-
pany “for the manufacture of textiles and integrated products from
the raw yarn through a nationwide retail distribution;” and that
“during 1943 and 1944 they liquidated their operations in the textile
field and principally engaged in trading and investing in stocks, bonds
and debentures for their own account and for the account of the
members of their immediate family.”

Investigation disclosed that the registration statement was in fact
false and misleading. For example, the investigation disclosed that,
contrary to the statements contained in the prospectus: (1) The policy
of the registrant would be to place its monies primarily in collateral
loans, which would be generally secured by non-liquid collateral such

862940—50——3
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as second mortgages on real estate, personal endorsements, chattel
mortgages and shares of stock of privately owned corporations, and
that the promoters had little experience in making such loans; (2) the
company received fees and interest on collateral loans at rates as high
as 12 percent a month; (3) the normal operations of the company
would be such that it could not claim the tax benefits made available
by section 361 of the Internal Revenue Code; (4) assuming that it sold
aﬁ of the shares of stock offered, the company could not meet its stated
dividend policy of 20 cents a quarter on the common stock payable
out of earnings unless gross earnings were at least 15 percent on its
capital, and that by reason of the asset coverage required with respect
to the preferred stock by provisions of the Investment Company Act
it could not pay such dividend out of capital surplus for more than 2
years at the most; and (5) the company did in fact intend to investin
real estate. Furthermore, the investigation disclosed that the finan-
cial statements included in the registration statement were certified
by an accountant who owned shares of stock of the company during
part of the period covered by the audit. The independence of the
accountant was questioned for this reason.

Regarding the experience of the promoters, the investigation dis-
closed that the beverage business in which they had engaged consisted
of the sale of soft drinks to factory workers when they were still no
more than 13 years of age. The company which was engaged in the
business of “manufacturing textiles and integrated products from the
raw yarn through a nationwide retail distribution” was in fact a small
enterprise engaged for the most part in the business of selling ladies’
blouses. The reference to their trading in securities was no less mis-
leading. It sought to convey the impression that they had experience
in trading in securities but did not show the results of their experience.
The investigation disclosed that during the period referred to in the
prospectus the promoters traded extensively in securities and suffered
a net loss as a result of their operations.

Subsequent to the investigation the Commission granted the com-
pany’s request to withdraw the registration statement. At the same
time the Cominission ordered that the investigation pursuant to sec-
tion 8 (e) be made public.

Stop-Order Proceedings under Section 8 (d)

Three stop-order proceedings were authorized in the 1949 fiscal
year and public hearings were held in the cases during the year. In
one case the registration statement was withdrawn and the proceedings
d}ilsmissed. The remaming two cases were pending as of the close of
the year.

American Oil Ezplorers Inc.—File No. 2-7886.—This company,
newly organized for the purpose of engaging in speculative oil explora-
tion, filed a registration statement on March 17, 1949, covering
5,000,000 shares of its 1-cent par value common stock to be offered to
the public at & purported price of $1 per share, for an aggregate of
$5,000,000. At the time the registration statement wasfiled the com-
pany’s entire capital amounted to $1,000. Each purchaser of stock
was to receive a paid-up life insurance policy in an amount equal to
the price of the total number of shares purchased by each shareholder,
but not less than $250 nor more than $2,000 for any one investor.
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Such policy was to be purchased by the company from a specified
insurance company for a single stated premium, the amount of which
would vary with the age of the particular investor.

On April 5, 1949, the Commission ordered the institution of stop-
order proceedings under section 8(d), alleging misstatements and
omissions to state material facts in regard to numerous items of re-
quired information. Issue was taken, among other things, with the
misleading nature of the proposed offering which combined life in-
surance and a speculative stock in one package. The company
represented in the prospectus that by applying a major part of the
proceeds from the sale of the issue to the purchase of fully paid-up
life insurance having a face amount equal to the sum paid by investors,
the scheme would provide investors with long-range protection against
loss of the capital invested in the speculative program of oil explora-
tion. The Commission attacked this deliberate attempt to imply the
absence of risk in an investment in this highly speculative venture,
since life insurance alone could have been bought elsewhere for the
same or a lower premium without the need of subjecting a substantial
amount of additional money to the hazards of the promoters’ enter-
prise.

A second issue raised was the legality of a combined offering of life
insurance with stock under pertinent State law. Additional issues
included: (1) The accuracy and adequacy of the disclosures regarding
the insurance company; (2) the failure to disclose properly the rela-
tionship between the registrant and another company, controlled by
the registrant’s promoters, which was to provide management ad-
visory services; (3) the nature of the emoluments the promoters
would receive through such arrangement; and (4) the failure to state
that the price of the shares would vary as between investors by reason
of the fact that a portion of the amount paid in, variable with the age
of each investor, was to be invested in life insurance, and the resulting
balance, representing the actual price of the stock, would differ materi-
ally for different purchasers.

After the Commission’s order for a public hearing was issued, the
registrant filed a request for withdrawal of its registration statement
and no sale or offering of the securities was made. The request was
granted by the Commission on April 19, 1949,

DEFICIENCIES DISCOVERED IN EXAMINATION OF
REGISTRATION STATEMENTS

The examination of registration statements during the waiting
period brings to light many deficiencies in the registration statements
which would, if undiscovered, be published and furnished to investors.
These are sometimes corrected; often they are of such material
character that the statements are withdrawn on discovery of the
deficiency. The following are examples of deficiencies discovered in
examination of registration statements.

Failure to Disclose Interest of Parent Company

A company operating a chain of restaurants filed a registration
statement for 120,000 shares of convertible preferred stock, $1 par
value. Thirty-two thousand two hundred and fourteen of the shares
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were to have been offered, by way of exchange, to the holders of the
company’s then outstanding $6 cumulative preferred stock, on a
share-for-share basis, and the reraining 87,786 shares were to have
been offered to the company’s stockholders and to the public at $15
per share. The old preferred had a $100 liquidating preference and
carried, as indicated, a $6 cumulative dividend rate. Dividend arrear-
ages amounted to $95 per share. The new preferred stock to have been
offered in the share-for-share exchange had a par value of $1 per
share, a $30 liquidating preference and a cumulative dividend rate of
$1.50. The registration statement failed to disclose adequately the
rights which the old preferred stockholders would give up and the
rights which they would receive if they accepted the exchange offer.

Although there was no equity for the common stock of the company
the exchange of old preferred stock for the new preferred stock would
create an equity for the common stock through the reduction in the
liquidating preference and the elimination of dividend arrearages.
No disclosure was made in the registration statement as to the benefits
which would thereby’accrue to the company’s parent, which held 45
percent of the common stock.

In conferences with counsel for the company the staff pointed out
these inadequacies of the registration statement. It developed in
these conferences that the fair or current value of the company’s
property, plant and equipment, carried on the books of the company
at a depreciated value of $3,478,301, was very substantially less than
the books indicated, and that if the land, buildings, and equipment
were offered for sale, these assets would probably yield less than
$1,000,000. Shortly after these conferences the company withdrew
the registration statement upon the grounds that the company’s
restaurants had been leased to another company and that the plyan
of financing was no longer necessary.

Expenses Paid by Company to Accommeodate Selling Stockholders

A manufacturer of metal roofing filed a registration statement
covering an offering of 30,000 issued shares of the company’s $1 par
value common stock to be sold to employees at $10 per share. Al-
though the stock was owned by and to be offered in behalf of three
of the companl);;f principal officers, who were also directors and
controlling stockholders of the company, the entire cost of financing

urchases under this employee stock purchase plan was to be borne
'1‘51’1 the company as an accommodation to these selling stockholders,
us it was disclosed in the registration statement as originally filed
that purchases would be financed with loans from two local banks,
and that the company would not only pay interest charges on the
installment notes securing such loans but also the cost of insuring
the loans, while providing in addition a special cash deposit in the
banks for the purpose of guaranteeing all loans made. This partici-
pation by the company assured immediate payment to the selling
stockholg;rs.

This method of financing prompted serious questions on the part
of the Commission’s examining staff concerning not only the legality
of the banks’ participation therein but also whether the assumption
of such expenses and guarantees by the company would constitute
ultra vires acts as to which issues no disclosure was made in the regis-
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tration statement. Subsequently, the registration statement was
amended to indicate that the banks had entirely withdrawn from
participation in the offering, that the company’s participation therein
was limited to periodic pay-roll deductions for payment of the shares
purchased by the employees, and that the company’s expenses in
connection with the offering were confined to the cost of stock certifi-
cates and transfer fees.

Failure to Disclose Cease and Desist Orders

A company, owning a gold-mining property which had been devel-
oped by a predecessor, filed with its registration statement a pro-
spectus in which it was represented that the property was then in
condition for operation except for minor installations of mill equip-
ment. An estimate of ore reserves in excess of 400,000 tons, as set
forth in the prospectus, served to round out the registrant’s picture
of a mine about ready for productive operations. The ore reserve
estimate rested on a three-page report by the company’s mine mana-
ger. It was readily apparent upon examination, however, that this
report gave no evidence that its ore estimate was based on an adequate
sampling of the mine. On the contrary, it indicated an insufficient
sampling. The prospectus omitted all discussion of this vitally
important question of sufficiency of the sampling as a basis for the
ore reserve estimate. It failed to show the following significant facts:
(1) The predecessor company, after having finished substantially all
development work done at the property and after a thorough sampling
of the mine, concluded it had no ore reserves in its mine and that the
mine did not justify any further expenditures; and (2) an extensive
program of check-samp]y.;ix;‘:-1 by the company filing the registration
statement gave results mainly consistent with those of the predecessor.
After the deficient character of the registration statement was called
to the attention of the company, a conference was arranged during
which the inadequacies of the statement were discussed by the examin-
ing staff with a representative of the company. Thereafter the com-
pany elected to abandon its proposed public offering and withdrew
its registration statement.

While the process of examination was under way, the Commission’s
staff discovered from sources of information independent of the regis-
tration statement that numerous cease and desist orders forbiddin
the sale of the registrant’s securities were then in effect in severa
States, and it was pointed out to the registrant that disclosure of the
existence of these orders would need to be included in the registration
statement in order to make it not misleading to the public. The
registrant’s request for withdrawal was stated to have been made in
view of the existence of these orders.

Preferred Position of Insiders

A company filed a registration statement covering the public offer-
g of stock of the company. Some of the stock was to be offered by
the -company and the balance by company insiders—officers of the
company and persons closely associated with them. Some of the
stock to be offered by the insiders had been acquired through the
exercise of options. These options had been obtained by an individual
closely associated with the company management.
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When the registration statement was filed it was examined by the
staff in the ordinary course. Such examination disclosed the neces-
sit ?ﬁ(ﬁlr ascertaining further facts concerning the acquisition of the
options. Upon finquiry, it was discovered that in“acquiring the op-
tions financial statements were used which did not reflect then current
earnings, which had substantially improved over those shown. The
last purchases of options were made shortly before the close of the
company’s 1948 fiscal year, when new financial statements would have
become available disclosing that earnings for that year had increased
to about three times over earnings for the prior year. The stock
obtained through exercise of the options was to be resold to the
public at a price greatly in excess of the option price paid.

The company thereafter elected to withdraw its registration state-
ment, giving as its reason the then condition of the securities market.

Liability for Pensions not Disclosed

A registration statement was filed by a gas company which, with
its subsidiaries, had guaranteed annuities for life to certain former
employees who had retired and to others who were eligible to retire.
Annual payments to those retired were charged to profit and loss only
when made. However, the issuer did not carry any liability in its
balance sheet for the estimated amount of the cost of future payments
of annuities for past services in the financial statements originally
filed in connection with its public offering of securities. Following
discussions held between the Commission’s staff, representatives of
the issuer, and the certifying accountants in the course of the examina-
tion of this registration statement, an actuarial study was made to
ascertain the estimated liability representing the cost of these an-
nuities. This cost was found to approximate $1,500,000 and was
consequently so recorded on the balance sheet as a liability, with a
corresponding reduction of earned surplus.

Overstatement of Inventories and Understatement of Losses

A registration statement filed by an aircraft producer preparatory
to a public offering of debentures contained financial statements
which indicated that the operating loss for the accounting period
covered amounted to $783,000. As a result of inquiry, it was found
by the staff that materials and parts inventories and work in process
inventories were greatly overstated. At the same time it was dis-
covered that realizable values from the sales of goods in the regular
course of business were, on the other hand, substantially less than
the actual cost of materials and other expenses of manufacture.
The staff also ascertained that manufacturing costs used in deter-
mining operating results were based on standard costs which had not
been properly adjusted to reflect substantially higher actual costs.
Under the circumstances, appropriate adjustments were required to
be made in the financial statements in order that they would not be
misleading, as a result of which the amount of operating losses,
originally reported as $783,000, was shown to be $2,000,000, and
carrying values of inventories shown on the balance sheet were
commensurately reduced. Subsequently the registration statement
was withdrawn.
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Write-up of Fixed Assets

A company engaged in the construction business filed a registration
statement which mcluded a consolidated balance sheet reflecting fixed
assets in a gross carrying amount of approximately $11,000,000 and
showing a net worth of $2,180,000. In the course of the staff’s exam-
ination of the financial statements conferences were held with repre-
sentatives of the issuer and it was ascertained that during 1928 certain
land had been acquired in an arm’s-length transaction and reflected
on the books of a subsidiary at cost. The issuer constructed a building
on this land which was completed in the early part of 1929, Shortly
after the completion of the building negotiations were entered into
with underwriters for the sale of securities and the underwriters, in
negotiating the price and amount of the public offering, assigned a
value to the land and buildings which was $4,507,000 in excess of cost.
The issuer wrote up the fixed assets and assigned the entire amount of
the write-up to land.

At the suggestion of the Commission’s staff, a pro-forma consoli-
dated balance sheet was included reflecting the consolidated financial
condition of the company based on cost of fixed assets, which the
Commission considers to be the proper accounting basis for carrying
fixed assets. This accounting adjustment brought about while the
registration statement was in fprocess of examination resulted in a
reduction of the asset value of land from $7,400,000 to $3,000,000,
and the substitution of a deficit of $2,900,000 for a previously shown
surplus of $1,600,000.

The original prospectus included & representation that the net book
value of the common stock was $4.36 per share. This representation
was revised to indicate further that the common stock had no net
book value on the basis of using cost in accounting for fixed assets,

Effect of Additional Depreciation and Taxes on Earning Power

One company filed a registration statement in connection with the
proposed sale of equity securities, the principal purpose of which was
to acquire certain assets of a partnership and certain real estate from
the partners. The amount to be paid for the partnership assets
exceeded the amount at which they were carried on the partnership
books, the excess being related to depreciable property.

The prospectus included a summary of earnings of the partnership
for the 10% years ended June 30, 1947. The staff pointed out that the
summary of partnership income did not properly show the earning
power of the assets to be acquired as recognition was not given to the
additional depreciation charge resulting from the excess payment for
property, nor to income taxes which would have been incurred had the
partnership been operated as a corporation. As amended, the sum-
mary of earnings showed for each period the effect of additional
depreciation and of income taxes computed on a pro-forma basis of
rates ap plicable to corporations.

The significance of the added information thus disclosed may be
appraised in the light of the following differences: The highest net
income of the partnership during the 10} years covered in the summary
was $171,067.06 in 1943. Adgditiona.l depreciation of $45,000 and
corporate Federal income taxes of $46,000 would have reduced such



22 SECURITIES AND EXCHANGE COMMISSION

income to $80,067.06. Further, in 4 years in which there were profits
on the partnership basis there would have been losses on the pro-forma
basis. In respect of the latest period, the 6 months ended June 30,
1947, profits shown for the partnership of $111,648.92 become
$55,148.92 on the corporation basis, a reduction of approximately
50 percent.

Good Will Amortized

An issuer, engaged primarily in the manufacture and sale of milk
products, acquired, through merger, the facilities and business of
another company engaged in a like business. The purchase price
substantially exceeded the net assets as reflected on the acquired
company’s books. This excess, together with certain other transac-
tions, gave rise to an item of approximately $1,300,000 in the con-
solidated balance sheet which was shown as good will. It was indi-
cated, in a prospectus filed by the issuer in connection with a public
offering of equity securities, that the good will balance was not being
amortized. It was pointed out to representatives of the issuer that
this good will appeared to represent, mn effect, the cost of additional
earnings which should be amortized against the realization of such
earnings in order to make future statements of earnings meaningful.
The issuer revised its prospectus to reflect the adoption of an amorti-
zation policy for its item of good will over a period of 15 years.

Sale of Stock at Different Prices

A foreign gold mining company filed a registration statement for
500,000 shares of common stock, $1 par value, to be offered at $1 per
share. This company and its three predecessors (all controlled by
the same promoter) despite sporadic efforts over a period of 30 years
had been unsuccessful in their efforts to find a commercial body of ore.
Following the filing of the statement a conference was had with the
company’s promoter and his counsel. At this conference the staff was
informed that the stock was currently obtainable and had been sold
in the foreign country at 50 cents per share, & fact not disclosed in the
registration statement. It was also learned that the company’s
immediate predecessor had been denied the right to sell securities by
a large number of States in this country and that the promoter had
been refused a broker’s license by the appropriate authorities in his
own country. The registration statement was silent as to these
matters.

The information given with respect to the development of the mining
property and its prospects was inadequate and misleading. For
example, it was stated in the prospectus thatin1918a* * * kidney
of concentrated free gold * * *’ was found on the property which
was said to be “two feet long, ten inches wide, and about two feet
deep”” and to be “practically solid gold.” This gold would have had a
value of over $1,000,000 at the gold price prevailing in 1918. Since
governmental reports of gold production for the area in which the
property is located showed no gold production for the year 1918 or
for a number of succeeding years, inquiry was made as to the issuer’s
basis for the representation. No supporting evidence was presented.!

11 This representation about the gold kidney does not appear in a negwrgfismﬁon statement filed by the
company recently which was under examination at the close of the 1949 year.
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Upon being advised of the serious nature and extent of the deficien-
cies existing in the registration statement, the company withdrew the
statement.

Promoter’s Profit in Cooperative

A cooperative apartment corporation filed a registration statement
in connection with an offering of common stock wholly owned by
the sponsor of the enterprise, the stock to be purchased in conjunction
with the issuance to each purchaser of a proprietary lease on an apart-
ment. The estimated profit accruing to the sponsor was not dis-
closed in the registration statement originally filed. At the suggestion
of the Commission the prospectus was amended to reveal that the cost
of the building and related charges was estimated at $550,000, for
which the purchasers were paying $700,000 ($400,000 in stock and
$300,000 first mortgage) resulting in a profit to the sponsor of $150,000.
Disclosure of Financial Position

An electrical products manufacturing corporation filed a registra-
tion statement covering 270,000 shares of its common stock. Some
time prior to the date of filing the company reported to its stock-
holders a net loss of $724,000 for the 6-month period ended October
31, 1948. However, the certified financial data included in the pro-
posed form of prospectus pursuant to the requirements of the Secur-
ities Act indicated a net loss of $3,108,000 for that period. The
greater loss disclosed in the prospectus was due to additional inven-
tory write-downs and reserves of $1,765,000, a further reserve of
$396,000 against possible loss on an investment in an affiliated com-
pany, and other audit adjustments of $223,000.

The principal deficiency in respect of the financial statements
related to inventories, which at October 31, 1948, after deducting a
reserve of $2,200,000, represented over 42 percent of total assets and
64 percent of total current assets.

The prospectus and the report of a management consultant retained
by the corporation showed that the corporation was carrying excess
inventories, the discontinuance of certain product lines, and reflected
absolescence and faults in products. Further, the prospectus stated
there was general inefficiency in purchasing, production, shipping, and
warehousing.

The amounts stated in the balance sheet for inventories were
based upon book records. The accountants in their certificates
stated: “* * * such continuous records of quantities as are main-
tained by the Corporation with respect to certain portions of the
inventories are not integrated in monetary amounts with the general
accounting records. ¥ * *’ They also stated: “Assuming use
and realization of the inventories in the regular course of business, we
have no reason to believe that the inventory amounts at October 31,
1948, have not been fairly stated.” Inventories had been written
down by $1,268,700 during the year ended April 30, 1948, and by
$1,700,967 during the 6 months ended October 31, 1948.

The Commission’s letter of comment set forth that, in view of the
statements in the prospectus and elsewhere in respect of the inven-
tories, it did not appear that reliable and dependable financial state-
ments could be prepared in the absence of a physical inventory as of
the balance sheet date and questioned whether the accountants had
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followed generally accepted auditing procedures under the circum-
stances. This failure to take a physical inventory raised the serious
question of whether the amount of inventories, and of the write-
downs made therein, had been properly determined.

During the pendency of the registration statement the Federal
Government attached the company’s property because of a default
in the payment of income taxes. Also the Reconstruction Finance
Corporation imposed conditions with regard to a proposed mortgage-
loan to which the company could not agree. The registration state-
ment was subsequently withdrawn after the negotiation of an agree-
ment for the sale of the company to another company.

The filing of the registration statement, which was immediately
made public by the Commission pursuant to the statute, instantly
%;ve rise to widespread publicity released by financial news services,

ancial writers and newspapers generally. The loss for the account~
ing period, as disclosed in the registration statement, was a matter of
pubEc record the moment it was filed, and it was immediately reported
in the public press and in the various financial news services. Trading
in the stock was suspended for 1 hour by the authorities of the ex-
change on which the security was listed so as to give investors an
opportunity to consider a statement by the company’s president con-
cerning the revised figures shown in the prospectus.

Comparative Investment Positions of Public and Promoters -

In order to disclose clearly certain essential features of a proposed
offering, particularly the contributions made and benefits received
by promoters, the staff of the Commission requested that certain
information be presented in tabular form by a registrant engaged in
the manufacture and sale of an electrical product. The relative
amounts of cash contributed by the public and by the promoters and
their respective voting power and shares in the dividends were set
forth in the prospectus, pursuant to this request, in a simple table.

This table disclosed that, assuming all the stock were sold, the
promotors would have 50 percent of the voting power for an invest-
ment of $2,500—less than 1 percent of the total capital investment in
the company—whereas the price to the public of a similar 50 percent
of the voting power would be $480,000. In addition, in case the
registrant should be able to pay dividends of $80,000 or more a year,
public investors could get a maximum of only $16,000 a year more
than the promoters.

The registration statement was subsequently withdrawn, and the
company elected to make an offering of a reduced number of shares
under the exemption from registration provided by regulation A.
However, disclosure similar in form to that deseribed above, adjusted
principally to the smaller amount of offering involved, was continued
in the company’s offering circular filed under regulation A.

In addition, the relative position of this company’s class A stock-
holders was greatly improved by a change in their dividend rights
effected while the registration statement as originally filed was under-
going examination. The original filing covered a proposed offering
of class A stock. At that time the registrant had outstanding class
B stock, all of which was owned by promoters. The class A stock
was stated to bave a noncumulative dividend preference of 30 cents
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per share. After the payment of 30 cents on the class A stock the
class B stock was entitled to 20 cents per share, and thereafter the
two classes were to share equally in dividends. The registrant was
requested to point out in the prospectus that because of the non-
cumulative feature of the class A stock and the promoters’ ownership
of class B stock it was within the latters’ power and interest to with-
hold dividends on the class A stock until such time as earnings had
accumulated to the point the registrant could pay 20 cents a share
on the class B stock as well as 30 cents a share on the class A stock.
By amendment then filed the registrant disclosed it had changed its
class A stock to make it cumulative.

CHANGES IN RULES, REGULATIONS AND FORMS

During the past 5 years the Commission has continued its long-
established policy of revising its rules, regulations, and forms when-
ever it has appeared that such action was necessary for the protection
of investors or to meet changing business conditions. This flex-
ibility is intended to simplify compliance with the statute in the most
practicable manner for different classes of issuers and securities with
distinctive problems peculiar to the class. Changes may be made
as a result of recommendations by the staff, or at the suggestion of
persons who must comply with the requirements of the statute.
In either case, no material change is made without a series of con-
ferences with persons interested or who may be affected by such
change. Some outstanding changes made during the past 5 years
in the rules, regulations, and forms under the Securities Act of 1933
are summarized below.

Rules Relating to Exemptions

For a summary review of changes in sizes of offerings exempted
from registration by Commission rules see discussion, above, of
exemptions under section 3 (b) of the Securities Act.

Amendment of Rules Relating to Registration

Rule 131—The Red-Herring Prospectus.—Rule 131 was adopted by
the Commission on December 5, 1946. Its purpose is to facilitate
the dissemination of information about a security before the registra-
tion statement for such security becomes effective. It provides that
the sending or giving to any person before a registration statement
becomes effective of a copy of the proposed form of prospectus filed
as a part of the registration statement shall not, in itself, constitute
an “offer to sell,” “offer for sale,” “attempt or offer to dispose of,”’
or “solicitation of an offer to buy,’”” withintthe meaning of section 2 (3)
of the act, if the proposed form of prospectus contains substantially
the information required by the act and the rules and regulations
thereunder to be included in a prospectus for registered securities, or
substantially that information with certain speci.éed exceptions. The
rule was adopted for a trial period of 6 months and the Commission
later announced that it would be continued in effect indefinitely.
The copy of the prospectus so distributed is the so-called red-herring
prospectus.

Regulation C.—On June 9, 1947, the Commission adopted a com-
plete revision of regulation C, which contains general requirements



26 SECURITIES AND EXCHANGE COMMISSION

governing the preparation, form, contents, and filing of registration
statements and prospectuses. The purpose of the revision was to
simplify the registration procedure and conform the requirements of
the rule to present day needs.

On November 10, 1948, the Commission added rule 431 to regula-
tion C. This rule, designed to avoid the necessity of dual prospectuses
in certain cases, provides that in sales of securities by an issuer to its
existing stockholders a prospectus may consist of a copy of the
proposed form of prospectus meeting the requirements of rule 131
plus a document containing such additional information that both
together contain all of the information required to be included in a
prospectus for registered securities. Under this rule most of the
information required to be included in a prospectus may be sent to
stockholders prior to the effective date of the registration statement.
Upon the effectiveness of the registration statement the document
is sent to stockholders incorporating the previous information by
reference and containing such additional information as to price and
related matters as is necessary to constitute a statutory prospectus.

Amendment of Forms for Registration

Revision of Form S-1.—The most important of the Commission’s
forms for registration of securities under the Securities Act of 1933 is
Form S-1. On January 8, 1947, a revised and simplified Form S-1
was adopted and two predecessor forms, A-1 and A—2, were rescinded.
Another predecessor form, Form E-1, was later rescinded. Further
items of Form S-1 calling for information about remuneration of
company officials were further amended on December 17, 1948, to
reduce the number of persons whose individual remuneration must be
disclosed.

Revision of Form S-2.—Form S-2 is used for the registration of
securities of certain newly organized companies and other companies
which are still in the promotional or development stage. It was
revised so as to simplify considerably the requirements of the form.
At the same time it superseded Form S-12, which was concurrently
rescinded.

Forms S-4 and S-56.—Minor amendments to these forms were
adopted recently on March 1, 1949. These amendments merely
corrected certain references which required clarification because of
other changes in the rules and regulations.

Form S-7.—With the organization of the International Bank for
Reconstruction and Development (the so-called World Bank) it be-
came necessary to adopt a form for the registration of security issues
offered by the bank. Accordingly, Form S—7 was adopted for this
purpose on July 8, 1947. This form followed the pattern of Form
S-1 and other forms adopted under the act except that the require-
ments were adapted to the particular organization and functions of
the bank. The Eighty-first Congress amended the Bretton Woods
Agreements Act so as to exempt securities issued and securities guar-
anteed as to both principal and interest by the bank from the registra-
tion provisions of the act. Therefore, registration by the bank of such
securities is no longer required. However, this amendment to the
Bretton Woods Agreements Act requires the bank to file with the Com-
mission such annusal and other reports with regard to such securities as
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the Commission shall determine to be appropriate in view of the special
character of the bank and its operations and necessary in the public
interest or for the protection of investors.

Form S-11.—When regulation A-M was adopted on March 24,
1945, the Commission concurrently adopted Form S-11 for the regis-
tration of shares of exploratory mining corporations. This form is for
the use of mining corporations that are not engaged in active ore
production and have no mining property developed beyond the ex-
ploratory stage. Its use is limited to corporations that have not been
involved in recent successions and are without important subsidiaries.
It dispenses with the requirement for the certification of financial
statements by independent accountants since the type of corporation
eligible to use the form will generally have had few financial trans-
actions.

LITIGATION UNDER THE SECURITIES ACT

Whenever it appears that any person has violated or is about to
violate any of the provisions of the Securities Act of 1933, the Commis-
sion 1s authorized to bring an action to enjoin such violations. Such
injunetion actions, which are prophylactic in character, constituted
the major portion of the litigation arising under the act during the
past 5 years. A very considerable part of the injunctions which have
been issued were directed against violations of sections 5 and 17.
Section 5 requires all securities offered to the public other than those
specifically exempted by the statute to be registered with the Com-
mission. Section 17 makes unlawful the use of fraud in the sale of
securities.

The attempts to circumvent those sections assume many forms, some
of which are patterned upon schemes recurring in substantially the
same form year after year,’? and some of which involve new devices.
One of the most ingenious sought to capitalize upon the public’s
general familiarity, as a result of the war bond drives, with the sound-
ness and safety of government bonds as an investment. This
familiarity was used by promoters of some highly speculative enter-
prises to obtain capital for their ventures without a full disclosure of
the risks involved. Thus, investors were told that their investment
would be guaranteed by the government and 75 percent of the funds
mvolved were actually used to purchase government bonds, which
would at maturity have a face value equal to 100 percent of the stock-
holder’s investment, thereby ‘‘insuring’” this investment. The pro-
moters would then use the other 25 percent of the investment for the
particular speculation in mind—without disclosing this fact. The
Commission was successful in obtaining injunctions against such
practices.®

In order to avoid the scrutiny which accompanies registration
under the act, the promoters of some companies have disregarded the
requirement of registration. Accordingly, actions instituted by the
Commission to enforce the act in the sale of securities often involve
violations of both sections 5 and 17. The industries in which fraud

13 Of these, the so-called “Ponzi”’ scheme, is perhaps the most common. Under it, the promoter pays
gib]glo'lu‘i retl%x;gia to inwi stors by using the principal fund to pay interest. Bee S, E. C.v. May (Civil No 613;

. D. Tex. .

13 See S. E. C. v. Haynes (Civil No, 8066, E. D. Pa. 1948); 8. E. C. v. Derryberry (Civil No. 2382, W. D. La.).
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is attempted in the sale of securities vary. A substantial proportion
of u:;]“unctlons under the act have related to the sale of mining securi-~
ties.

Other actions instituted by the Commission have forced compliance
with sections 5 and 17 of the act primarily with respect to the financ-
ing of oil wells,'® gas wells,” and various alleged inventions or patents."”
Although unscrupulous persons may practice fraud in the sale of
securities of almost any business, these types of enterprises are
often selected. The msrepresentatlons may include exaggeration
of the prospects of the company being exploited, false claims of recom-
mendations by Government agencies,’® and omissions to state mate-
rial facts concerning the portion of the proceeds of each sale which
is to be used for the private purposes of a promoter.”®

An injunction was granted by the district court in almost every
action under the act in which the Commission sought injunction
relief during the past 5 years. In one case, S. E. C. v. W. J. Howey
Co.,® the district court refused to grant the injunction, was sustained
by the Court of Appeals, and the Supreme Court granted certiorari.
The Commission took the position that the sale of acreage which was
part of a large citrus grove, when coupled with the offer of a contract
to harvest and sell the fruit, constituted the sale of a security within
the meaning of section 2 of the act. The Supreme Court so held,
reversing the lower courts.

This decision approved the position consistently taken by the Com-
mission that whenever a purchaser has no intention of assummg any
control of the property purchased, but is really buying only an interest
in 2 business enterprise and looks solely to the efforts of t{le promoter
to earn a profit for him, there is involved the purchase of a security.
Misrepresentations or fraudulent conduct in the course of such pur-
chase, or the failure to register the security being sold when registration
is necessary, furnish the basis for an injunction. The success achieved
by the Commission in these cases is due, to some extent, to the care
with which complaints are investigated.

The Securities Act, like the other statutes administered by the
Commission, authorizes the Commission, pursuant either to a com-
plaint or on its own initiative, to conduct mvestlgatlons for the purpose
of determining whether any provision of the act has been or is about
to be violated. For the purpose of such investigations the Commis-
sion, or any officer designed by it, is empowered to administer oaths,
subpena witnesses, or to require the production of records deemed
relevant or material to the inquiry. Information disclosed in such
investigations often serves as the basis for formal hearings conducted
by the Commission, for injunction actions, or for references to the
Department of Justice to institute criminal proceedmgs

1S, E. C.v. Great Western Qold & Silvermine Corp. (Civil No. 1602, D. Colo, 1948; S. E. C. v. Blakesley
Civil No. 1279, N. D. 11 1945); S. E. C. v. Slocan \arleston Mining Co. (Civll No. 1822,D ‘Wash., 1947),

. E. C.v. Vindicator Silver Lead Mmina Co. (Civil No. 1766, D. Wash. 1947); S. E. C. v. Nevada Wabash
Mining Co. {Civil No. 26695, N, D. Calif. 1947); S. E. C. v. Sandy Boy Mines (Civl.l No. 2085 D Colo. 1947).

NS E C. v.LeDone (Civil No. 40-347,S. D.N. Y., 1947) 8. E. C.v. Ellenburger Erploration Enterprises
(Civl] No 1828, N. D. Tex. 1949).

E. C.v.John White, Mon Dakota Depvelopment Co. (Civil No. 309, D. Mont. 1845).

" See S E C.v. Fyre-Mist (Civil No. 25178, D. Ohio 1947) tnvolving a company organized for the pur-

Eorted purpose of manufacturing and selling a device for the bumlng of oil and water to produce enormous

18 8ee 8. E. C. v. Edmond Michel (Civil No. 831, N. D, 111, 1
Wgee S, E. C. v, Aloha 0il Co, (CivilNo4463WD k] 94
260 F'. Supp. 440(D Fla. 1945), affirmed 151 F. 2d 714 (C. AL 61945),reversed328U 8. 203,
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Considerable litigation has arisen out of refusals to appear in
response to Commission subpenas. Usually, opposition to the sub-
pens is short-lived,? for it is now well established that compliance
gshould be prompt, and an appeal taken for purposes of delay will be
dismissed.”* Moreover, where the defendant continues his refusal to
comply with the subpena in spite of a court order, the court is required
to enter a decree that will coerce the production of the material named
in the subpena. In the Penfield case, where a district court order
obtained by the Commission enforcing a subpena duces tecum was
ignored the Commission initiated contempt proceedings. The district
court then merely ordered defendant to “pay a fine of $50, and stand
committed until paid.” Since this order did not enable the Commis-
sion to obtain access to the documents it had sought to subpena, an
appeal was taken. The Court of Appeals reversed, ordering the entry
of a coercive decree, and the Supreme Court affirmed the action of
the Court of Appeals.?

In only one case during the past 5 years has a petition been filed
for review of a Commission order entered pursuant to the Securities
Act. In that case, petitioner sought to review a so-called order of
the Commission consenting to the filing of amendments to a registra-
tion statement as of an earlier date and thus, by the automatic oper-
ation of section 8 (a) of the act, accelerating the effective date of the
registration statement. The Court of Appeals for the First Circuit
dismissed the petition for review on the ground, inter alia, that the
action of the Commission was not reviewable.

Current data concerning civil cases and appellate proceedings
instituted under this act are included in appendix tables 26 and 28-32.
b "tgpon proof of materiality and relevance of the inquiry or documents sought enforcement is ordered

y” S?gug'v. Vacuum Can Co., 157 F, 2d 530 (C. A. 7, 1946) cert. den , 330 U. 8. 820.

8 Penfield v. S. E. C., 157 F. 2d 65 (C. A. 9, 1946) affirmed, 330 U. 8. 585.
# Crooker v. S. E. C., 161 F. 2d 944 (C. A. 1, 1947).



PART II

ADMINISTRATION OF THEFSECURITIES EXCHANGE ACT
OF 1934

The Securities Exchange Act of 1934 is designed to eliminate fraud,
manipulation, and other abuses in the trading of securities both on
the organized exchanges and in the over-the-counter markets, which
together constitute the Nation’s facilities for trading in securities; to
make available to the public information regarding the condition of
corporations whose securities are listed on any national securities
exchange; and to regulate the use of the Nation’s credit in securities
trading. The authority to issue rules on the use of credit in securities
transactions is lodged in the Board of Governors of the Federal
Reserve System, but the administration of these rules and of the other
provisions of the act is vested in the Commission.

The act provides for the registration of national securities exchanges,
gr:}:ers, and dealers in securities, and associations of brokers and

ealers.

REGULATION OF EXCHANGES AND EXCHANGE TRADING

Registration of Exchanges

Section 5 of the act requires each securities exchange within or
subject to the jurisdiction of the United States to register with the
Commission as a national securities exchange or to apply for exemp-
tion from such registration. Exemption from registration is available
to exchanges which have such a limited volume of transactions
effected thereon that, in the opinion of the Commission, it is not
necessary or appropriste in the public interest or for the protection
of investors to require their registration.

At the close of the 1949 fiscal year the following 18 exchanges were
registered as national securities exchanges:

Boston Stock Exchange. New York Stock Exchange.

Chicago Board of Trade. Philadelphia-Baltimore Stock Exchange.
Chicago Stock Exchange. Pittsburgh Stock Exchange.

Cincinnati Stock Exchange. St. Louis Stock Exchange.

Cleveland Stock Exchange. Salt Lake Stock Exchange.

Detroit Stock Exchange. San Francisco Mining Exchange.

Los Angeles Stock Exchange. San Francisco Stock Exchange.

New Orleans Stock Exchange. Spokane Stock Exchange.

New York Curb Exchange. ashington Stock Exchange.

Five exchanges were exempted from registration at the close of the
1949 fiscal year. These are:

Colorado Springs Stock Exchange. Richmond Stock Exchange.
Honolulu Stock Exchange. Wheeling Stock Exchange.
Minneapolis-St. Paul Stock Exchange.

The registration or exemption statement of each exchange contains
information pertinent to the organization, rules of procedure, trading
practices, membership, and related matters, and the exchanges are
required to keep such information up to date by filing appropriate
amendments. During the year the exchanges filed a total of 84 such

30
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amendments, bringing the number of amendments filed during the
past 5 years to 488. Many of these amendments contained only
periodic information required by the rules, such as membership lists,
names of officers and directors, financial statements of the exchanges,
etc. However, changes which were effected by the exchanges in their
constitutions, rules and trading practices were also reported. Each
amendment was reviewed to ascertain whether the change was
adverse to the public interest and complied with the Act. The
nature of the changes in the exchanges’ rules and trading practices
varied considerably. Some of the more significant Whll:rcl:ﬁ occurred
during the 1949 fiscal year are briefly outlined below:

New York Stock Exchange and New York Curb Exchange, effec-
tive December 15, 1948, each modified its rules to permit members
trading for their own account on the floor of the exchange to pur-
chase for their own account, under certain conditions, long stock at
a price higher than the last sale. Previously, floor traders could not
furcheise for their own account any stock at a price higher than the
ast sale.

New York Curb Exchange, following action taken by New York
Stock Exchange and others during the previous fiscal year, adopted,
effective February 1, 1949, a revised schedule of commission rates on
stocks selling at 50 cents or above per share. Its new commission
rates are, as in the past, computed on a rate-per-share basis. Salt
Lake and Spokane Stock Exchanges also revised their schedule of
commission rates upward effective June 1 and 2, 1949, respectively.

New York Stock Exchange and New York Curb Exchange, on
February 15, 1949, each amended its rules respecting equity in
margin accounts to securities having a market value at or below $5
per share, for the purpose of new securities transactions or commit-
ments or withdrawals of cash or securities. These two exchanges, on
June 6, 1949, and June 15, 1949, respectively, also amended their
rules by lowering the initial margin and minimum equity require-
ments from $1,000 to $500.

New York Curb Exchange adopted new standards to be followed
in approving odd-lot differentials assigned to securities dealt in on
the exchange. These new standards became effective June 1, 1949,
and resulted in the revision on that date of the odd-lot differentials
for 255 stocks.

Cincinnati Stock Exchange changed the method of trading on the
exchange from a call system to one of continuous trading with a
posted market. This change in trading procedure was patterned
after the methods of Cleveland Stock Exchange and became effec-
tive on September 13, 1948. Under the old system of trading, all
trading, except odd-lot trading in securities for which odd-lot books
were operated by odd-lot dealers, was on call; i. e., members on the
floor of the exchange engaged in competitive bids and offers for each
security as it was called from the rostrum. The new system of con-
tinuous trading provides for all bids and offers to be posted upon a
blackboard which is used as a trading post. Bids and offers are
posted in order as to price and time received and the highest bidder
and lowest offerer have preference over other bids and offers.

862940—50——4
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Cincinnati Stock Exchange also amended its rules and regulations
to permit delivery through a designated Cincinnati bank or trust
company of securities having no transfer office in the city of Cincinnati.

Philadelphia Stock Exchange changed its name to Philadelphia-
Baltimore Stock Exchange effective March 7, 1949, as a result of the
merger of that exchange with Baltimore Stock Exchange. Upon
consummation of the merger, the activities of Baltimore Stock Ex-
change were terminated and Philadelphia-Baltimore Stock Exchange
opened an office in the city of Baltimore. A private wire is main-
tained between that office and the trading floor of the exchange in
the city of Philadelphia for the use of its members in placing orders.
In addition, an office of Stock Clearing Corporation of Philadelphia,
a wholly owned subsidiary of Philadelphia-Baltimore Stock Exchange,
was established in Baltimore for the purpose of facilitating the trans-
fer of securities in that city. A majority of the issuers of securities
listed and registered on Baltimore Stock Exchange prior to the
merger transferred their listing and registration to Philadelphia-
Baltimore Stock Exchange. The two exchanges believed that merger
of their activities would result in benefits to issuers of securities
traded on the exchanges as well as to the public, due, among other
things, to the wider spread membership of the merged exchanges and
consolidation of the trading areas involved.

San Francisco Stock Exchange and New York Curb Exchange each
adopted an amendment to its rules governing trading by members
while acting as brokers. The rule involved, which was contained in
the list of rules originally adopted by the exchanges upon recommen-
dation of the Commission in 1935, prohibited members from competin,
with public orders at all times. The amendment to the rule relaxe
this restriction to the extent that a specialist-odd-lot dealer may now
compete with public orders to offset positions previously acquired or
to offset odd-lot orders to be executed.

Floor Trading

The term “floor trading’”’ designates the use of the facilities of the
floor of an exchange for trading by members for their own account as
distinguished from transactions for customers’ accounts.

On January 15, 1945, the Division of Trading and Exchanges rec-
ommended the adoption of a rule, pursuant to section 11 (a) (1) of
the Securities Exchange Act of 1934, which would prohibit floor trad-
ing in stocks on New York Stock Exchange and New York Curb
Exchange. This recommendation was accompanied by a report
which outlined the legislative background of the Commission’s powers
with respect to floor trading and described the nature and effects of
such trading in considerable detail. A public conference was held
on May 16, 1945, to consider the merits of the proposal. Subsequent
to the public conference, representatives of the Commission and of
New York Stock Exchange met for additional discussions. Finally,
at the request of New York Stock Exchange, the Commission agreed
to permit the exchanges to adopt certain rules restricting floor trading.
The Division of Trading and Exchanges has kept constant watch on
the activity of floor traders and their effect on the market. At the
request of New York Stock Exchange and after conferences by the
Commission with the staff and with exchange officials, the rules were
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revised in February 1947 and again in December 1948. Although
these revisions permit wider ﬂexi%ility of action by floor traders, the
general policy of the exchanges restrains floor traders from many of
the practices which were condemned in the division’s report of 1945,

Disciplinary Actions by Exchanges Against Members

Pursuant to a request of the Commission, each national securities
exchange reports to the Commission any action of a disciplinary
nature taken by it against any of its members or against any partner
or employee of a member for violation of the Securities Exchange Act,
any rule or regulation thereunder, or of any exchange rule. During
the year 5 exchanges reported having taken disciplinary action against
a total of 46 members, member firms, and partners of member firms.

The nature of the actions taken included fines ranging from $50 to
$2,500 in 15 cases, with total fines aggregating $18,275; expulsion of
an individual from exchange membership; suspension of an individual
and of 3 firms from exchange membership; revocation of the regis-
tration of a specialist for a period of 60 days; and censure of individuals
or firms for infractions of the rules and warnings against further
violation. The disciplinary actions resulted from violations of various
exchange rules, principally those pertaining to partnership agreements,
capital requirements, handling of customers’ accounts, specialists,
and conduct inconsistent with just and equitable principles of trade.

REGISTRATION OF SECURITIES ON EXCHANGES

Purpose and Nature of Registration

Section 12 of the Securities Exchange Act forbids trading in any
security on a national securities exchange unless the security is
registered or exempt from registration. The purpose of this provision
is to make available to investors reliable and comprehensive informa-
tion regarding the affairs of the issuing company by requiring an
issuer to file with the Commis.ion and the exchange an application
for registration disclosing pertinent information regarding the issuer
and its securities. A companion provision contained in section 13 of
the act requires the filing of annual, quarterly, and other periodic
reports to keep this information up to date. 'I};xese applications and
reports must be filed on forms prescribed by the Commission as appro-
priate to the class of issuer or security involved.

Examination of Applications and Reports

All applications and reports filed pursuant to sections 12 and 13
are examined by the staff to determine whether accurate and adequate
disclosure has been made of the specific types of information required
%y the act and the rules and regulations promulgated thereunder.

he examination under the Securities Exchange Act, like that under
the Securities Act of 1933, does not involve an appraisal and is not
concerned with the merits of the registrant’s securities. When ex-
amination of an application or a report discloses that material infor-
mation has been omitted, or that sound principles have not been
followed in the preparation and presentation of accompanying fi-
nancial data, the examining staff follows much the same procedure as
that developed in its work under the Securities Act in sending to the
registrant a letter of comment, or in holding a conference with its
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attorneys or accountants or other representatives, pointing out any
mmadequacies in the information filed in order that necessary correcting
amendments may be obtained. Here again, amendments are exam-
ined in the same manner as the original documents. Where a particu-
lar inadequacy is not material, the registrant is notified by letter
pointing out the defect and suggesting the proper procedure to be
followed in the preparation and filing of future reports, without in-
sistence upon the filing of an amendment to the particular document
in question.

Statistics of Securities Registered on Exchanges

At the close of the 1949 fiscal year 2,194 issuers had 3,645 security
issues listed and registered on national securities exchanges. These
securities consisted of 2,570 stock issues aggregating 2,965,371,336
shares, and 1,075 bond issues aggregating $21,625,697,083 principal
amount. This represents increases of 127,874,694 shares and $1,472,-
803,350 principal amount, respectively, over the aggregate amounts
of securities listed and registered on national securities exchanges at
the close of the 1948 fiscal year.

During the year 37 issuers not previously having securities regis-
tered under the act on national securities exchanges effected such
registration and the registration of all securities of 52 issuers was
terminated, principally by reason of retirement and redemption and
through mergers and consolidations. Included in these 52 issuers are
8 issuers whose securities were removed from registration by reason
of the termination of the registration of the Baltimore Stock Exchange
on March 5, 1949, such issuers having determined not to transfer the
registration of their securities to the Philadelphia-Baltimore Stock
Exchange.

The following table shows the number of applications and reports
filed during the fiscal year in connection with the registration of secur-
ities on national securities exchanges:

Applications for registration of securities on national securities exchanges__ 425
Applications for registration of unissued securities for “when issued” deal-

ing on npational securities exchanges___ - 74
Exemption statements for trading short-term warrants on national secu-

rities exchanges. . _ . 62
Annual reports_ . eccme—ee 2, 139
Current reports_ . e 8, 766
Amendments to applications and reports_ - - _______________ 1,103

Temporary Exemption of Substituted or Additional Securities

Rule X~12A-5 provides a temporary exemption from the registra-
tion requirements of section 12 (a) of the act to securities issued in
substitution for, or in addition to, securities previously listed or
admitted to unlisted trading privileges on a national securities ex-
change. The purpose of this exemption is to enable transactions to
be lawfully effected on an exchange in such substituted or additional
securities pending their registration or admission to unlisted trading
privileges on an exchange.

The exchanges filed notifications of admission to trading under this
rule with respect to 108 issues during the year. The same issue was
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admitted to trading on more than 1 exchange in some instances, so
that the total admissions to such trading, including duplications,
numbered 139.

SECURITIES TRADED ON EXCHANGES

Market Value and Volume of Exchange Trading
Stock sales on all registered stock exchanges in the past five fiscal
years, ended June 30, have been as follows:

Number of
Fiscal year— shares Value of sales
traded
1945 595, 132, 582 | $13, 142, 289, 881
1946 e metemmcmemmmmmmmmmmmmmm e 826,779,793 | 18,935,182, 748
1947 o e 563,180,698 | 13,747,185, 467
1048_. —— Memmmemeetme—emmmmm—mememeeme—eeemae——— 536,832, 816 | 12 901, 422, 308
1H49._ R 443, 740,828 | 10,322, 019, 935

Such stock sales averaged about 591,133,000 shares per year, as com-
pared with an annual average in the preceding 5 years of approxi-
mately 372,028,000 shares. Dollar value of sales showed an annual
average of about $13,809,620,000 for the latest period, as against
$7,846,981,000 for the 5 years ended June 30, 1944.

Share volume and dollar value of all transactions on all stock
exchanges for the 1949 fiscal year are shown in appendix table 8.

Share volume and dollar value of stock transactions on the princi-
pal exchanges for the calendar years 1935 through 1948 are shown in
appendix table 9.

Special Offerings on Exchanges

Rule X-10B-2 permits special offerings of large blocks of securities
to be made on national securities exchanges provided such offerings
are effected pursuant to a plan which has been filed with and ap-
proved by the Commission. Briefly stated, a security may be the
subject of a special offering when 1t has been determined that the
auction market on the floor of the exchange cannot absorb a particular
block of a security within a reasonable period of time without undue
disturbance to the current price of the security. A special offering
of a security is made at a fixed price consistent with the existing
auction market price of the security, and members acting as brokers
for public buyers are paid a special commission by the seller which
ordinarily exceeds the regular brokerage commission. Buyers of the
security are not charged any commission on their purchases and,
obtain the security at the net price of the offering.’

Since February 6, 1942, the date on which rule X-10B-2 was,
ameénded to permit special offerings, the Commission has declared
effective special offering plans of the following nine exchanges on the
date shown opposite each:

New York Stock Exchange_ ... R Feb. 14, 1942
San Francisco Stock Exchange_ . ___ ... _______T_______ Apr. 17, 1942
New York Curb Exchange_ - . ay 15, 1942
Phila.-Balto. Stock Exchange _ _ - - - oo oo Sept. 23, 1943

Detroit Stock Exchange. ..ol Nov. 18, 1943
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Chicago Stock Exchange_ _ - iceioooo Mar. 27, 1944
Cincinnati Stoek Exchange_ _ - oo o e June 26, 1944
Los Angeles Stock Exchange. - o ____ May 28, 1948
Boston Stock Exchange . __________ . _________ Sept. 15, 1948

Each exchange with a special-offering plan in effect has been
requested to report detailed information to the Commission on each
offering effected on the exchange under the plan. Such reports were
received from the Chicago, San Francisco, and New York Stock
Exchanges and New York Curb Exchange during the year with re-
spect to a total of 25 offerings. These offerings involved the sale of
263,700 shares of stock with an aggregate market value of $5,750,000
and ranging in market value from $49,500 to $570,900. Special
commissions paid to brokers participating in these 25 offerings
totaled $161,000. Further details of special offerings during the
year are given in appendix table 13.

The first special offering was effected on New York Stock Exchange
on February 19, 1942, and from that time through June 30, 1949, a
total of 406 offerings have been effected on 4 of the 9 exchanges having
special-offering plans. These offerings totaled 4,915,900 shares with
a market value of $144,335,000 and brokers were paid special commis-
sions totaling $2,815,800.

Secondary Distributions Approved by Exchanges

A “secondary distribution,” as the term is used in this section, is
a distribution over the counter by a dealer or group of dealers of a
comparatively large block of a previously issued and outstanding
security listed or admitted to trading on an exchange. Such dis-
tributions take place when it has been determined that it would not
be in the best interest of the various parties involved to sell the
shares on the exchange in the regular way or by special offering.
The distributions generally take place after the close of exchange
trading. As in the case of special offerings, buyers obtain the security
from the dealer at the net price of the offering, which usually is at or
below the most recent price registered on the exchange. It is gen-
erally the practice of exchanges to require members to obtain the
approval of the exchange before participating in such secondary dis-
tributions. Registration of such distributions under the Securities
Act of 1933 may also be necessary.

During the 5-year period ending June 30, 1949, 7 exchanges reported
having approved a total of 510 secondary distributions under which
31,920,000 shares of stock with a market value of $845,656,000 were
sold. Of these, 97 distributions involving the sale of 4,481,000 shares
with a market value of $129,014,000 were approved by 4 exchanges
during the fiscal year ended June 30, 1949. Further details of
secl-,)(indary distributions of exchange stocks are given in appendix
table 14.

Securities Traded on Exchanges—Comparative Data

The unduplicated total at the close of 1948 of all securities admitted
to trading on 1 or more of the 24 stock exchanges of the United States
was $214,616,000,000, composed as follows:
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8TOCKS
Exchange Nulggg of | Market value
New York Stock Exchange. 1,419 $67, 048, 000, 000
New York Curb Exch - 819 11, 884, 000, 000
Regional exchanges only. 814 3, 040, 000, 000
Total 3,052 81, 973, 000, 000
BONDS
New York Stock Exchange = 911 | $131, 306, 000, 000
New York Curb Exchange B 110 1, 082, 000, 000
Regional exchanges only. 3 50 255, 000, 000
Total 1,071 132, 643, 000, 000

Nearly half of the 1,419 stock issues traded on New York Stock
Exchange and over one-quarter of the 819 stock issues traded on
New York Curb Exchange were also traded on various regional ex-
changes, and the principal dollar volumes of the leading regional
exchanges are in these dually traded stocks. Six of the regional
exchanges accounted for over 90 percent of the dollar volume of stock
transactions on all 22 such exchanges during 1948. These 6 ex-
changes—Boston, Chicago, Detroit, Los Angeles, Philadelphia, and
San Francisco—reported an aggregate 1948 dollar volume of $858,600,-
000 in stocks, of which about $750,000,000 was in the issues also traded
on New York Stock Exchange or Curb. Only the smaller regional
exchanges still accomplish most of their trading in local issues.

No duplication of either stock or bond issues exists between New
York Stock Exchange and New York Curb Exchange, and very little
duplication of bond issues exists between the New York and regional
exchanges, bond trading on the latter having shrunk to neghgible
proportions since 1929-30. Bonds traded on New York Stock Ex-
change included $114,572,000,000 United States Government, State,
and municipal issues.

TERMINATION OF REGISTRATION UNDER SECTION 19 (a) (2)

The Commission is empowered, under section 19 (a) (2) of the act;
after appropriate notice and opportunity for hearing, to deny, to
suspend the effective date of, to suspend for a period of not exceeding
12 months, or to withdraw the registration of a security, if it finds that
the issuer of such security has failed to comply with any provision of
the act or the rules and regulations thereunder.

During the past year the Commission instituted formal proceedings
under section 19 (a) (2) involving four issuers to determine whether
to suspend or withdraw the registration of their securities for failure
to comply with the reporting requirements of section 13 of the act
and the rules and regulations thereunder. Specifically, in three of
such cases the issuers had failed to file their annual report for 1947,
and in the other case, the Commission alleged the failure to correct
serious accounting deficiencies appearing for 3 years in succession
i financial statements filed under the act despite repeated efforts of
the Commission to obtain correction thereof. Two of these proceed-
mgs were dismissed, after the hearings, when the issuers filed their
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required annual reports; registration was ordered withdrawn in one
case; and the proceedings in the fourth case, instituted in June 1949,
were still pending at the close of the fiscal year.

The case in which registration was ordered withdrawn was that of
the Assessable Common Capital Stock Ten Cents Par Value of Re-
organized Carrie Silver-Lead Mines Corp. listed and registered on the
San Francisco Mining Exchange. The brief language of the syllabus
of the Commission’s findings and opinion in this case, published Feb-
raary 21, 1949, is sufficient to show why this registration was ter-
minated: “Where an issuer having securities listed and registered on
a national securities exchange has failed to comply with the Securities
Exchange Act of 1934 in that it has generally failed to file its annual
reports within the time prescribed for filing said reports; has failed to
submit with the annual report for 1946 required financial statements
and has failed to file the annual report for 1947 up to the present time,
and where, in addition, the company is largely inactive and has prac-
tically no assets held the securities of such issuer will be withdrawn
from registration.”

Assertions of more serious violations of the law appear in the case
pending at the close of the 1949 fiscal year, involving the registration
of Barnhart-Morrow Consolidated Common Capital Stock $1 Par
Value. A full statement of issues involved was published by the
Commission in its order scheduling a hearing to be held shortly after
the close of the year.? As set forth therein, the Commission’s Division
of Corporation Finance asserts, among other things, that the issuer,
in its annual reports filed for the years 1945, 1946, and 1947, willfully
and knowingly made a false and misleading statement with respect to
its assets and net worth. More specifically, the examining staff had
discovered that, at about the time the issuer was organized in 1926,
capital stock in the amount of $219,120.50 was issued to the two or-
ganizers for alleged services and for a lease interest; that such lease
interest acquired from the organizers was abandoned and quit-claimed
by the issuer to the lessor in the fall of 1927; and that the issuer went
into receivership on March 19,1931, and continued in receivership until
November 24, 1936. Nevertheless, the alleged services and lease
interest above-mentioned are reflected as ‘“Intangible Assets’” in the
amount of $219,120.50 under the description ‘“Capital Stock issued for
services and leases” in the balance sheets of the financial statements
contained in the issuer’s annual reports filed on ¥Form 10-K for the
fiscal years ended December 31, 1945, 1946, and 1947. In the same
balance sheets the net worth of the issuer is reflected as $278,247.88,
$395,031 and $396,765.96, respectively.

UNLISTED TRADING PRIVILEGES ON EXCHANGES

Securities traded on exchanges on an unlisted basis are of two
principal varieties. Some are listed and registered on an exchange but
are traded unlisted on one or more other exchanges. As to these se-
curities, the public enjoys the protections afforded by the listing and
registration under the Securities Exchange Act. A great majority of
the issues in this category are listed on New York Stock Exchange and
admitted to unlisted trading on various exchanges in other cities.

= 18ecurities Exchange Act release No. 4214,
-2 8scurities Exchange Act release No. 4264 (1049). ~
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The other category consists of issues not listed or registered on any
registered exchange. Most of such issues are admitted to unlisted
trading on New York Curb Exchange alone. In their case the public
is not protected by any listing agreement with the issuer nor by the
financial reporting requirements of section 13, the proxy rules under
section 14, and the “trading by insider’ reporting and penalty clauses
of section 16 of the Securities Exchange Act, except to the extent that
the issuers or issues may be registered under other acts administered
by the Commission containing similar requirements.

Exchange trading in issues admitted to unlisted trading prior to
March 1934 is permitted to continue under section 12 (f) (1) of the
Securities Exchange Act. The further admission of issues to unlisted
trading, however, has been prohibited except to the extent permitted
under section 12 (f) (2) in the case of issues already listed and regis-
tered on some registered exchange,® and under section 12 (f) (3) in the
case of issues not so listed and registered, as more specifically out-
lined under the next subheading, ‘“Applications for Unlisted Trading
Privileges.” *

Twelve years ago, on June 30, 1937, the status of unlisted issues on
the registered exchanges was as follows:

Status Stocks Bonds
Listed on some other registered exchange_ ... ___________ . 554 42
Not listed on any registered exchange...... ... . ... l.ooo.. 737 550
Total.. . .c===. coom=oToemoooeoTTeTSTTTTTSTIITTISTITISIIIITSSITTIIIIIIISISeT 1.291 592
Total all stocks and bonds, 1,883 issues,

These issues were practically all in the section 12 (f) (1) category of
securities which had been admitted to unlisted trading prior to March
1, 1934. J

Since the first grant in April 1937 of an application by an exchange
under section 12 (f) (2) for unlisted trading in stocks listed on some
other registered exchange, there have been 562 admissions of such
stocks to the various exchanges. The number of actual issues involved
is less than this figure because many issues have been admitted to
unlisted trading on 2, 3, or more exchanges. These admissions of
stocks under section 12 (f) (2) have, however, barely maintained the
number of listed stocks traded unlisted on other exchanges, which
has fallen from 554 in 1937 to 539 in 1949. The grants have tended
to make the same stocks available on numerous exchanges and to
substitute currently active stocks in offset to the many retirements
of issues originally admitted to unlisted trading under section 12 (f)
(1). Annual trading on the various exchanges in these unlisted issues
is shown in appendix table 21.

Only nine stock issues have been admitted to unlisted trading on an
exchange (two of them on two exchanges) under section 12 (f) (3).
Two of these issues have been removed from this unlisted status on
New York Curb Exchange by reason of listing on New York Stock
Exchange. One of the issues continues on New York Curb Exchange
but has become listed on Philadelphia-Baltimore Stock Exchange.

3 “Registerod exchanges” and “nations! securitios exchanges”” are used synonymously in this sectlon.

M ynon 0 Sec
sec?,?%& e?%’ict is treaJod at length in the Tenth Annual Report under “Unlisted Trading Privileges on
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Admissions of bonds under sections 12 (f) (2) and 12 (f) (3) have
totaled 52, but retirements have exceeded admissions, and only 23
of the issues are still outstanding. It has become unusual to apply
for bond admissions under these sections, except in case of very large
and, particularly, convertible issues.

The status of unlisted issues on the registered exchanges as of June
30, 1949 was:

Status Stocks Bonds
Listed on some other registered exchange. . 539 7
Not listed on any registered exchange 344 84
b o1 2 Y 883 91
Total all stocks and bonds, 974 issues.

There has been a great diminution of issues, in all except the first
category, under the 1937 level. The principal shrinkage has been in
stocks and bonds not listed on any registered exchange, and this, as
has been frequently stated in these reports, was the expectation of
Congress when it authorized continuance of such privileges in 1936.

The 344 stocks admitted to unlisted trading without being listed
on any registered exchange aggregated 353,595,077 shares, warrants,
and receipts as of June 30, 1949. The reported volume of trading in
these stocks for the calendar year 1948 was 23,762,256 units, including
15,882,748 domestic shares, 3,913,708 Canadian shares, 2,598,000
warrants, and 1,367,800 American depository receipts. The
353,595,077 unlisted shares were about 10% percent of the total of
3,375,691,673 shares admitted to trading on the registered exchanges,
and the 23,762,256 reported volume was 4% percent of the total volume
of 540,487,546 shares and warrants on the registered exchanges for the
calendar year 1948. Of the 23,762,256 reported volume of trading in
units of unlisted securities for 1948, 21,850,060 (92 percent) were
on New York Curb Exchange, 1,578,999 (6.6 percent) were on San
Francisco Stock Exchange, and 337,197 (1.4 percent) were scattered
among 6 other regional stock exchanges. All but 1 of the 84 bond
issues admitted to unlisted trading without registration were on New
York Curb Exchange.

The single bond issue and all but 1 of the 36 stocks admitted only
to unlisted trading on the exempted exchanges were on Honolulu
Stock Exchange.

Comprehensive figures with respect to issues and volumes on
exchanges will be found in appendix tables 8 to 21, inclusive,

Applications for Unlisted Trading Privileges

Section 12 (f) (2) of the act provides that, upon application to and
approval by the Commission, a national securities exchange may ex-
tend unlisted trading privileges to a security which is listed and regis-
tered on another national securities exchange. Pursuant to this
section, applications were granted during the year extending unlisted
trading privileges to Boston Stock Exchange with respect to 5 stock
issues; (B/hjcago Stock Exchange, 3 stock issues; Cleveland Stock
Exchange, 6 stock issues; Los Angeles Stock Exchange, 4 stock issues;
Philadelphia-Baltimore Stock Exchange, 5§ stock issues; Pittsburgh
Stock Exchange, 11 stock issues; St. Louis Stock Exchange, 1 stock
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issue; San Francisco Stock Exchange, 2 stock issues; and Washington
Stock Exchange, 1 stock issue.

Section 12 (f) (3) of the act permits the Commission to grant an
exchange’s application for the extension of unlisted trading privileges
to a security which is not listed and registered on another national
securities exchange if investors have, respecting such a security, pro-
tections equivalent to those provided for in the act regarding listed
securities. Applications were granted under this section, during the
year, extending unlisted trading privileges to New York Curb Ex-
change with respect to three bond issues and two stock issues, one of
which (Northern States Power Co. common stock) was later removed
upon listing on New York Stock Exchange, while the other (Utah
Power & Light Co. common stock) was also admitted to unlisted
trading under this section on Salt Lake Stock Exchange.

Changes in Securities Admitted to Unlisted Trading Privileges

During the year the exchanges filed numerous notifications pursuant
to rule X-12F-2 (a) of changes in the title, maturity, interest rate,
par value, dividend rate, or amount authorized or outstanding of
securities admitted to unlisted trading privileges. Where changes of
this nature only are effected in an unlisted security, the aﬁ;ered
security is deemed to be the security previously admitted to unlisted
trading privileges and such privileges are automatically extended to
the altered security. However, Wien changes more comprehensive
than these are effected in an unlisted security, the exchange may file
an application with the Commission, pursuant to rule X-12F-2 (b),
seeki.n[ﬁ a determination that the altered security is substantially
equivalent to the security previously admitted to unlisted trading
%rivileéeusl: The Commission denied one such application by New

ork b Exchange,® and granted two other applications of that
Exchange with respect to one of the two securities each involved,
denying them with respect to the others.® Other applications filed
pursuant to this rule were granted by the Commission with respect
to four stock issues and one debenture escrow certificate issue on New
York Curb Exchange, three stock issues on Philadelphia-Baltimore
Stock Exchange, and two stock issues on Boston Stock Exchange.

DELISTING OF SECURITIES FROM EXCHANGES

Securities Delisted by Application

. Section 12 (d) of the act provides that upon application by the
issuer or the exchange to the Commission, a security may be with-
drawn or stricken from listing and registration on a national securities
exchange in accordance with the rules of the exchange and subject to
such terms as the Commission deems necessary for the protection of
Investors. In accordance with this procedure 18 securities (3 of
which were listed on 2 exchanges each) were stricken from listing and
registration as a result of various events which had the effect of
practically terminating public interest in the issues involved. These
included situations where the issuers were in the process of liquidation
and where the issues were greatly reduced in the amount outstanding.
In the case of three securities listed and registered on several national

¢ Securities Exchange Act release No. 4172,
¢ Securities Exchange Act releases Nos, 4171 and 4172,
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securities exchanges, the issuers applied to have them withdrawn
from listing and registration on one of the exchanges, which applica-
tions were granted; but they remained listed and registered on the
other exchange. An application by an issuer to withdraw one stock
issue from listing and registration was granted by the Commission,
on the ground that the number of shares remaining in the hands of
the public had become reduced to a very small number.

Securities Delisted by Certification

Securities which have been paid at maturity, redeemed, or retired
in full, or which have become exchangeable for other securities in
substitution therefor, may be removed from hsting and registration
on a national securities exchange if the exchange files a certification
with the Commission to the effect that such retirement has occurred.
The removal of the security becomes effective automatically after
the interval of time prescribed by rule X-12D2-2 (a). The exchanges
filed certifications under this rule effecting the removal of 111 separate
issues. In some instances the same issue was removed from more
than one exchange, so that the total number of removals, including
duplications, was 132. Successor issues to those removed became
listed and registered on exchanges in many instances.

In accordance with the provisions of rule X-12D2-1 (d), New
York Curb Exchange removed five issues from listing and registration
when they became listed and registered on New York Stock Exchange.
This rule permits a national securities exchange to remove a security
from listing and registration in the event trading therein has been
terminated pursuant to a rule of the exchange which requires such
termination if the security becomes listed and registered and admitted
to trading on another exchange. Removal under this rule is auto-
matic, the exchange being required merely to notify the Commission
of the removal.

Securities Removed From Listing on Exempted Exchanges

A security may be removed from listing on an exempted exchange
if such exchange files an appropriate amendment to its exemption
statement setting forth a brief statement of the reasons for the
removal. Three exempted exchanges removed three issues from
listing thereon during the year.

MANIPULATION AND STABILIZATION

Sections 9, 10, and 15 of the Securities Exchange Act prohibit
manipulation of securities. The Commission is empowered to define
and regulate manipulative and other fraudulent devices. Section 9
forbids certain specifically described forms of manipulative activity.
Transactions which create actual or apparent trading activity or which
raise or lower prices are declared to be unlawful if they are effected
for the purpose of inducing others to buy or to sell. Certain practices
designated as “wash sales” and “matched orders” effected for the
purpose of creating a false or misleading appearance of active trading
or a false or misleading appearance with respect to the market for a
security are declared to be illegal. Persons seﬁing or offering securities
for sale are prohibited from disseminating false information to the
effect that the price of a security will, or is likely to, rise or fall because
of market operations conducted for the purpose of raising or depressing
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the price of a security. Persons selling or buying securities are
forbidden to make false or misleading statements of material facts,
with knowledge of their falsity, or willfully to omit material informa-
tion regarding such securities for the purpose of inducing purchases or
sales. Sections 10 and 15 (the latter applying to the conduct of over-
the-counter securities brokers and dealers) empower the Commis-
sion to adopt rules and regulations to define and prohibit manipulative
practices.

Pursuant to its statutory authority, the Commission has adopted
rules and regulations to aid it in carrying out the expressed will of
Congress. Sections 9, 10, and 15, as augmented by the Commission’s
rules and regulations, are aimed at freeing our securities markets from
artificial influence, to help maintain fair and honest markets where
prices are established by supply and demand and uninfluenced by
manipulative activity.

Manipulation

A principal reason for the adoption of the Securities Exchange Act
was the manipulation of securities prices which, prior to 1934, took
millions of dollars annually from the public. In the early years of the
Commission’s existence some large-scale manipulations were detected
and as a result various penalties were imposed upon certain market
(é}x)lera,tors, including expulsions from exchanges, jail sentences, and

es. .

As a result of the act and its administration manipulation is no
longer an appreciable factor in our markets. However, efforts to
raise or depress artificially the prices of securities are still encountered.
During the past 5 years several notable cases of the type set forth
below were detected.

Thornton & Co., a broker-dealer located in New York City, was
found to have manipulated the stocks of Lindsay Light & Chemical
Co. on the Chicago Stock Exchange and of Northwest Utilities Co.
over-the-counter. The registration of Thornton & Co. as a broker-
dealer was revoked. The Federal Corp. was enjoined from attempting
to manipulate the stock of Red Bank Oil Co. at a time when the com-
pany was attempting to register 990,000 shares of stock for sale to the
public. Albert B. Windt was sentenced to 6 months in fail and fined
$1,000, and the broker-dealer registration of Aurelius F. DeFelice
was revoked for their manipulation of the stock of Tonopah Gipsy
Queen Mining Co. on the San Francisco Mining Exchange. Serge
Rubinstein and Frank Bliss were indicted on February 7, 1949, on
charges of fraud and market manipulation in connection with their
distribution of Rubinstein’s holdings of Panhandle Producing &
Refining Co., resulting in an alleged unlawful profit of $3,000,000 to
Rubinstein. The Rubinstein case was the only one of those enumer-
ated where the public suffered a substantial loss. The above cases,
detected by the methods set forth in the next few paragraphs, were
investigated by the appropriate regional offices of the Commission. In
the cases involving criminal prosecution the results of Commission
mziestigation were referred to the Department of Justice for punitive
action. <

In administering the anti-manipulation requirements there is a
Premium on prompt action to prevent harm before it occurs and on
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the avoidance of interference with the legitimate functioning of the
markets. To accomplish this the Commission has continuously modi-
fied and sought to improve its procedures for the systematic surveil-
lance of trading in securities. Methods used to detect manipulation
have necessarily been elastic and fluid in character, since techniques
employed by manipulators change constantly, increasing in subtlety
and complexity.

The staff scrutinizes price movements in approximately 8,500
securities, including 3,500 issues traded on exchanges and 5,000 which
have the most active markets over-the-counter. Information main- .
tained concerning these securities includes not only data reflecting
the market action of such securities but also includes news items,
earnings figures, dividends, options, and other facts which might
explain price and volume changes. In addition, periodic observations
are made of the price movements of the thousands of other issues
which occasionally change hands in our public markets. The markets
for securities about to be sold to the public are watched very closely.
In this connection, 800 securities were kept under special observation
during the 1949 fiscal year for periods ranging from 14 to 90 days.

When no apparent explanation can be found for an unusual move-
ment in a security or for an unusual volume of trading, the matter
may be referred to one of the regional offices of the Commission for a
field investigation. For reasons of policy the Commission keeps con-
fidential the fact that trading in a given security is under investiga-
tion, for it has found that knowledge of the existence of such investi-
gations may unduly affect the market or reflect unfairly upon indi-
viduals whose activities are being investigated. As a result, the
Commission occasionally receives criticism for failing to investigate
in cases when, in fact, it is actually engaged in an intensive investi-

ation.

& The Commission’s investigations of unusual market activity take
two forms. The “flying quiz,” or preliminary investigation, 1s
designed to detect and discourage incipient manipulation by a prompt
determination of the reason for unusual market behavior. Often the
results of & flying quiz point to a legitimate reason for the activity
under review and the case is closed. Frequently facts are uncovered
which require moreYextended investigation, and in these cases formal
orders of investigation are issued by the Commission. In a formal
investigation, members of the Commission’s staff are empowered to
subpena pertinent material and to take testimony under oath. In
the course of such investigation data on purchases and sales over
substantial periods of time are often compiled and trading operations
involving considerable quantities of securities are scrutinized.

The Commission operates on the premise that manipulation should
be suppressed at its inception. Many of the cases investigated never
come to the attention of the public because the promptness of the
Commission’s investigation, through the flying quiz technique, stops
the manipulation before it is fully developed. Public losses are seldom
recoverable even though the perpetrator of a fraud is brought to
justice. Therefore it is believed that these investigatory methods
afford more protection to the public than allowing market operations
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to continue until it appeared that sufficient evidence for a successful
prosecution would be obtainable.
A 5-year tabular summary of the Commission’s trading investiga-
tions follows:
Trading invesligations

Fiscal year—

1945 1048 1047 1948 1049

Flying quizzes:

Pending at start of fiscal year_ . oo o..- 59 163 245 91 138
Initiated during year 308 287 66 147 92

Total to be accounted for-- . eee oo el 367 450 311 238 230
Changed to formal investigation.. ... .. ..__..__ 17 11 4 2 4
Closegegr completed ! 187 194 216 98 89

Total disposed of. 204 205 220 100 93
Pending at end of fiscal year. . eeeiimceoiat 163 245 91 138 137

Formal investigations:

Pending at start of fiscal year...coceeomnaeonaan 19 28 31 34 o4
Initiated during year ? 14 11 5 2 4

Total to be accounted for. 33 39 36 36 31
Closed or completed ! 5 8 2 9 13
Pending at end of fiscal year . cameoooamoonamo 28 31 34 b4 18

1 Includes referrals to the Department of Justice and others for punitive action.
di;e%%f;.ml quizzes may be consolidated into 1 formal investigation or formal investigations may be initiated
Stabilization

During the 1949 fiscal year the Commission continued the adminis-
tration of rules X-17A-2 and X-9A6-1. Rule X-17A-2 requires the
filing of detailed reports of all transactions incident to offerings in
respect of which a registration statement has been filed under the
Securities Act of 1933 where any stabilizing operation is undertaken
to facilitate the offering. Rule X-9A6-1 governs stabilizing trans-
actions effected to facilitate offerings of securities registered on
national securities exchanges, in which the offering prices are repre-
sented to be ““at the market’ or at prices related to market prices.

Of the 455 registration statements filed during the 1949 fiscal year,
188 contained a statement of intention to stabilize to facilitate the
offerings covered by such registration statements. Each of the latter

ings was examined ecritically as to the propriety of the proposed
method of distribution and market support and the full disclosure
thereof. Because a registration statement sometimes covers more
than one class of security, there were 209 offerings of securities in
respect of which a statement was made, as required by rule 426 under
the Securities Act, to the effect that a stabilizing operation was con-
templated. Stabilizing operations were actually conducted to facili-
tate 66 of these offerings, principally the stock offerings. In the case
of bonds, public offerings of 2 issues aggregating $86,300,000 in prin-
cipal amount were stabilized. Offerings of stock issues aggregating
12,186,838 shares with an estimated aggregate public offering price of
$297,659,921 were stabilized. In connection with these stabilizing
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operations, 9,454 reports were filed with the Commission during the
fiscal year. Each of these reports has been analyzed to determine
whether the stabilizing activities were within permissible limits.

To facilitate compliance with the Commission’s rules on stabilizing
and to assist issuers and underwriters to avoid violation of the statu-
tory provisions dealing with manipulation and fraud, many conferences
were held with representatives of such issuers and underwriters and
many written and telephone requests were answered. It is the Com-
mission’s experience that such issuers and underwriters place great
value on the immediate service which the Commission is able to render
them by being at all times available to give them responsible advice
as to problems dealing with proper stabilizing techniques in the offer-
ing of securities.

SECURITY TRANSACTIONS OF CORPORATION INSIDERS

A corporation “insider,” by virtue of his position, may have knowl-
edge of his company’s condition and prospects which is not available
to the general public. Accordingly, any transactions effected by him
in the company’s securities are of particular interest to other stock-
holders and investors. For the purpose of providing information with
respect to such transactions, sections 16 (a) of the Securities Exchange
Act of 1934, 17 (a) of the Public Utility Holding Company Act of 1935,
and 30 (f) of the Investment Company Actjof 1940 require that corpo-
ration “insiders” file reports of certain transactions in the securities
of their companies. These reports are required to be filed by every
beneficial owner of more than 10 percent of any equity security listed
on a national securities exchange and by every officer and director
of the issuer of any equity security so listed; every officer or director
of a registered public utility holding company; and every officer,
director, beneficial owner of more than 10 percent of any class of security
(other than short-term paper), member of an advisory board, invest-
ment adviser, or affiliated person of an investment adviser of a regis-
tered closed-end investment company. The Commission requires
the filing of an initial report showing beneficial ownership, both direct
and indirect, of the company’s securities when one of these relation-
ships is assumed and subsequent reports must be filed for each month
thereafter in which any purchase or sale, or other change in such owner-
ship occurs, setting forth in detail each such change, on or before the
tenth day following the month in which it occurs.

The staff examines all reports filed to determine whether they com-
ply with applicable requirements. Where inaccuracies or omissions
appear amended reports are requested. The reports are available for
public inspection from the time they are filed. However, it is mani-
festly not possible for many interested persons to inspect these reports
at the Commission’s central office, or at the exchanges where additional
copies of section 16 (a) reports are also filed. The Commission
therefore publishes a monthly official summary of security transac-
tions and holdings which is widely distributed among individual
investors, brokers and dealers, newspaper correspondents, press serv-
ices, and other interested persons. Files of this summary are main-
tained at each of the Commission’s regional offices and at the offices
of the various exchanges.
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Preventing Unfair Use of Inside Information

For the purpose of preventing unfair use of information which may
have been obtained by an insider by reason of his relationship to the
issuer, section 16(b) of the Securities Exchange Act provides that any
profit realized by an officer, director or principal stockholder from
short-term transactions (any sale and purchase or any purchase and
sale of any equity security of the issuer within any period of less than
6 months) shall be recoverable by the issuer. If necessary, suit for the
recovery of such profits may be instituted by the issuer or by any
stockholder of the issuer if it fails or refuses to act within 60 days after
request. Similar provisions are contained in sections 17(b) of the
Public Utility Holding Company Act and 30(f) of the Investment Com-
pany Act. Voluntary payments of short-term profits have been made
in 8 number of instances, and others have been made upon request by
the issuer based upon information disclosed in ownership reports filed
with the Commission by the insider involved. Further substantial
amounts have been recovered through court sction. One of the first
of such suits under section 16(b) was decided for the plaintiff in 1942,
and since that time, particularly during the past 5 years, a growing
number of similar actions have been brought in the courts. The Com-
mission has participated as amicus curige in several of these cases.
Statistics of Ownership Reports

During the 5-year period ended June 30, 1949, 93,396 security own-
ership reports were filed with the Commission, compared with 87,000
reports filed during the previous 5-year period. Since these various
regulations were put into effect, 309,494 reports have been filed by
45,179 insiders of 2,733 issuers of listed equity securities, of 225 reg-
istered public-utility holding companies, and of 234 registered closeg-
end investment companies. The following table shows the number of
reports filed during the past fiscal year:

Number of ownership reports of officers, directors, principal security holders, and
certain other affiliated persons filed and examined during the fiscal year ended
June 30, 1949

Deseription of report ! ?gll)%i;’ta‘?l ‘A‘:ggg&:d Total
Securities Exchange Act of 1034:
Form 4-C . 14,619 709 15,328
Form 5. 384 23 407
Form 6 2,187 54 2, 41
b 117 IR 17,190 786 17,976
Pubdlic Utility Holding Com Act of 1935:
Form U-17-1-— .ing pany i v==-——==== 95 3 98
Form U-17-2- - -ccocooocmsse=-eT=secserasem——cocomo—.soooeoes 548 29 577
Total B T = 643 32 875
Investment Com Act of 1940:
Form N—30F-p]§l_1_y_ ................................................ 131 1 132
Form N-30F-2 - . - 569 11 570
690 12 702
QGrand total . . oeeneemenn. - - 18,523 830 19,353

! Form 4 is used to report changes in ownership; Form 5, to report ownership at the time any equity
securities of an issuer are first listed and registered on a national securities exchange; and Form 6, to report
ownership of who subsequently become officers, directors, or principal stockholders of such issuer,
under sec. 16 (a) of the Securities Exch: Act of 1934; Form U-17-1 is used for initial reports and Form
U-17-2 for reports of changes in ownership of securities, under sec. 17 (s) of the Public Utility Holding
Company Act of 1635; and Form N-30F-1 is used for initial reports and Form N~30F-2 for reports of changes
in ownership of securities under see. 30 (f) of the Investment Company Act of 1940,

862940—850——5

-
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SOLICITATION OF PROXIES, CONSENTS AND AUTHORIZATIONS

Under three of the acts it administers—sections 14 (a) of the Secu-
rities Exchange Act of 1934, 12 (a) of the Public Utility Holding Com-
pany Act of 1935, and 20 (a) of the Investment Company Act of
1940—the Commission is suthorized to prescribe rules and regulations
concerning the solicitation of proxies, consents, and authorizations in
connection with securities of the companies subject to those acts.
Pursuant to this authority, the Commission has adopted regulation
X-14, which is designed to protect investors by requiring the disclosure
of certain information to them and by affording them an opportunity
for active participation in the affairs of their company. Essentially,
this regulation makes unlawful any solicitation of any proxy, consent,
or authorization which is false or misleading as to any material fact or
which omits to state any material fact necessary to make the state-
ments already made not false or misleading. Under the regulation it
is necessary, in general, that each person solicited be furnished such
information as will enable him to act intelligently upon each separate
matter in respect of which his vote or consent is sought. The proxy
rules set forth in this regulation also contain provisions which enable
security holders who are not allied with the management t¢ commu-
nicate with other security holders when the management is soliciting
proxies.

Statistics of Proxy Statements

During the 5-year period from July 1, 1944, to June 30, 1949, the
Commission received and examined both the preliminary and definitive
material with respect to 8,356 solicitations under regulation X-14, as
well as “follow-up’” material employed in 1,376 instances.

During the 1949 fiscal year the Commission received and examined
both the preliminary and definitive material with respect to 1,702
solicitations under regulation X-14 as well as ‘“follow-up’’ material
used in 191 instances.

The number of proxy statements filed by management and b
others than management, and the principal items of business for whic
stockholders’ action was sought in these solicitations, is shown
below for each of the past five calendar years:

Year ended Dec. 31—~

1944 1945 1946 1947 1048

Proxy statements filed by management.__. . ._....__.___.____ 1,523 | 1,570 § 1,864 ; 1,613 1,648
Proxy statements filed by others than ma nent. 27 24 21 32 20
Total number of proxy statementsfiled___....__..__.___. 1,650 } 1,594 1,685 | 1,645 1,677

For meetings at which the election of directors was one of the
items of business__. .. o e e e e 1,350 | 1,350 | 1,407 | 1,461 1,834
For meetings not involving the election of directors.__....__._. 172 213 244 149 115

For assents and suthorizations not involving a meeting or the
election of directors. ... .. ... __..__ - 28 31 34 35 28

Total number of proxy statements filed. . .ooooenoo.._ 1,650 1 1,694] 1,685 1 1,645 1,677
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The items of business other than that of election of directors were
distributed among specific proposals of action as follows:

Year ended Dec. 31—
1944 1945 1946 1947 1948

Maergers, consolidations, acquisition of businesses, and pur-

chase and sale of property .- coeeeeeonee - 59 40 65 69 46
Issuance of new securities, modification of existing securities,

recapitalization plans other than mergers or consolidations. .. 144 227 249 223 154
Employees pension plans. ..o 105 04 75 66 59
Bonus and profit-sharing plans, including stock options......_. 58 51 52 60 32
Indemmfication of officers and directors. ... 31 25 36 22 21
Change in date of annual meeting. . oo .. 33 33 2 27 24
Other miscellaneous amendments to bylaws, and miscellaneous

other matt el 141 217 309 207 215
Stockholder approval of independent auditors. _________.____. 310 206 304 312 365
Number of management’s proxy statements containing stock-

holder Proposals. ..« i e e 20 14 19 15 38
Number of such stockholder proposals 38 34 34 29 57
Net number of stockholders whose proposals were included in

mansgement’s proxy statements (each stockholder is count-

ed only once in each year regardless of the number of his pro-

posals or the number of companies that included his proposals

in proxy stat ts) - 17 17 9 13 18

Examination of Proxies

The problems which arise in the Commission’s administration of
regulation X—14 may be shown by reference to a few actual cases
examined by the staff during the 1949 fiscal year.

In a proxy contest in the spring of 1948, a group in opposition to
the management of an aircraft company proposed the election of a
majority of the board of directors. The first proxy form which was
used by the opposition group authorized the proxies named to vote
shares at the annual meeting of the company to be held April 21, 1948,
and at all adjournments thereof. Just before the annual meeting the
opposition group made & resolicitation of proxies. The second proxy
form attempted to seek authority to vote “at the annual meeting to
be held on April 21, 1948, and all adjournments thereof, and any
meeting, regular or special, held up to and including the 1949 annual
meeting to be held on or about April 20, 1949, and all adjournments
thereof. * * *7’ TUpon objection by the Commission to such
indefinite duration of a proxy, the opposition group agreed that
proxies received as a result of the latter solicitation would not be used
at any stockholders’ meeting other than that of April 21, 1948, and
any adjournment of this particular meeting. In order to prevent the
premature solicitation of proxies and in order to clarify the rule in
this respect, amendments to the proxy rules were adopted on Novem-
ber 5, 1948, especially providing that no proxy shall confer authority
to vote at any annual meeting other than the next annual meeting (or
any adjournment thereof) which is to be held after the date on which
the solicitation is made.

In most cases no such proxy contest is involved. Nevertheless, a
wide variety of problems may be presented to the examining staff in
any particular case. One example illustrates how a public utility
company’s inadequacy of reserves for its fixed assets was made clear
to the investing public as a result of & proxy examination made by the
staff. This company filed preliminary copies of proxy solicitation
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material to be used in obtaining stockholder approval for an increase
in authorized long-term debt, and with such material included certified
financial statements. As originally filed, the accountants’ certificate
contained the qualification: “subject to the adequacy of the reserve
for property retirements.” To the Commission’s examiners this
reservation presented some doubt as to whether the accountants
had excluded the reserve from the purview of their audit or whether
they were of the opinion that the reserve was inadequate. Following
informal discussions with the accountants their certificate was revised
to state clearly that the reserve was materially inadequate and that
they took exception to the financial statements because of such
inadequacy. Their resultant certificate, as revised, read in part
as follows:

The company uses the retirement-reserve method of providing for property
retirements, the purpose of which is to equalize the burden of retirement losses
from year to year. As stated in Note 5 of the notes to the balance sheet, the
ratio between the expired life * * * is materially in excess of the ratio
between the related retirement reserve and the estimated original cost of such
property, and a straight-line depreciation reserve would materially exceed such
retirement reserve. ¥ * ¥

The certificate as revised was used together with the financial state-
ments in a prospectus covering a public offering of securities made
shortly thereafter by the issuer under the Securities Act of 1933.

While it is unusual for the Commission to find it necessary to
resort to the courts for the enforcement of its proxy regulations, it has
been engaged in such litigation during the past year in a case involving
the solicitation of proxies by John A. Topping from the stockholders
of Certain-Teed Products Corp. The Commission’s attention was
called to a letter of April 1, 1949, sent by Mr. Topping to stock-
holders. The Commission in its complaint filed with the court alleged
that the letter was not filed as required by the proxy rules and that
certain statements contained therein were false and misleading. The
Commission therefore sought an injunction prohibiting Mr. Topping
from sending further letters of this nature in contravention of these
rules. On June 1, 1949, the court denied the defendant’s motion
to dismiss the Commission’s complaint; denied the temporary injunc-
tion requested by this Commission without prejudice, on the theory
that since the annual meeting had been held no immediate danger
existed of further violations of law; and retained jurisdiction in
the case. This litigation is still pending and awaiting a ruling by
the court on the defendant’s motion for summary judgment.

INlustrating the proxy cases which give rise primarily to one or
more of a wide variety of accounting problems was that of a chemical
manufacturer which filed preliminary proxy material covering a
proposed merger between the company and one of its subsidiaries
for the purpose of effecting a recapitalization of the parent company.
The notes to the financial statements contained in the proxy material
revealed that the accumulated unpaid dividends on 213,052.15
shares of preferred stock amounted to $83.50 per share or a total
of $17,789,854.53. 'The surplus shown on the balance sheet amounted
to $11,477,570.43.

The company proposed that new first preferred and second preferred
stock would be issued in exchange for its outstanding preferred stock,
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the effect of which would be to satisfy all dividendYarrearages. It
proposed also to carry forward its surplus intact without reflecting any
deduction arising out of the satisfaction of dividend arrearages.
After discussions between the staff and representatives of the company
of the results sought to be obtained by the proposed merger, the
main purpose of which was to eliminate preferred dividend arrearages,
and of the accounting procedure proper under the circumstances,
the company’s financial statements were revised to indicate that the
entire surplus of $11,477,570.43 remaining, after routine adjustments,
would be eliminated and treated as capital upon consummation
of the merger.

The method used by a company in the valuation of its inventories
becomes significant to stockholders in many cases, as may be illus-
trated by still another actual proxy examination conducted by the
staff. An oil company submitted copies of proxy solicitation material
with respect to & proposed merger with another oil company. This
proxy material contained financial statements of both companies. In
reviewing the financial statements, the staff noted that the companies
used different methods of valuing their principal inventories; e. g.,
last-in, first-out method; first-in, first-out method; and the average-
cost method. Both companies used the last-in, first-out method for
valuing inventories of crude oil and of crude oil content of refined
and semirefined products at refineries, which constituted a substantial
portion of total inventories.

It should be noted that in the determination of net income, the
last-in, first-out method of valuing inventories has the effect of
deducting from sales the cost of recent products purchased, instead of
the cost of such products on hand at the beginning of the year (based
on the first-in, first-out or average cost methods) plus purchases during
the year. Therefore, generally, in a period of rising prices the effect
of the last-in, first-out method is to show earnings and inventories in
the balance sheet substantially lower than they otherwise would have
been if other generally recognized methods had been used. In a
period of declining prices, earnings would normally be greater on the
last-in, first-out basis. It was deemed particularly pertinent in this
case, as frequently occurs in many other instances, that the financial
statements should disclose to stockholders the valuation on a current
cost basis of inventories carried on the last-in, first-out basis. These
financial statements were amended to indicate that with respect to
one company’s inventories valued on the last-in, first-out method
($3,067,611.03) the approximate current cost aggregated $6,000,000,
and with respect to the other company’s inventories stated on the last-
in, first-out method ($1,999,756) the approximate current cost aggre-
gated $3,750,000. This disclosure, obtained for the benefit of stock-
holc_lqrs, enabled them more adequately to appraise their respective
equities.

REGULATION OF BROKERS AND DEALERS IN OVER-THE-COUNTER
MARKETS

Registration

. Brokers and dealers using the mails or other instrumentalities of

Interstate commerce to effect transactions in securities on over-the-

counter markets are required to be registered with the Commission
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pursuant to section 15 (a) of the Securities Exchange Act of 1934;
exemption, however, is granted to those brokers and dealers whose
business is exclusively intrastate or exclusively in exempt securities.
The following tabulation reflects certain data with respect to registra-
tion of brokers and dealers during the fiscal year ended June 30, 1949:

Registration of brokers and dealers under section 16 (b) of the Securities Exchange
Act—fiscal year ending June 30, 1949

Effective registrations at close of preceding fiscal year - .. . __._._. 4, 006
Effective registrations carried as inactive. .. _____________ 172
Registrations placed under suspension during preceding fiscal year. ... 0
Applications pending at close of preceding fiscal year .. ___._____.._. 29
Applications filed during fiscal year_ - - 429

Total . ___. e 4, 536
Applications withdrawn during year_ _ . ____ ... - 19
Applications cancelled during year__ .. __________._I_____.__..__ - (1]
Registrations withdrawn during year_. - ___ . _____Z_ ________ - 443
Registrations canecelled during year_ .. - __________l_ . __le 41
Registrations denied during year. _ _ - _______I_ . ____lom 0
Registrations suspended during year. _ . _ . _______.II_Z_ .. I____.I.. 0
Registrations revoked during year. ... - lom 16
Registrations effective at end of year. - ____ . __________.__ - 3,924
Registrations effective at end of year carried as inactive___________.___._ - 170
Applications pending at end of year_________________ o ______.._.___ - 23

TObB] - - - - e e e e 4,536

1 Registrations on inactive status because of inability to locate registrant despite careful inquiry. Two
such registrations were cancelled, withdrawn, or restored to active status during the year.

Administrative Proceedings

Section 15 (b) of the act provides that registration may be denied
for specific types of misconduct on the part of an applicant, and that,
once allowed, registration may be revoked for such misconduct if the
Commission finds after an appropriate record has been made that such
denial or revocation is necessary in the public interest. The Commis-
sion’s staff, therefore, examines all applications for registration and
numerous other available sources of information to determine whether
the applicant has engaged in any violations of law which would con-
stitute a statutory basis for challenging the propriety of giving him
the privilege incident to registration. When indications of such mis-
conduct are discovered, the Commission orders proceedings to estab-
lish the facts and to afford the applicant full opportunity to be heard
on the specified charges so that an appropriate determination may be
made. Similar procedures are followed in revocation proceedings
against registered brokers and dealers and in proceedings to deter-
mine whether to suspend or expel a broker or dealer from membership
in a national securities exchange or association. The following tabu-
lation reflects the number of proceedings instituted under sections
15 (b) and 15A during the 5-year period ending June 30, 1949, and
the disposition thereof.
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Cumulative record of broker-dealer registration proceedings and proceedings to suspend
or expel from membership in a national securilies association instituled pursuant
to section 15 of the Securities Exchange Act for each of the fiscal years 1946—49

‘Total
1945 1946 1947 1048 1949 {5-year
period)
Proceedings pending at start of fiscal year to— .
Revoke registration.___ .. . ... 4 2 2 4 10 4
Revoke registration and suspend or expel from
NASD 1 - 11 5 4 2 9 1
Deny registration to applicants___.__. -- - 2 ) 3 FOUR -
Total proceedings pending .. . .o eena - 15 7 8 7 19 15
Proceedings instituted during fiscal year to—
Revoke registration ... ... . 6 (] 15 13 10 50
Revoke registration and suspend or expel from
2 4 3 6 24
5 5 2 6 7 25
Total proceedings instituted ________._.._..__ - 13 15 20 28 23 99
Total proceedings current during fiscal year. ._| 28 22 28 35 42 114
DISPOSITION OF PROCEEDINGS
Proceedings to revoke registration:
Dismissed on withdrawal or cancellation of
registration. ... 4 | I ORI 4 0 3 8
Dismissed—registration continued in effect. ) O 1 0 2 4
Registrationrevoked ... ____= [ 6 8 7 10 37
Total 7] 8 6 13 7 15 49
Proceedings to revoke registration and suspend or
expel from NASD:
Dismissed on withdrawal or cancellation of
registration ool - 0 [ 1 0 1 2
Dismissed-—registration and membership con-
tinued. eemeeenas] 1 1 1] 0 0 2
R(laéistration revoked and firm expelled from
ABD . e ecmmammmana - (1} 1 1 0 8 8
Firm sus;i)ended from membership in NASD.__} 4 1 1 0 0 6
Registration revoked—no action taken on
NASD membersbIp. . cccvvvcoemmmnmenamccene= 3 2 2 2 0 9
Total. < 8 5 5 2 7 27
Proceedings to deny registration to applicants:
Dismissed on withdrawal of applhication......... -] 1 2 1 3 2 9
Dismissed—registration permitted. ._____.___._ R 2 |-ecennasd] 1 2 4 9
Registration denfed__________.__... 2 1 1 2 0 6
Total . e e e 5 3 7 6 A
Total proceedings disposed of....ococoocooane - 21 14 21 16 28 100
Proceedings pending at end of fiscal year to—
Revoke registration_ .. _______________._____._ 2 2 4 10 5 5
Revoke registration and suspend or expel from
NASD .. 5 4 2 g 8 8
Deny registration to applieants. .. ... _J..._.___ 2 ) I F— 1 1
Total proceedings pending at end of fiscal year_ 7 8 7 19 14 14
‘Total proceedings accounted for._.___......... 28 22 28 35 42 114

1 The National Association of Securities Dealers, Ine., is the only national securities association registered
with the Commission.

As shown in the foregoing tabulation, seven proceedings involving
the denial of registration as an over-the-counter broker or dealer were
ordered during the 1949 fiscal year. Two applications were with-
drawn after the Commission had given notice of hearing thereon.
Four were granted registration. One proceeding was pending at the
end of the year. Of the 16 revocation proceedings against registered
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brokers and dealers ordered during the fiscal year and the 19 proceed-
ings pending at the beginning of the year,” the Commission disposed
of 22 as follows:

Registration revoked .__ . ______ . ______ . . _-=110
Registration revoked and firm expelled from NASD. ___________.__.______ - 16
Proceedings dismissed and registration cancelled or withdrawn__.________ . 4
Proceedings dismissed and registration continued ineffect_____._._______._¢ 2
1 Registrations revoked (* indicates expulsion from NASD was also ordered): i
Securites
Ezchange
Act Release
Firm No.
Thornton & Co.* . e e m—m e 4115
Hammill & Co_ e acmaeae 4189
Southeastern Securities Corp..._- - 4274
Meyer & Ewell Co. Inc._ - e rcmtcmmeees 4156
J. Omer Hebert. ... ... ... _ - - [, 4126
Edward R. Parker Co. Inc.*-—.__. . . [ S 4157
Morris T. Sitkoff . ._.....__..__ - - i emmcmasan 4156
Roy Culp - - [, 4203
Willlam Monroe Layton - - - e 4204

Harold G. Wise*.______ e .- . [, 4270
Aurelius ¥, De Felice. . - -

Lewis Ankeny & CO_.. o .. .-
Carter H. Corbrey & Co. (not incorporated - 4244

8trouse, Thomas and Whelan, Inc.._.____. _. 4248
J. 8. Lockaby, & Co.*_ ... ... --- [ 4237
American Canadian Enterprises, Ltd.*. . icmecimaaa 3273

Most of the proceedings brought against brokers and dealers stem
at least indirectly from the Commission’s routine fraud detection pro-
cedures designed to detect and prevent violations of law.

During the last five fiscal years revocation proceedings have been
instituted against seven brokers and dealers for manipulation of the
market in particular securities. Two proceedings of this nature were
decided during the 1949 fiscal year and the registrations of Aurelius
F. De Felice and Thornton & Co. were revoked on findings that they
had manipulated the market in willful violation of law.

In the first case, De Felice and one Windt undertook a manipula-
tion of the market which raised the price of the common stock of
Tonopah Gipsey Queen Mining Co. from 40 cents on March 15, 1946,
to 75 cents on March 26, 1946, at which level it was maintained until
April 10, 1946. This was accomplished by artificial trading generated
by De Felice and Windt and by their contraction of the available trad-
ing supply in the security.

y obtaining option agreements from one Christiansen, who owned
1,091,191 of the 1,243,715 shares of Tonopah’s outstanding stock
(in connection with which Christiansen agreed to deposit 750,190 of
his shares in escrow until November 1, 1947), Windt removed from
the market all except 41,001 of Christiansen’s shares, thus removing
an overhang from the market and facilitating the manipulation.
Despite the fact that DeFelice was informed by the board of governors
of the San Francisco Mining Exchange that it would be necessary for
Christiansen to make available a sufficient amount of stock to prevent
an unduly narrow market, DeFelice effectively removed from trading
20,000 of the 40,000 shares offered by Christiansen by placing such
shares with a customer off the exchange. The Commission found
that DeFelice had followed a course of conduct for the manifest
purpose of raising the price of the stock in order to induce the pur-
chase of the stock by others, and that he aided and abetted Windt,

7 Some of these proceedings included the question of suspension or oxplusion from the NASD.
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who he had reason to believe was effecting like transactions with a
similar purpose. DeFelice thereby violated section 9 (a) (2) of the
Securities Exchange Act.

In the second case, Charles J. Thornton was the active and con-
trolling partner in Thornton & Co. Thornton entered matched orders
and effected wash transactions on the Chicago Stock Exchange in
the common stock of Lindsay Light & Chemical Co. from June 1,
1946, to July 31, 1946, and in the 7 percent cumulative preferred $100
par value stock of Northwest Utilities Co. from February 9, 1946, to
July 2, 1946, for the purpose of creating a false and misleading appear-
ance of active trading in these securities. This raised the price of the
Lindsay common from approximately $32 to $35.50 per share and the
price of the Northwest preferred from approximately $152 to approxi-
mately $184 per share and was done for the purpose of inducing the
purchase of these securities by others.

In the course of the manipulation of the market in each of these
securities Thornton made sales to the public both on the Exchange
and over-the-counter markets within the range of the fictitious prices
it had created directly and at levels achieved in public transactions
which followed Thornton’s substantial participation in the market.
To screen his operations Thornton placed buy and sell orders with
numerous brokers, none of whom was ever on both sides of a trans-
action. Thornton admitted that he had entered large numbers of
matched orders and consummated a substantial volume of wash
transactions, 116 in all. He contended, however, that they were not
for the purpose prescribed by statute but rather to delay payment
for securities which he had purchased and could not finance, in other
words a “kiting” of securities. He further contended that he was
endeavoring to accumulate an inventory in such securities.

The Commission found that his public sales and the mechanics of
his trading were not only inconsistent with his assertions, but also
that, granting the truth of his contentions, the asserted financing ob-
jective was in any event accompanied by a manipulative purpose.
Thornton’s activities on the Chicago Stock Exchange in the two
securities were found to violate section 9 (a) (1) and (2) of the Securi-
ties Exchange Act. Since he had sold such securities over-the-
counter as well without disclosing to the purchasers that the prices
charged were determined by prices established by a manipulated
market on the Exchange, the Commission found also that Thornton
had violated sections 10 (b) and 15 (¢) (1) of the act and rules X-10B-5
and X-15C1-2 (a) and (b) thereunder. On a petition for review
filed by Thornton, the Commission’s order was affirmed by the
United States Court of Appeals and certiorari was denied by the
United States Supreme Court. Litigation aspects of the case are
discussed later in the report of litigation activities.

Ten other proceedings which resulted in revocation of registration
pertained to the more common types of fraudulent practices involving
other people’s money, such as violation of fiduciary obligations, mis-
representations, and misappropriation of customers’ funds and securi-
ties. Two of them, Southeastern Securities Corp. and Hammill &
Co., involved shocking abuse of the trust and confidence reposed by
certain customers of these firms.
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TheJproceedings against Hammill & Co. concerned the utter be-
trayal of the trust and confidence reposed in Albert L. Hammill, the
controlling partner of the firm, by a customer, Mrs. G., a widow
without business experience. At a time when the financial condition
of his firm was precarious, Hammill advised and induced Mrs. G. to
sell certain securities on the representation that the proceeds would
be reinvested in another security which would be of greater advantage
to her. Hammill, however, did not reinvest the proceeds, aggregating
$4,534.69, in such security but persuaded Mrs. G. to accept his per-
sonal promissory note in the amount of $4,000. The Commission,
pointing out the confidential relationship that existed between
Ham.m.ﬁl and Mrs. G., observed that, at a minimum, Hammill was
under an obligation to disclose to this customer all pertinent infor-
mation, including the particulars of his own financial condition and
the fact that by accepting his note for her claim against the firm she
could assert her claim only against Hammill and not against Hammill
and his partner. Later, Hammill’s partner withdrew from the firm
because of its distressed financial condition. In order to return the
securities which this partner had invested in the firm and which were
pledged as collateral for a bank loan, it was necessary for Hammill
to substitute new securities. On the promise that she would receive
4-percent interest on her money and that her securities would be
deposited with a bank where they would be safe, Hammill induced
Mrs. G. to invest all of her securities, aggregating about $15,000, in
a new partnership in which he and Mrs. G. Woﬁd be the partners.
Six months thereafter the business collapsed.

The Commission based its order revoking registration on findings
that Hammill had willfully violated section 17 (a) of the Securities
Act and sections 10 (b) and 15 (¢) (3) and rules X-10B-5 and X-15
(c) (3)-1 of the Securities Exchange Act.

The facts in the proceedings against Southeastern Securities Corp.
were similar in some respects to the facts in the Hammill proceedings.
Here there were three women customers into whose trust and con-
fidence Luck, president and controlling stockholder, had insinuated
himself and whose trust and confidence he betrayed. His conduct of
the affairs of one of these customers, a patient bedridden at a nursing
institution, was especially shocking and reprehensible. Luck main-
tained that this customer had executed a power of attorney authorizin,
him to trade for her account, but a handwriting expert of the Federa.
Bureau of Investigation testified that in his opinion the customer’s
signature on the power of attorney was a forgery. It is the first
instance in any administrative proceeding against brokers and dealers
in which the Commission has introduced expert testimony to challenge
handwriting.

_ Another aspect of these proceedings related to the financial condi-
tion of the companls;. The evidence disclosed that the company and
Luck had made false entries on Southeastern’s books purporting to
remove certain liabilities for the purpose of giving the appearance of
solvency, when in fact the company was insolvent. Thus it was
found, in part, that entries were made on Southeastern’s books
debiting certain accounts of directors and customers with the amounts
of their credit balances and crediting the capital surplus account of
Southeastern in those amounts, On one day there were thus elim-
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inated credit balances aggregating more than $145,800 and the same
amount was added to surplus. The evidence adduced at the hearing
clearly established that certain of the creditors whose balances were
thus transferred expected the money to be repaid. The device of
false and fictitious entries was employed by Luck to enable the com-
pany to continue in business while it was actually insolvent.

The Commission found on the foregoing facts that Southeastern
and Luck willfully violated section 10 (b) and rule X-10B-5 of the
act, that Southeastern, aided and abetted by Luck, violated section
15 {(c¢) (1) of the act and rule X-15C1-2 (a) and (b) thereunder, and
that Southeastern violated section 17 (a) of the act and rule X-17A-3
thereunder.

Of the remaining revocations several involved different types of
violations, Three were based on findings of willful failure to file
financial reports and one was based on the filing of a false financial
report and on the willful violation of rule X-15C3-1, which requires
brokers and dealers to maintain net capital of not less than 5 percent
of their aggregate indebtedness.

Broker-Dealer Inspections

The broker-dealer inspection program, initiated by the Commission
in 1940 under section 17 (a) of the Securities Exchange Act, which
authorizes the Commission to make periodic, special and other exami-
nation of the books and records of brokers and dealers, is one of the
Commission’s important implements in the detection and prevention
of violations of law by broker-dealers. These inspections are con-
ducted by the staff of the Commission’s regional offices. They are
sometimes limited to a particular phase of a firm’s operations, such
as its financial condition or its method of handling particular accounts,
but generally they involve full scale examination of all characteristic
activities, culminating in a report on the extent to which its operations
are in compliance with the standards established by the act and rules.
Duﬁing the last 5 years a total of 3,621 broker-dealer inspections were
made:

Number of

Fiscal year— ections
045 e 825
1946 . e 603
1047 e 587
1948 e 841
1949 . e 765
Totalo v e oo 3, 621

Irregularities of varying degrees of seriousness® were reported in
399 ? of the 772 inspections made during the 1949 fiscal year. Non-
compliance with regulation T (relating to margins) continues to be
reflected in a large number of examinations, this year in a total of 214,
Improper hypothecation of customers’ securities was reported in 62
inspections and secret profits in 11. Questions of compliance with
the rule relating to the capital of registered firms (rule X-15C3-1)
and in some instances even more serious matters relating to financial

U}fot igcludixags infractions of rule X-17A-3, which requires brokers to make and keep current certain
S and records,

8 Three hundred and thirty of these were inspections of members of National Association of Securities
Dealers, Inc., an association of over-the-counter firms registered with the Commission under sec. 15A of
the Securities Exchange Act. A total of 540 inspections were of members of that association.
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condition were reported in 33 inspections. Investigations of 18 firms
were undertaken as a result of information obtained during these
examinations. Two of these have gone out of business, the regis-
trations of 2 others have been revoked, and 1 has been enjoined from
engaging in certain fraudulent practices and ordered by -the court to
estalﬁ‘ilsligx and maintain the books and records required by rule
X-17A-3.

In addition to inquiry into the various matters referred to above,
the inspection procedures call for a test check to determine whether
the firm inspected deals fairly with customers at prices reasonably
related to the current market. These tests checks have a dual pur-
pose—first to enforce the principle, judicially established in Charles E.
Hughes & Co., Inc. v. S. E. C., that it is fraudulent for a dealer to sell
securities to customers, or buy from them, at prices not reasonably
related to the market unless he discloses the variation from the
market, and second to determine the effectiveness of the rules of the
NASD relating to fair prices and fair and equitable principles of
trade.!!

The following tabulation reflects information obtained in inspec-
tions made durmg the year with respect to pricing practices in sales
to customers:

NASD
members Others

Number of inspections._ - oo oo 540 225
Number of inspections reporting sales to customers in which the customer

paid more than § percent above the current market 1 : 235 28
Number of sajes reported < 15, 746 1,323
Number of sales analyzed 2. . ... I 12, 999 1,176
Number of sales in, which the customer paid more than 5 pergent above the

current market___. e llem acmmecmmmemammemeammmae ] 1, 658 304

1 For test purposes in the case of unlisted securities the high offer on the professional market as of the
date of the sale 15 employed; on exchange securities the high sale on the date of sale, or if there was no
sale, the asked price, as reported by the exchange on which the security is traded,

3 Market prices as of the date of sale are not readily available in all instances, This is often true of securi -
ties inactively traded and generally true of securities having only a local market, There were 1,738 trans-
actions reported in these inspections on which no market prices were readily available,

A further break-down of the last item in the above tabulation
shows substantial concentration of the 1,962 sales made at more than
5 percent mark-up. As noted in the table, 263 firms made such sales.
One hundred and forty-eight of these firms made a total of 500 such
remaining 115 firms, and the number of sales at above the 5 percent
sales out of 7,831 of their sales analyzed. The concentration was in the
mark-up made by each of these firms represented over 10 percent
of their analyzed sales, as indicated below:

NASD
members Others

Number of inspections in which the sales to customers at mark-up of more than
5 percent over the currgnt market pepresgnted more than 10,percept of the

es analyzed. . e 96 19
Number of sales analyzed in such inspections_._2____ S 5,547 807
Number of such sales made at mark-up of more thay 5 percent oyer the cuggrent

market. ..l 0 e =] 1, 250 282

10139 F, 2d 434 (C. C. A. 2, 1943), cert, den. 321 U, S, 786 (1944).

1t On November 25, 1944, the board of governors of the NASD adopted an interpretation of sec. 1 of art.
III of its Rules of Fair Practice holding that transactions by dealers at prices not reasonably related to the
market constitute conduct inconsistent with just and equitable principles of trade,
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During the 5 years prior to the decision in Charles E. Hughes & Co.,
Inc. v. 8. E. C. in 1944 the Commission revoked the registrations of
nearly & score of brokers and dealers for fraudulent transactions in
securities at prices not reasonably related to the current market.
While the number of such proceedings has diminished there are still
some indications of overreaching and some evidence that it has taken
a new form. The NASD is vitally interested in the problem and the
Commission is encouraged to believe that with the association’s con-
tinued cooperation a practical and effective solution will be found.

Inspections of Broker-Dealers in Hawaii

The Commission has received occasional complaints over the years
from citizens residing in Hawaii, alleging securities frauds and sales
of securities without registration. Recently the complaints have in-
creased in volume and acerbity, and at the request of the Territorial
Government of Hawaii, the Better Business Bureau, and other organi-
zations and individuals, the Commission sent two staff members to
investigate these charges. An attorney and an accountant arrived
early in 1949 and promptly found evidences of fraud in the sale of
securities, and sales of securities without registration, by a score of
persons and organizations. The attorney then returned to Washing-
ton to report on the situation, and the accountant remained to follow
up additional leads and to inspect broker-dealers whose activities
had not been checked in the 15 years’ existence of the Commission.

The accountant’s investigations disclosed that several broker-
dealers were engaged in business without registration. In a number
of instances complete audits were made of registered broker-dealers
aud necessary changes were effected to meet the requirements of the
securities laws. The accountant was also instrumental in causing
several organizations to increase their capital for the safety of
investors.

The Commission’s representatives were able to aid in the tightening
of Hawaiian securities laws by assisting in the preparation of amend-
ments to the existing laws. It is hoped that the amendments enacted
will increase the protection of the Hawaiian public with respect to
securities matters.

The survey in Hawaii indicates 8 need for the establishment of an
office or, in the alternative, occasional trips by staff members from the
mainland in order to entorce compliance with the securities laws.
The Commission has appealed for funds in order to protect the
citizens of Hawaii adequately against fraudulent securities practices
and sales of unregistered issues.

Financial Reports

Brokers and dealers are required by rule X-17A-5 to file reports of
financial condition during each calendar year. During the 1949
fiscal year a total of 3,659 financial reports were filed. Each report
is examined to determine, among other things, whether there has
been any violation of rule X~15C3-1, which provides that the aggre-
gate indebtedness of a broker or dealer shall not exceed 20 times his
net capital. When deficiencies are found steps are taken immediately
to secure compliance. This is an important phase of the Commis-
sion’s activities in affording protection to customers.
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Failure to file the reports as required is an infraction of the rule and
may lead to disciplinary proceedings. Frequently, small firms doing
relatively little or no business fail to file reports on time. These are
handled by a procedure for cancellation of registration when the
registrant’s inactivity is established. Informal procedures are fre-
quently used to procure filing by those who do not furnish reports on
time. In some instances action becomes necessary to revoke
registration.

SUPERVISION OF NASD ACTIVITY

Membership

National Association of Securities Dealers, Inc. (NASD) has been
the only securities association registered as such with the Commission
under section 15A of the Securities Exchange Act. In the 5-year
period ended June 30, 1949, membership in the NASD increased by
502, as shown below:

As of June 30— Membership Gain
1045 . - T e anee 2,281 88
1046777 L L 2,514 23
1947 _ =] 2,614 100
1948, ... - 2,677 63
2040 e mm e 2,695 18

The gain of 18 members in the last fiscal year was the balance of
177 terminations of membership and the admission of 195 new
members.

Disciplinary Actions

During the 1949 fiscal year the Commission received from the NASD
reports of final action 1n seven disciplinary cases involving formal
complaints against members, in addition to various interim reports or
reports of i.n%ormal action. In six of these seven cases the NASD
committee having jurisdiction had found violations of rules of fair
practice and imposed various penalties on the firms, and in one in-
stance on a registered representative also named in the complaint. In
the remaining case the committee had found that no violations had
occurred and dismissed the complaint. The penalties included expul-
sion in two cases; two firms were each fined $500, one of which was
also censured; two firms were censured and a registered representative
of one of them was fined $100, Such disciplinary decisions are sub-
ject to review by the Commission, on its own motion or upon applica-
tion by any aggrieved person, but no such review was undertaken in
any of these cases in the 1949 fiscal year nor was any such matter
pending before the Commission at the year’s end.”?

Comparative data on the number and outcome of disciplinary
cases, final decisions on which were received by the Commission in
each of the last five fiscal years, appear below in tabular form:

13 As recited in some detail in the annual reports identified below, the Commission, within the last five
fiscal years, reviewed three disciplinary decisions by the Associstion: National Association of Securities Deal-
ers, Inc., Becurities Exchange release No. 3700 and Tenth and Eleventh Annual Reports; Thomas Arthur
Stewar?, Securities Exchange Act release No. 3720 and Eleventh and Twelfth Annual Reports; and Herrick
l1%/’addeg & Company, Inc., Becurities Exchange Act release No. 3935 and T'welfth and Thirteenth Annual

eports.
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Com- | Violations found and penalties imposed

Final dgg]ints
Fiscal year decisions issed|

received | or with- Miseel-

drawn | Expelled| Fined [Censured ianeous
21 6 2 9 3 11
19 6 0 g9 4 [1}
8 3 0 5 0 0
10 3 0 2 3 12
7 1 2 3 1 0
Total. 65 19 4 28 11 3

1 In 1 case the committee accepted in settlement a statement from the firm named in the complaint pledg-
ing future compliance with, and observation of, the rules of fair practice.

1 Includes suspension for 30 days in 1 instanece; in another, a complaint was dismissed as to a member firm
but the registration of a registered representative, also named as a party to the complaint, was revoked.

The Commission continued its practice of referring to the NASD
facts disclosed in the course of its broker-dealer inspection program
which would indicate a possible violation of the NASD rules of fair
practice. Occasionally, independent investigations by the NASD
result in the filing of formal complaints against members. More
often, such matters are settled by informal means, such as a critical
discussion with the firm involved and the receipt of assurance that
the business practices of the firm would be altered to comply with
NASD and Commission requirements. In other instances additional
investigation indicates that no disciplinary action is appropriate.
Data on the number and disposition of references in the past five
years appear below:

Fiscal year
1945 1946 1947 1948 1949

Pending at beginning of fiscal year... ..o oo oo o____ 0 3 7 1 2
Referred during year__.__.._____. .- 6 1 7 7 3
B 7 U 6 14 14 8 5

Dispositions received during years: =
y formal complaint._. . - 2 1 3 2 0
By informal 1 6 10 4 4
Pending at end of fiscal year... 3 7 1 2 1
Total..._._. - e mceemmaacann 6 14 14 8 5

Registered Representative Rule

The NASD adopted rules, effective January 15, 1946, which in
effect require the registration with the NASD as ‘“‘registered repre-
sentatives’” of all partners, officers, and other employees of broker-
dealer firms who, generally, do business directly with the public.?®
The broad purpose of these rules was to bind all registered represent-

1 Although the amendments were approved by the board of governors and by the affirmative vote of
the requisite majority of the NASD membership, the program was attacked by individuals and groups in
the secarities industry as inconsistent with the Ianﬁuage of the Securities Exchange Act and on the ground
that it would create a form of substandard membership in which the obligations, but not the beneftts of mem-
bershig, were forced on persons who had no voice in the NASD, After public hearing, the Commission
held the proposed amendments to be consistent with the statutory requirements and announced that it
would not disapprove them, In so acting, the Commission took the position that when it failed to exercise
its veto power over proposed amendments to NASD rules, the statute did not require the issuance of a
reviewable order, & position sustained by the courts in subsequent litigation, National Assoctation of Se-
curities Dealers, Inc., Securities Exchange Act release No, 3734,
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atives by the articles of incorporation, bylaws and rules of the NASD
and duly authorized rules, orders, directions, decisions and penalties.

Data on “registered representatwes” since the effective date of the
rules follow:

Number Number

registered registered
Jan. 15,1946_______________ 21,351 |June 30, 1948, _______._______ 26, 228
June 30 1946 __. 23,374 |June 30, 1949__ . ____________ 27, 249
June 30 1947 ____________ 25, 573

The increase of 1,021 registrations in the 1949 fiscal year was the
balance of 3,599 terminations of registration, 1,634 re-registrations,
and 2,986 initial registrations.

Commission Review of Actions on Membership

The qualifications for registered representative status under NASD
rules are identical with the statutory qualifications for membership.
Both provide that a petition for admission to or continuation in mem-
bership can be brought before the Commission by or on behalf of any
NASD applicant or member who controls or is controlled by a dis-
qualified partner, officer, or employee. Such a petition may raise
the question whether it is in the public interest for the Commission
to approve, or direct, admission to or continuation in membership
notwithstanding control of the petitioner of or by a disqualified person.

In the 1949 fiscal year six such ‘“approval or direction’” cases
were decided by the Commission.* Five cases, involving six indi-
viduals, were decided on findings by the Commission that each person
was validly disqualified becsuse he had been the ‘“‘cause’” of an order
of revocation of broker-dealer registration by the Commission, but
that the individuals need not be permanently excluded from the secu-
rities business due to the nature of their proposed employment and
the degree of supervision to be exercised over them. On this basis
the Commission, by order, approved the continuation in membership
of the member firms even though they employed the disqualified
persons,

The sixth case concerned J. A. Sisto & Co. The controlling partner,
Joseph A. Sisto, was disqualified from membership because of expulsion
from the New York Stock Exchange in 1938 for conduct inconsistent
with just and equitable principles of trade.”® A petition was filed on

14 Other cases on similar or related questions decided within the last five fiscal years and discussed in the
respective annual reports include: ,

Securities

Erchange

Act release

Cuse No.
John L. Godley.eacareeaacoaao. . - .. 3823
Greene Co —- 3836
Foelber-Patterson, Inc. - 3847
Re}l){l.bhc Invesnnent Co. 3866
cy - - - 3868
Leason & Co. oo —- 3037
LOT O | (P ... 3055
Minnesota Securitios COrp__zziim. 553 55 2o manramn o - 55 55 55 55 52 ST - o 590 FRAFSRAT SRR o o m 53 o 52

John J. Bell .- --- 4034
Dewitt Investment Co. e cmcmeee—ee - 4076
1 W, L, Johnson - 4116
H.L. Ruppertand J. H, Lynch_____._ 4117
G, M. Peterson..........__. . edmeny .-- R 4118
Joseph Loeb. se--31 oS = - 4119

H. L. Brocksmith_.____. L IIIIITIITLLLTTT
18 Two earlier petitions filed directly byJ. A, Sisto & Co without NASD sponsorshl or approval had
requesied the Commission to direct the NASD to admit the firm to membersh . A. Sisto & Co.,
7 8. E. C. 647, 1102 (1940); and Securitics Exchange Act release No. 361
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behalf of the firm by the NASD, together with its affirmative recom-
mendation that the Commission approve the firm’s admission to
membership. In considering the petition the Commission noted
the period of time which had elapsed since the earlier petitions and
that neither Sisto nor his firm had been involved in any proceedings
respecting their conduct in the securities business in the interim
period. Under these circumstances, and having given weight to the
findings and recommendation of the NASD, the Commission approved
the admission of the firm to membership.”

CHANGES IN RULES, REGULATIONS, AND FORMS

During the 5 years since July 1, 1944, the Commission has amended
and revised various rules, regulations, and forims under the Securities
Exchange Act of 1934 as changing circumstances have required.
The principal changes made during this period or now under consider-
ation are summarized below:

Changes Made During the 1949 Fiscal Year

Revision of registration and reporting rules—A thoroughgoing
revision of the rules governing the preparation, form, content and
filing of applications for registration and annual and other reports
under the Act was published on December 17, 1948. These rules are
applicable to registration and reporting by issuers having securities
listed on a national securities exchange and also to reporting by
registrants under the Securities Act of 1933 which are subject to
the reporting requirements of the Securities Exchange Act of 1934.
The revision clarified and brought up to date all of the rules pertaining
to registration and reporting. The revision also abolished certain
obsolete rules and integrated into the General Rules and Regulations
certain general requirements previously contained in the several
forms with respect to the preparation, form, content, and filing of
applications for registration and annual and other reports.

Prior to the revision of these rules registrants under the Securities
Act of 1933 which were subject to reporting requirements were
required to file only annual reports if they had no securities listed
and registered on a national securities exchange.® The revised
rules put such registrants on the same reporting basis as issuers
having securities listed and registered on an exchange, so that such
registrants now file in addition to annual reports the same current
and quarterly reports as are filed by listed companies.

Rule X-16B-3—0n March 6, 1949, the Commission published an
amended rule X-16B—3 which provides an exemption from section 16
(b) of the act with respect to the acquisition of certain equity securities
issued to directors and officers as a part of their remuneration.

Section 16 (b) of the act provides, in general, that where any
director or officer of the issuer of a registered equity security, or any
beneficial owner of more than 10 percent of such security, has realized
a profitfrom any purchase and sale, or sale and purchase, of any
equity security of the issuer within any period of less than six months
such profits may be recovered by the issuer.

1.J. A. Sisto & Co., Securitics Exchange Act release No. 4142,
1 Under sec. 15 (d) of the Securities Exchange Act, the Commission has the power to require that annusl
and other reports be filed by certain registrants under the Securities Act of 1033.

862940—50-——6
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The exemption provided by the amended rule is subject to several
conditions designed to limit it to bona fide bonus, profit-sharing
and similar remuneration plans. These conditions are, briefly, that
the plan must have been approved by security holders; that the
security must have been acquired solely in consideration of services;
that the amount of securities acquired by each director or officer must
have been determined by an independent committee of three or more
persons or by the board of directors; and finally, that the exemption
1s not available unless the amount of funds or securities distributed
or set aside for a fiscal year pursuant to the plan is related to the net
profits of the issuer and its subsidiaries for such fiscal year.

Changes Made During the 1945-48 Fiscal Years

A summary of the more significant rule changes in the 194548
fiscal years follows.

Adoption of Rule X—16 B—4.—Another exemption from section 16 (b)
of the act is provided by rule X-16B~4, which was published by the
Commission on August 28, 1946. This rule exempts certain transac-
tions by public utility holding companies and their subsidiaries from
the civil liability provisions of section 16 (b). The new rule exempts
from section 16 (b) any transaction by a holding company registered
under the Public Utility Holding Company Act of 1935 or by any sub-
sidiary of such a2 company where both the purchase and sale have been
approved or permitted by the Commission under that act.

Adoption of Rule X-160~-2.—An exemption from section 16 (c¢) of
the act was adopted by the Commission on March 20, 1946. This
section makes it unlawful under certain circumstances for any bene-
ficial owner of more than 10 percent of any class of any equity security
which is registered on a national securities exchange, or for any
director or officer of the issuer of any such security, to sell any equity
security of that issuer if he does not own the security sold or owns the
security but does not deliver it against the sale within a specified
time. The new rule is designed to exclude from the prohibition of
section 16 (c) certain technical short positions which arise purely as
an incident to participation by one of the specified classes of persons
(or some dealer firm with which such a person is connected) in either
a primary or secondary distribution by & person in a control relation-
ship with the issuer.

Revision of Proxy Rules.—On December 17, 1947, the Commission
published a completely revised edition of its proxy rules under section
14 (a) of the act and of regulation X-14. These rules are applicable
to the solicitation of proxies, authorizations, and consents with respect
to any security listed and registered on a national securities exchange.
They also apply to the solicitation of proxies by public utility holding
companies registered under the Public Utility Holding Company Act
of 1935 and their subsidiaries and to investment companies registered
under the Investment Company Act of 1940, The purpose of the re-
vision was to clarify and simplify the rules and to make certain changes
in the requirements which the Commission’s experience in administra-
tion had shown to be desirable without making any fundamental
departure from the principles of the rules as previously in effect.

Certain further amendments to these rules, adopted on November
5, 1948, effacted principally a reduction in the amount of information
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called for with respect to the remuneration of directors and officers of
issuers subject to the rules.

Quarterly Reports.—On July 23, 1945, the Commission adopted a
new rule which required listed companies whose war business amounted
to more than 25 percent of total sales in the last preceding fiscal year
to file a quarterly report on Form 8-K disclosing the total volume of
unfilled orders at the beginning and end of each Escal quarter, and the
total amount of sales during the quarter showing separately sales
made pursuant to war contracts. This rule was intended primarily
to inform the public of the effect upon listed companies of declining
war business.

By 1946 the rule had served its purpose as a temporary postwar
measure. It was then replaced, on March 28, 1946, by a new rule
which required all listed companies to file regular quarterly reports of
their gross sales and operating revenues. These requirements were
extended on December 17, 1948, to registrants under the Securities
Act of 1933 who are required to file annual and other reports pursuant
to section 15 (d) of the Securities Exchange Act of 1934. This exten-
sion of the requirement was made in connection with the general
revision, referred to above, of the rules governing the preparation,
form, content and filing of applications for registration and annual
and other reports.

Proposed Revision of Registration and Reporting Forms

The Commission presently has under consideration a broad program
for the revision of all of its forms for registration and reporting under
the act. The purpose of this revision is to bring the requirements of
the various forms up to date and to abolish a number of forms which
are no longer necessary in the administration of the act. Several of
these forms were published in preliminary draft form on March 11,
1949, for the purpose of obtaining informed comments and suggestions
thegeo(xll. The comments and suggestions received are now being
studied.

LITIGATION UNDER THE SECURITIES EXCHANGE ACT

The issues involved in the Commission’s court activities during the
last five years were somewhat different from those which had pre-
dominated during the first ten years of its existence. Some of the
early problems were solved by court determinations which crystallized
the application of the statutes to various activities. New issues were
presented by rules adopted by the Commission; primarily by rule
X~10B-5, which defines the scope of the anti-fraud provision of sec-
tion 10 of the act, and regulation X—14, establishing standards relating
to the solicitation of proxies under section 14 (a) of the act.

Court actions during this period included: (1) Injunction actions
brought by the Commission in the Federal district courts to restrain
broker-dealers and others from violating those provisions of the act
and the Commission’s rules designed to protect securityholders and
the customers of broker-dealers; (2) appellate court actions on peti-
tions to review orders of the Commission; and (3) actions between
private parties involving the acts administered by the Commission
In which the Commission participated as amicus curiae to express its
views on questions of counstruction. The substantive problems in-



66 SECURITIES AND EXCHANGE COMMISSION

volved are discussed below under the following headings: (1) The
regulation of broker-dealers; (2) section 16 (b), the recovery of in-
siders’ short-swing profits; (8) rule X-10B-5, the antifraud provi-
sion; and (4) regulation X-14, the proxy rules. In addition there is
reported separately below the Commission’s investigation of an offer-
illllg o§ Kaiser-Frazer stock and litigation with Otis & Co. which arose
thereirom.

Broker-Dealer Cases

As a result of the Commission’s broad regulatory duties with respect
to approximately 4,000 registered broker-dealers the largest single
category of judicial proceedings under the act involved breaches of
obligations to customers by such persons and by others who engaged
in business as brokers and dealers without being registered as required
by the statute.

A number of injunction actions were obtained against broker-dealers
who were doing buiness while insolvent, thereby jeopardizing cus-
tomers’ funds and securities.’ Wherever feasible, in insolvency cases,
the Commission has sought the appointment of a receiver in order to
preserve assets for customers.® In one such case the family of the
broker, who had died, made an assignment of $30,000 for the benefit of
creditors.®

Other cases in which the Commission obtsined injunctions involved
secret profits made by a broker-dealer professing to act as agent for
his customers; * charging prices which bore no reasonable relation-
ship to the current market prices;® wrongfully hypothecating or
converting customers’ securities; # making misrepresentations to cus-
tomers or omitting to state material facts in connection with pur-
chases and sales of securities; ® and failing to keep required books and
records,”® or refusing to permit them to be examined by the Com-
mission’s representatives.?” The Commission has also obtained judg-
ments against a number of persons to enjoin them from engaging
business as brokers or dealers without being registered.?

A very important case from the standpoint of the relationship of
the securities dealer and his customer was Arleen W. Hughesv. S. E. C.

¥ 8ee 8. K. C.v. Greene & Co., Civil No. 44C1252, N, D. IlL. Nov. 11, 1944; S. E. C. v. Financial Service,
Ime., Civil No. 253, 8. D. Ind., Aug. 28, 1945; S. E. C. v. Raymond, Biisa, Ine., Civil No, 5999, D. Mass.,
Bept. 12, 1947; and 8. E. C. v. H. P. Carver Corp., Civil No. 7860, D, Mass., Sept. 27, 1948, Cf. S. E. C. v.
Light, Wofsey & Benesch, Inc., Civil No. 3645, D. Md., April 7, 1948, where an injunction was entered for
violation of the Commission’s rule X~15C3-1, which prohibits a broker-dealer from permitting his aggre-
gate indebtedness to exeeed his net capital by more than 20 times.

M 8ee S. E. C. v. Greene & Co., supra; S. E. C. v. Financial Service, Inc., supra; S. E. C, v. Raymond,
Bliss, Inc¢., supra; and S. E. C. v. H. P. Carver Corp., supra.

18 E C.v. Raymond, Bliss, Inc., supra.

2 8se S. E. C. v. Bales, Civil No. 213, N. D. Iowa, Mar, 7, 1946; 8. E. C. v. Atlas Investment Co,, Civil
No. 469, W. D, Mo., June 24, 1948. 8. E. C. v. Financial Service, Inc., supra; and S. E. C. v. Fiscal Service
Corp., Civil No, 470408, N, D, 1L, Mar, 5, 1047,

B 8e¢e S. E. C. v. Rose, Civil No. 1866, 8. D. Ind., Apr. 13, 1948; 8. E. C. v. Greene & Co., supra; and
S. E, C.v. Bates, supra.

4 Seo 8. E. C.v. Wallers & Co., Civil No. 1231, D, Del,, July 6, 1849; S. E C. v. Greening, Civil No.
1271, W, D. Wash,, June 30, 1945; S. E. C. v, Greene & Co., supra; S. E. C. v. Fiscal Service Corp., supra;
and S. E. C. v. Raymond, Bliss, Inc., supra:

2 8ee S. E. C. v. Trapp, Civil No. 1288, D. N, Dak., June 4, 1947; S. E. C. v. Rose, supra; S. E. C. v,

8. E. C.v.Greene & Co., supra; 8. E. C. v. Fiscal Service Corp., supra; 8. E. C. v, Financial
Service, Inc., supra; 8. E. C. v. Greening, supra; and 8. E. C. v. Atlas Investment Co., supra.
. E. C.v. Sharkey, Civil No. 1378, W. D. Wash., 1M5; 8. E. C. v. Walters & Co.,suprs; and S. E. C.

., SUpTa.
v. Nev 0il Co., Civil No. 1142, N. D. Tex., Oct. 5, 1046 and Feb. 25, 1047; S. E. C. v.
. C. v. Burmeister & Co., Inc., M. D, Tenn., June 27, 1947; S. E. C. v. Kirby, Civil No, 25742,

N.D. Oh'io, Apr, 28, 1049; 8. E. C. v. Bates, supra; S. B C.v. epp, supra; 8. E. C. v. Greening, supra;
8. E, C. v, Fiscal Service Corp., supra; and S E. C. v. Atlas Fnvestment Co., supra.
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This case arose on a petition to the Court of Appeals for the District
of Columbia to review an order of the Commission revoking the peti-
tioner’s registration as a broker-dealer. The Commission had held
that it was fraud for Mrs. Hughes, who was registered both as a
broker-dealer under the Securities Exchange Act of 1934 and as an
investment adviser under the Investment Advisers Act of 1940, to
sell her own securities to her investment advisory clients without
fully disclosing that her interests were in some respects adverse to
their interests. This disclosure, the Commission held, should have
included the capacity in which she acted, i. e., whether as principal
(dealer) or agent (broker), the cost of the securities to her, and the
cwrrent market price of such securities. Another point raised on the
appeal was whether it was lawful for the Commission to impose
greater duties of disclosure on a broker-dealer who is also a registered
investment adviser than would otherwise be the case. The Com-
mission withheld the entry of its order of revocation for a reasonable
time to permit Mrs. Hughes to correct her methods of doing business.
Changes which she thereupon proposed were deemed inadequate as a
matter of law, however, and the order of revocation was entered,
from which the appeal was taken. The court of appeals sustained
the Commission on all the points involved.?

Another case related to the revocation of the broker-dealer regis-
tration of Norris and Hirshberg, Inc., of Atlanta, Ga. The Commis-
sion found that the firm had engaged in activities which were illegal
under the antifraud provisions of both the Securities Act of 1933 and
the Securities Exchange Act of 1934. The firm had fixed prices for
a group of securities whose market it controlled without disclosing
that fact to customers, had dealt as a principal with uninformed
customers and customers who had given it powers of attorney, and
had traded excessively for accounts for which it had discretionary
powers. The firm appealed the Commission’s action to the Court of
Appeals for the District of Columbia in 1946. Various procedural
matters were litigated at length before the Court reached the case on
its merits. The most significant of the procedural questions was an
attempt by the petitioner to compel the Commission to include in
the transcript of record a summary of the evidence which, it alleged,
the Commission’s independent stafl of opinion writers had prepared
for the use of the individual commissioners. The petitioners sought
also to inquire into the decisional processes of the Commission to
determine how various items in the record to which it objected had
been treated by the Commission. The Court of Appeals denied these
requests and an application by the petitioner to the Supreme Court
for & writ of certiorari was also denied.®® After hearing argument on
the merits, the court affirmed the decision of the Commission, and
pointed out that the statutes involved were not designed to require
the Commission, in disciplining broker-dealers for fraudulent activi-
ties, to find every element of common law fraud.®* This case was
also the first court review of a Commission finding of manipulation

B174 F, 2d 969 (C. A. D. C., May 9, 1949).
3 Norris & Hirshberg, Inc. v. S. E. C., 163 F. 2d 680 (C. A. D. C. 1947), ceri. den., 333 U. 8. 867 (1948).
8 Ibid., 177 F. 2d 228 (C. A. D. C., September 6, 1048).
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in the over-the-counter market as distinguished from the markets on
the national securities exchanges.

Two other cases initiated by the Commission during the past 5
years involved the manipulation of prices on securities exchanges.
In Thornton & Co. v. S. E. C. the Commission revoked the firm’s
broker-dealer registration upon finding that it had violated the anti-
manipulation provisions of section 9 (a) of the act in effecting ‘“wash
sales” in two stocks traded on the Chicago Stock Exchange, raising
their prices and creating apparent trading activity, which was followed
by sales of the stocks in the over-the-counter market at prices based
on the false exchange market prices in violation of sections 10 (b)
and 15 (c¢) (1) of the act. The Court of Appeals for the Second
Circuit, on a petition for review, affirmed the Commission’s order
during the 1949 fiscal year.® In S. E. C. v. Benneit and Federal Corp.
the Commission sought an injunction to restrain the defendants from
manipulating the exchange market for a security while a registration
statement was pending under the Securities Act of 1933 with respect
to a proposed offering of a large block of the stock ““at the market.” 3
A preliminary injunction was denied, but Bennett thereafter consented
to a permanent injunction against Federal Corporation (which he
controlled) and the Commission concurred in the dismissal of the
complaint against Bennett individually.

Acker v. Schulte and Schmolka v. Schulte, which did not involve
broker-dealers, were actions under section 9 (2) of the act instituted by
stockholders of Park and Tilford, Inc. against its former president for
damages resulting from the alleged manipulation of the stock of the
company on the New York Stock Exchange. These cases resulted in
the first judicial construction of that clause of section 9 (e) which pro-
vides that the court may require an undertaking for the payment of
costs from either party in a civil action by a person damaged as a
result of a violation of section 9. The Commission, in its brief, argued
as amicus curige that in order to preclude the statutory provision from
operating as a barrier to suits under section 9, the party seeking secu-
rity for costs should berequired to show by clear evidence that the suit
had been brought in bad faith. The court adopted this position.®

Another new development in the broker-dealer field during the past
5 years was a series of actions bhrought by the Commission alleging
violation of regulation T, the regulation promulgated by the Board of
Governors of the Federal Reserve System under section 7 (c) of the
act for the purpose of preventing excessive use of credit in purchasing
or carrying securities. The first cases of this category were three
companion actions filed by the Commission in the United States Dis-
trict Court at Cleveland which involved firms in Youngstown and
Cleveland, Ohio, Pittsburgh, and New York City, and several individ-
uals and an investment company. Final judgments were entered
against all the defendants.?®

A significant case during the last 5 years in the field of oil and gas

32 An appeal from a broker-dealer registration based on over-the-counter manipulation was also taken in
Lannv. S. E. C., No. 9450, C. A. D. C., November 15, 1947, discussed at p. 63 of the 14th Annual Report.

After the expiration ofa vear from the date of the revocation order the Commission permitted Lann to become
regi‘;f;ir%(‘i 121111 %ougs}%er?i%n 1ol’ his record. The action was then dismissed by stipulation,

. . 2,1048),
1 62 P, Supp. 609 (S, D, N. Y. 1945) and S. D. N. Y.. December 30, 1946,
474 F. Supp. 683 (S. D. N. Y May 26, 1947).  See13SEC Ann. Rep. 64 (1047
% See 138EC.Ann. Rep. 59 (1947) and S. E. C. v. Schultzat p. 60.
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securities was S. E. C. v. Trapp, an injunction action brought against
an individual who was selling oil royalties after the Commission had
revoked his broker-dealer registration. In that case the district court
in North Dakota entered an injunction which judicially established: (1)
That it is fraudulent for a dealer to sell oil royalties at prices in excess
of the probable returns to purchasers, as computed on the basis of
reasonable estimates of the recoverable oil underlying the tracts cov-
ered by the royalties; and (2) that, as the Commission had held in an
earlier administrative proceeding, it is fraudulent for a dealer to sell oil
royalties at prices bearing no reasonable relationship to his contempo-
raneous cost. Such practices were held to be in violation of section
15 (¢) (1) of the Securities Exchange Act and sections 17 (a) (2) and
(3) of the Securities Act of 1933.%7

Among the frauds uncovered in the course of the Commission’s
routine inspection of broker-dealers’ books and records was that
enjoined in S. E. C. v. Caplan, Junger, Anderson & Co. ¥ The follow-
ing scheme was employed by the defendants: The securities trader for a
large investment company would advise accomplices in brokerage
offices in advance when the company was about to make substantial
purchases and sales of securities. On purchases, the accomplices
would use dummy accounts to buy up the securities in question and as
a result would be in a position to resell them to the investment
company at higher prices when it sought to make its purchases; on
sales, reverse steps were taken. Through this scheme, which was
operated without the knowledge of the investment company, the
individuals involved profited to the extent of approximately $300,000
from trading profits and commissions.

Cases Based on Section 16 (b) of the Act

The past 5 years have seen the emergence of section 16 (b) of the
Securities Exchange Act as an important protection to the small
stockholder against trading abuses by corporate insiders. Under that
section a stockholder of & corporation may sue in its behalf to recover
profits made by insiders as a result of short-term trading in that cor-
poration’s equity securities. Until the decision in Smolowe v. Delendo
Corporation® the constitutionality of section 16 (b) was undeter-
mined. That case not only upheld the constitutionality of the section
but provided as a touchstone for the solution of problems of construc-
tion of the section the determination whether all “tendency to evil”’
would be removed. Mostof the litigation arising under section 16 (b)
has been resolved in accordance with that criterion.

Although the Commission is not responsible for the enforcement
of section 16 (b), it has participated as amicus curige, either at the
request of the court or on its own Initiative, in actions involving
important questions of interpretation of the section. Thus, in Par
& Tilford, Inc. v. Schulte ®® it urged upon the court the necessity for
construing the act to prevent holders of convertible preferred stock
from profiting from inside information by converting their stock into

¥ Civil No. 1288, D. N. Dak , June 4, 1947, Cf. S. E. C. v. LeDone, Civil No. 40-347, 8. D. N. Y., March
26, 1047. A criminal action based on these theories of frand is U. S. v. Grayson, discussed herein under
“Criminal Proceedings.”

3 Civil No. 49-138, 8. D. N. Y., May 3, 10, and 17, 1940;

#1368 F. 2d 231 (O, A. 2,1943), cert. den., 320 U. 8. 751.

€160 F. 24 984 (C. A. 2, 1047), cert. den., 332 U. 8. 761.
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common stock prior to an expected rise in the market and thereafter
selling the common stock after the anticipated rise took place. The
question before the court was phrased in terms of whether the con-
version of preferred stock into common stock by a controlling stock-
holder was a “purchase’” within the meaning of section 16 (b). The
court held that it was a purchase, and over $400,000 was paid to
the corporation as profits realized from the trading.

In one case the court asked the Commission whether it considered
stock disposed of by gift to constitute a “sale” within the meaning
of section 16 (b). The Commission, in a letter, expressed the view
that Congress did intend to include gifts within the scope of section
16 (b), but that no profit would be recoverable unless the stock were
subsequently sold by the donee at a price higher than that which the
donor had paid for the stock. The court did not adopt the reasoning
of the Commission and held that the gift was not a sale.

On several occasions, participation by the Commission in actions
under section 16 (b) has been necessary in order to clarify the con-
struction of other sections of the act challenged by one of the parties
in the action. Thus, it has urged that section 27 of the act should
be construed to give the federal courts exclusive jurisdiction over all
actions arising under the Securities Exchange Act and to urge that
the venue provisions be broadly construed, permitting section 16 (b)
actions to be brought wherever the transactions occurred. In these
respects the construction advanced by the Commission has been
adopted by the courts.”

The information upon which private actions under section 16 (b)
are based as a rule comes from the reports of changes in ownership
which corporate insiders are required to file with the Commission
under section 16 (2). During the last 5 years the Commission for
the first time had to resort to its authority under section 21 (f) to
obtain mandatory injunctions to enforce compliance with the reporting
requirements of section 16 (a).#* These cases also constituted the
first actions brought to enjoin violations of section 20 (c¢), which
section makes it unlawful for corporate insiders to hinder the corpora-
tions’ filing of reports regarding changes in their holdings.

The Commission has also appeared 1n a section 16 (b) action, where
section 16 (a) reports had not been filed within the specified time,
to support the right of a stockholder to sue more than 2 years after
the profits were realized by the insider even though the statute pro-
vides that the cause of action is barred after 2 years. The Commis-
sion successfully contended that the Congress did not intend that the
statute of limitations begin to run until the insider has disclosed his
profits, and, since the suit was brought within 2 years after the dis-
closure had been made in that case, that the action had been instituted
in time.*

41 Truncale v. Blumberg, 80 F. Supp. 387 (S. D. N. Y. 1948):

42 _American Distilling Co. v. Brown, 184 Misc. 431, 51 N. Y. 8, (2d) 614 (Sup. Ct. 1944); Grossman v. Young,
384 }B Supp. 970 (S. D. N. Y. 1947); Gratz v. Claughton, CCH Fed. Sec. L. Rep. Par. 90,373 (S. D.N. Y.

SS. E Cv.L A Young, et al., E. D. Mich., February 28, 1945; S. E. C. v. Metropolitan Mines Corp ,
4., Civil N6, 664, E. D, Wash., July 18, 1047.
W' Grossman v. Young, 72 F. Supp 375 (8. D. N. Y. 147).
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Cases Based on the Anti-fraud Provisions of Rule X~10B-5

In 1942 the Commission adopted rule X~10B-5, which implements
section 10 of the Securities Exchange Act by prohibiting fraud in the
purchase or sale of securities. During the past 5 years this rule has
been the subject of frequent construction by the courts both in actions
instituted by the Commission and in private civil actions, in a number
of which the Commission participated as amicus curize. The most
frequent situation in which the rule has been invoked has been that
in which controlling stockholders or the management of an issuer
sought to take advantage of smaller stockholders by purchasing their
securities from them while suppressing pertinent information concern-
ing the corporation’s business, the market value of its securities, or
other vital information.

Wherever feasible the Commission has sought to restrain such
fraudulent transactions before full consummation, to curtail injury to
minority stockholders, and in some instances this has resulted in agree-
ment by the wrongdoing insiders to rescind the transactions.** Never-
theless, in many cases the transactions are consummated before dis-
covery by the Commission.*

One injunction obtained by the Commission during the 1949 fiscal
vear involved an unusual scheme which operated as a fraud on brokers
and dealers.¥ The defendant entered orders for purchases and sales
with various brokers and dealers with no intention either to pay for
the securities ordered to be purchased or to deliver the securities
ordered to be sold. If, on purchase orders, the securities increased in
value before the settlement date he would order them sold and demand
the profit; otherwise he would default. On sale orders, he would do
the opposite. As a result, losses were incurred by the brokers and
dealers on the defaulted transactions.

A significant private action during the period involving rule X-10B-5
was that of Kardon v. National Gypsum Co., in which the Commission
participated as amicus curize.® The Commission filed a brief in which
it argued that there is an individual right of action for damages
resulting from a violation of rule X-10B-5, (1) on the basis of the
general common law rule that members of a class for whose protection
a statutory duty is created may sue for injury resulting from its
breach and that the common law will supply a remedy if the statute
gives none, or, (2) under section 29 (b) of the act, which provides that
contracts in violation of the act shall be void. The Commission argued
also that Congress intended that section 10 of the act apply to the
securities of a small, closely held corporation, as well as to those of
large corporations whose securities are widely held. The district court

4 Beq 8. E. C. v. Mueller, Civil No. 2022, E. D. Wis., April 20, 1945; S. E. C. v. Oils and Industries, Inc.
Civil No. 27-450, S. D. N. Y., April 4, 1945; and 8. E. C, v. Greenfield, Civil No. 5361, E. D. Pa., April 2, 1946,

% 8eo S. E. C.v. Boyd Transfer & Storage Co., Civil No. 1548, D. Minn., December 5, 1845; S. E. C. v.
Gentile, Civil No. 34-700, 8. D. N. Y., January 30, 1946; S. E. C. v. Cohen, Civil No. 5461, E. D. Pa., Decem-
ber 11, 1945; S. E, C. v. Mitchell, Civil No. 23097, N. D, Ohio, August 6, 1945; and S. E. C. v. Standard 0il
of Kansas, Oivil No. 2552, 8. D. Tex., February 26, 1947:

7 8. E. C.v. Landberg, 8. D.N. Y., Februarg 4, 1949,

4969 F. Supp. 512 (E. D. Pa. 1946) and 73 F. S8upp. 768 (E. D. Pa. 1947).
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adopted the positions taken by the Commission, and the Kardon
decision has since been followed in a number of private actions.*

Another private fraud action based on this rule is the pending case
of Speed v. Transamerica Corp.® In connection with a motion for
summary judgment the Commission urged that there is a violation of
the rule when a controlling stockholder buys stock from minority
holders without disclosing to them material facts affecting the value
of the stock (here the greatly augmented value of the corporation’s
principal asset, its tobacco inventory).

Cases Based on Regulation X~14—The Proxy Rules

The second substantial group of cases based on rules of the Commis-
sion are those involving regulation X-14, which prescribes rules con-
cerning the solicitation of proxies, consents, and authorizations in
connection with securities of companies subject either to the Securities
Exchange Act, the Investment Company Act of 1940, or the Public
Utility Holding Company Act of 1935. While several questions of
construction of the regulations were brought to the courts before the
period under review, a number of important questions have been
adjudicated during the past few years. One was the principle estab-
lished in Okin v. S. E. C.* that the proxy rules apply to a letter which
is written as the first step in a plan ending in a so%citation and which
prepares the way for its success, even though the letter itself does not
request §>roxies. This principle was also applied during the current

earin 8. E. C. ». Topping.’* In another case the principle was estab-
ished that the Commission can obtain an injunction to restrain the
use of proxies obtained in violation of the proxy rules.®

An especially significant proxy case during the period was that of
S. E. C. v. Transamerica Corp., an action brought by the Commission
to compel the defendant corporation to resolicit proxies originally
obtained as a result of solicitations which failed to include proposals
which a minority stockholder sought to have brought before the annual
meeting. It was ultimately held %y the Court of Appeals for the Third
Circuit that the management’s attempt to block the stockholder’s
proposals by declining to include them in the notice of meeting was
contrary to the purpose of Congress in the Securities Exchange Act
to prevent the control of corporations by a very few persons.*

The question whether a stockholder, rather than the Commission,
may bring an action for an injunction based on violation of the proxy
rules was raised in Phillips v. The United Corporation. The Commis-
sion filed a brief as amicus curiae taking the position that the court
had jurisdiction to entertain such an action founded upon alleged
violations of the Commission’s proxy rules promulgated under the

4 Slavin v. Germantown Fire Insurance Co,, Civil No. 6564, E. D. Pa., December 5, 1946; Fifty Third
Union Trust Co. v. Block, C1vil No. 1507, 8. D. Ohio, December 11, 1946; and Fry v. Schumacher, Civil
No. 6418, E. D. Pa., January 10, 1847; Montague v. Electronic Corporation of America, 8. D. N. Y., February
14, 1948; Rosenberg v. Globe Aircraft Corp,, E. D. Pa., January 17, 1948 Osborne v. Mullory, 8. D. N. Y.,
July 13, 1940; Huwkins v. Clayton Securities Corp., 81 F. Supp. 1014 (D. Mass., 1949); Appel v. Levine,
8. D. N. Y., November 11, 1948; Acker v. Schulte, 74 F, Supp. 683 (8. D. N. Y. 1947); Speed v. Transamerica,
67 F. Supp. 326 (D. Del. 1946); and Grand Lodge of International Association of Machinists v. Highfield, Civil
No. 366148, January 24, 1949.

# 71 F. Supp. 457 (D. Del. 1947).

51132 F. 2d 784, 786 (C. A. 2, 1943).

885 F. Supp. 83 (8. D. N. Y., May 24, 1949). 3

B S, E. C.v. Okin, 58 Fed. Supp. 20 (8. D. N. Y. 1944). CJ. 8. E. C. v. McQuistion, Civil No. 41-47,
JF.]D. §‘I9Y‘ May 18, 1047; and S. E. C. v. Metropolitan Mines Corp., Ltd., Civil No 684, E. D. Wash.,

uly 18, 1947.
#163 F. 2d 511 (C. A. 3, 1047), cert. den. 332 U. 8. 847 (1048). See 14 SEC Ann. Rep. 53-4 (1948),
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Public Utility Holding Company Act of 1935, but that in the light of
the Commission’s primary responsibility for the enforcement of its
rules any injunction action it might bring should take precedence and
an injunction action by a stockholder should not be entertained unless
he had exhausted his administrative remedy by first bringing his
complaint to the Commission. The court accepted this construction
of the act.®® Another action involving the Commission’s proxy rules
under the Public Utility Holding Company Act of 1935, North Amer-
sean Utility Securities Corporation v. Posen, is discussed elsewhere in
this report in the section on litigation under that statute.

The position of the Commission was sustained in a number of
additional actions on the proxy rules during the last 5 years. In one
of these the Commission argued that a proxy statement is not false or
misleading simply because it fails to state all possible alternatives to
a course of action for which the management seeks approval.®® In
another, the New York Supreme Court sustained the Commission’s
contention that a proxy solicitation was defective when it did not
disclose that the directors elected had agreed prior to the solicitation
to resign in favor of another slate of candidates.”

THE KAISER-FRAZER INVESTIGATION AND THE LITIGATION
WITH OTIS & CO.

One of the most extensive litigations in the history of the Commis-
sion, from the standpoint of sheer number of court proceedings
involved, has been the litigation with Otis & Co. arising out of an
investigation of a stock offering of Kaiser-Fraser Corp.

During February of 1948, a public offering of some 1,500,000 shares
of common stock of Kaiser-Frazer Corp. was withdrawn after Kaiser-
Frazer had expended about $2,500,000 in an unsuccessful effort to
stabilize the market. By the terms of the underwriting contract, the
3 underwriters who were participants in the offering had agreed to
take 900,000 of the shares outright and the rest on a ‘“best efforts’”
basis. One of the conditions of the contract was that there should be
no material litigation pending against Kaiser-Frazer as of 10 a. m. on
February 9, which was the settlement date under the contract.
Shortly before 10 a. m. on February 9—several days after the with-
drawaf of the offering—one James F. Masterson, a Kaiser-Frazer
stockholder and Philadelphia attorney, filed a lawsuit in Detroit
charging mismanagement on the part of the officers and directors of
Kaiser-Frazer and demanding, among other things, an injunction
against the sale of the stock. On the basis, at least in part, of this
lawsuit, two of the underwriters—Otis & Co. and First California
Corp.—refused to go through with the contract.

Thereafter the Commission instituted a private investigation, and
soon a public investigation, into the general subject of the Kaiser-
Frazer stock offering. The purpose of the public investigation, as set
forth in the Commission’s order, was to determine whether there had
been any violations of the securities acts and whether there was any
basis for the formulation of new rules by the Commission or for the
recommendation of new legislation to the Congress. During the

% See 14 SEC Ann, Rep. 55 (1048).

Doyle v, Milton, 13 F, S%p. 281 (S. D. N. Y. 1947).
s Wyatt v. Armstrong, 59 N, Y. 8. (2d) 602 (N. Y. Sup. Ct., 1045).
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spring and summer of 1948 hearings were held in various cities during
which some 5,000 pages of testimony were taken and numerous
exhibits introduced.

One of the first lawsuits filed was instituted in the United States
District Court for the Southern District of Ohio by Portsmouth Steel
Corp. (the chairman of the board of this corporation is Cyrus S. Eaton,
who is also controlling stockholder of Otis & Co.) in an attempt to
enjoin The Ohio Consolidated Telephone Co. from complying with a
Commission subpoena directing the production of certain long-distance
telephone slips. The Commission intervened, and after the service of
an amended subpoena the complaint was dismissed.®

Another action was instituted at about the same time, this one by
the Commission, when two Cleveland attorneys named Harrison and
Hull, who were shown during the investigation to have inquired
about the Masterson suit at the courthouse in Detroit before the
suit was filed refused to identify their client on the ground of the
attorney-client privilege. When the United States District Court
for the Eastern District of Michigan indicated it would enter an
order against the attorneys unless they testified,*® they revealed that
their client was Eaton.

In subsequent hearings in Washington, however, Harrison and Hull
declined to divulge their actual communications with Eaton, again on
the ground of the attorney-client privilege. The Commission in-
structed its presiding officer at the investigation to rule that the
privilege was unavailable because the evidence theretofore adduced
during the investigation showed prima facie that the attorneys had
been retained for a fraudulent purpose. Upon the continued refusal
of Harrison and Hull to testify, the Commission applied to the United
States District Court for the District of Columbia for an order com-
pelling their testimony. The entire record of the investigation to date
was introduced as an exhibit. Otis & Co. and Eaton intervened in
this proceeding, without objection by the Commission, and filed a
counterclaim in which they demanded that the Commission be
enjoined from continuing with its public investigation. Judge Morris
of the District Court dismissed the counterclaim, but also denied the
enforcement order sought by the Commission on the ground that the
record of the investigation did not show prima facie that the Masterson
suit had been inspired by Eaton.® In his opinion Judge Morris
emphasized that, in the absence of cross-examination in the record of
the investigation, he had subjected the record ‘““to the strictest scrutiny
for possible ambiguity and equivocation.” ® No appeal from this
decision was taken by either side.

On August 11, 1948, while Judge Morris still had the subpoena
case under consideration, the Commission instituted a proceeding
under sections 15 (b) and 15A (1) (2) of the Securities Exchange Act
to determine whether the registration of Otis & Co. as a broker-
dealer should be revoked and whether the firm should be suspended
or expelled from the National Association of Securities Dealers for
possible violations of the securities acts.§ Thereupon Otis & Co.,
arguing that the Commission proceeding,would interfere with the

8 Portsmouth Steel Corporation v. Ohio Consolidated Telephone Company (No, 1892, S. D. Ohio, 1948).
% SEC v. Harrison (No. 7332, E. D. Mich., 1848)

® SEC v. \Harrison, 80 ¥. 8upp. 236 (D. D. O., 1648):
o bid., af p. 2. !
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jurisdiction of the District Court in the pending subpoena action,
obtained from Judge Letts of the United States District Court for
the District of Columbia a temporary injunction restraining the
Commission from conducting the revocation proceeding pending
Judge Morris’ decision in the subpoena case.®

When Judge Morris refused to compel Harrison and Hull to testify,
the Commission decided to pursue the revocation proceeding—in
which its final order, if adverse to Otis & Co., would be subject to
judicial review in an appropriate court of appeals—rather than to
appeal Judge Morris’ ruling. Thereupon Otis & Co. and Eaton
instituted a new action in the District Court for the District of
Columbia to enjoin the holding of this proceeding to the extent that
it might be concerned with the filing of the Masterson suit, on the
ground that the decision in the subpoena case was res judicate on
this question. This new action also came before Judge Morris, who,
on November 12, 1948, dismissed the complaint from the bench.®
On the same day Otis & Co. appealed to the Court of Appeals for the
District of Columbia Circuit and obtained from that court an injune-
tion against the Commission’s proceeding pending the outcome of
the appeal.

On June 1, 1949, the Court of Appeals held that, because the com-
plaint alleged that the Commission had no evidence that had not
already been considered by Judge Morris, and because this allegation
was admitted for purposes of the Commission’s motion to dismiss
the complaint, the doctrine of 7es judicata was applicable. Accordingly,
the case was remanded with instructions that the injunction be granted
unless the Commission should deny the allegation that no new evi-
dence would be introduced at the hearing.® On August 9, 1949, the
Solicitor General, on behalf of the Commission, filed a petition for a
writ of certiorari in the Supreme Court, and Otis & Co. filed a brief
in opposition in due course. On October 17, 1949, the Supreme Court
took the unusual step of rendering a per curiam decision ® in which
it granted the petition for a writ of certiorart and at the same
time reversed the judgment of the Court of Appeals, on the authority
of Myers v. Bethlehem Shipbuilding Corporation, 303 U. S. 41 (1938),
and similar cases.

Concurrently there had been in progress considerable litigation in
which the Commission and the National Association of Securities
Dealers, Inc. (NASD) had been joined as defendants. The NASD
is an association of securities dealers registered under provisions of
the Securities Exchange Act designed to promote just and equitable
principles of trade in the securities industry. The Cleveland District
Business Conduct Committee of the association, of which Otis & Co.
is 8 member, had instituted its own investigation of the circumstances
surrounding the Kaiser-Frazer stock offering shortly after the failure
of the offering, and had demanded that Otis & Co. and Eaton disclose
the communications between Eaton and his attorneys concerning the
Masterson suit.

% SEC v, Harrison (No. 2617-48, D. D. C., 1948). The Commission appealed tkis injunction to the
United States Court of Appeals for the District of Columbia Circuit, but Judge Morris’ decision in the sub-
poena case of g few weeks later rendered the appeal moot. A motion by the Commission that the judgment
of the District Court be vacated as moot has been resisted ty the appellees and bas not yet been upon
by the Court. SECv. Harrison (No. 10,043, C. A. D. C.).

8 Qtis & Co. v. SEC (No.4613—475, D.D.OC.).

% Otis & Co.v.S.E.C,176 F. 2d 34 (0. A. D. O.).
$— 7. 8. — (No. 244, October Term, 1949).
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After this demand was refused, the NASD’s district issued a com-
plaint charging Otis & Co., Eaton and William R. Daley, president of
Otis & Co. (the individual respondents in their capacity as represen-
tatives of Otis & Co. registered with the NASD) with violation of a
rule of the NASD which provides that refusal of & member or regis-
tered representative to submit any required reports with regard to a
matter under investigation shall of itself be sufficient cause for sus-
pending or cancelling membership.

At this point Otis & Co. and Eaton, instead of filing an answer to
this complaint, went to the United States District Court for the
District of Columbia, where the Commission’s subpena-enforcing
action was pending before Judge Morris, and obtained from Judge
Keech and Judge Letts of that court, respectively, & restraining order
and a preliminary injunction making the NASD a party to the
subpena action for the purpose of restraining it from attempting to
obtain such communication. The subsequent decision of Judge
Morris automatically terminated this injunction. A hearing on the
complaint followed, after which the district committee ordered the
respondents suspended for a period of 2 years, unless they should
furnish the desired information sooner.

Otis & Co., Eaton, and Daley thereupon instituted a new action in
the District Court for the District of Columbia, the third in that
court. In this action they sought to compel vacation of the district
committee’s suspension order and to enjoin the NASD and the Com-
mission from taking any action to compel the disclosure of the com-
munications in question, again on the ground that the decision of
Judge Morris in the subpena action had rendered the subject matter
res judicata. The Commission was joined as a defendant on the
theory that it had conspired with the NASD. The Commission and
the NASD separately moved to dismiss this new complaint on the
ground that the plaintiffs had not followed the procedure for review
of NASD disciplinary proceedings which is specifically set forth in
the Securities Exchange Act and in the NASD rules adopted there-
under. Under the act and the NASD rules any person disciplined
by a district committee of the NASD may appeal to the board of
governors of the NASD, thence to the Commission, and thence to
the appropriate court of appeals. There are provisions for automatic
stays of the district committee’s action pending review by the board
of governors and the Commission and a further stay may be sought
from the court of appeals pending judicial review of the Commission’s
final order, if any, Thus, the Commission and the NASD contended,
the plaintiffs would remain in good standing in the NASD pending a
final determination by the proper court of appeals, but they could not
short-circuit the statutory method of review by seeking an injunction
in the district court.

The plaintiffs obtained postponement of the argument on the
motion to dismiss, and in the meantime took depositions on the
merits of the case over the opposition of the Commission and the
NASD and obtained a temporary restraining order against certain
alleged “publicity” on the part of the NASD.® The motion to

% Otis & Co. v. NASD (No. 32049, D D. C., 1949).
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dismiss finally came before Judge Morris, who granted it on June 6,
1949 (distinguishing the earlier opinion of the court of appeals in
Otis & Co. v. SEC),*" and reaffirmed his decision after reargument on
July 11, 1949.% The plaintiffs appealed to the Court of Appeals for
the District of Columbia Circuit and sought an injunction pending the
outcome of this appeal, which was denied from the bench, one judge
dissenting, on September 7, 1949.® Subsequently, al motion for
reargument was denied and the court ordered that the argument on
the merits be expedited. It was at this juncture that the Supreme
Court rendered its decision in 8. E. C. v. Otis & Cb., discussed above.

An aftermath of the failure of the Kaiser-Frazer stock offering was
the institution of an action for damages by Kaiser-Frazer Corp.
against Otis & Co.,” as well as the filing of a number of stockholders’
derivative actions against the officers and directors of Kaiser-Frazer
Corp. on the basis of alleged improprieties in connection with the
attempted market stabilization and on other charges of misconduct.”™
In one of these cases the Commission submitted its views as amicus
curige on the construction of various provisions of the Securities
Exchange Act, including the provisions relating to manipulation and
stabilization.

¢ Otis & Co. v. NASD, 84 F. Supp. 395.

% Otis & Co, v. NASD (No. 32945, D, D, C.).

# Otis & Co. v. NASD (No. 10,397, C. A. D, C.),

™ Kaiser-Frazer Corporation v. Otis & Co. (Civil No 45-564, S. D. N. Y.). Otis & Co. also filed counter-
claims and cross-claims in the Masterson suit, which has been removed to the United States District Court
for the Eastern District of Michigan.

1 Stella v, Kaiger (Civil No. 45-750, 8. D. N. Y.); Pergament v. Frazer (Civil No. 7354, E. D. Mich);

Fleming v. Kaiser (No. 377,779, Calif, Buper. Ct.).
72 See Stella v. Kaiser, 82 F. Supp. 301 (S. D. N.'Y. 1948).



PARTIII

ADMINISTRATION OF THE PUBLIC UTILITY HOLDING
COMPANY ACT OF 1935

The Public Utility Holding Company Act of 1935 was passed by
the Seventy-fourth Congress following an investigation by the
Federal Trade Commission. The Federal Trade Commission’s
investigation, considered by many one of the most extensive ever
made, disclosed a variety of abuses in public-utility holding company
finance and operations. The more significant of these abuses are
enumerated in section 1 (b) of the act: (1) Inadequate disclosure
to investors of the information necessary to appraise the financial
position and earning power of the companies whose securities they
purchase; (2) the issuance of securities against fictitious and unsound
values; (3) the over-loading of the operating companies with debt
and fixed charges thus tending to prevent voluntary rate reductions;
(4) the imposition of excessive charges upon operating companies for
various services such as management, supervision of construction and
the purchase of supplies and equipment; (5) the control by holding
companies of the accounting practices and rate, dividend and other
policies of their operating subsidiaries so as to complicate or obstruct
State regulation; (6) the control of subsidiary holding companies and
operating companies through disproportionately small investment;
(7) the extension of holding company systems without relation to
economy of operations or to the integration and coordination of
related properties.

The jurisdiction of the statute embraces public-utility holding
company systems which are engaged in the electric utility business
or in the retail distribution of natural or manufactured gas. Funda-
mentally the regulatory provisions of the act fall into two basic
categories. The first deals with supervision of the financing and
operations of holding company systems. These regulations, however,
are carefully designed not to conflict with, but to supplement and
strengthen local regulation. Thus, the jurisdiction of the act does not
extend to local rate making and does not authorize the Commission
to prescribe accounting systems for operating subsidiaries, except in
a comparatively few instances where there are neither State nor other
Federal laws prescribing such accounting systems. The second area
of regulatory jurisdiction under the act provides for the geographical
integration and corporate simplification of holding company systems.

THE PUBLIC UTILITY INDUSTRY UNDER THE ACT

The properties subject to the statute at this time represent an
important segment of the electric and gas industry of the United
States, despite the divestment under section 11 of several hundred
companies during the past 14 years. On June 30, 1949, there were
registered with the Commission 46 holding company systems with
aggregate consolidated system assets of approximately $14,263,000,000.
These systems included 46 top holding companies, 26 subholding
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companies, 274 electric and gas utility companies and 296 nonutility
companies. This made a total of 642 companies subject to the
statute on that date. At the close of the preceding fiscal year there
were 46 registered public-utility holding company systems comprising
46 top holding companies, 27 holding companies, 309 electric and gas
utility companies and 323 nonutility companies or a total of 705
companies with total system assets of $14,680,000,000.! The decrease
in assets of some $417,000,000 represents for the most part the differ-
ence between additions, due primarily to plant expansion, on the
one hand, and the divestment during the year of nonretainable
companies and properties, on the other. Viewed from the standpoint
of the electric utility industry alone, it may be noted that of the
315 class A and class B electric utility companies 2 in operation on
December 31, 1948, with aggregate assets of $17,347,000,000, 146
companies with assets of $7,106,000,000 are presently subject to the
Holding Company Aect. Ninety-eight companies with assets of
$6,188,000,000 were formerly subject to the Holding Company Act,
but are no longer under the Commission’s jurisdiction as & result
of divestment under section 11. Seveniy-ohe of the 315 companies
with assets aggregating $4,053,000,000 have never been subject to
the Holding Company Act.

REGULATION OF FINANCING AND OPERATIONS OF HOLDING
COMPANY SYSTEMS

Fourteen of the 33 sections of the act deal specifically with the
regulation of finances and operations of the holding company systems.
These provisions cover a wide range of activities and they are geared
to correction of the abuses enumerated by the Congress in section
1 (b) of the act.

Registration of Holding Companies -

Sections 4 and 5 require that holding company systems register
with the Commission and file periodic reports contamning detailed data
with respect to their organization, financial structure, and operations.
This provides 8 background of necessary information for supervision
of specific transactions under other sectiona of the act and enables the
Commission to keep abreast of significant trends and developments in
that segment of the utility industry which is subject to the act.
When a holding company registers with the Commission it files a
basic ‘registration statement.” Each year thereafter ‘“annual
supplements’’ are filed setting forth important changes during the
year. In the twelve months ended June 30, 1949, 91 “annual supple-
ments’”’ were filed and examined by the stafl of the Commission.

It is necessary to take appropriate steps for registration of a holding
company under section 5 before jurisdiction can be exercised over the
company under other sections of the act.

Exemption from the Act
Holding companies and subsidiaries which are able to comply with
certain standards of the act may be released from the Commission’s
Jurisdiction. Under section 3 if a holding company system is pre-
! Tho data on assets subject to the act as represented in previous annual reports have been revised during

the past year. The figures shown above are on 8 comparable basis.
3 As classified by the Federal Power Commission.

862940—50——7
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dominantly intrastate in character, it may be exempted from the
obligations of the statute. The same applies to systems where the
holding company itself is predominantly an intrastate operating
utility company, or is only incidently or only temporarily a holding
company. Likewise, a holding company which derives no material
part of its income from sources within the United States may be
exempted from the statute. In section 2 the mechanics are estab-
lished whereby the Commission, upon application, may declare that
a company is not an “electric utility company’’ under section 3 (a) (3),
not a “gas utility company’’ under section 3 (a) (4), not a “holding
company’’ under section 3 (a) (7) or not a subsidiary of a holding
company under section 3 (a) (8). Actions under these sections are
in the nature of declarations of status and have the effect of releasing
the applicant companies from the obligations of the act. Under
section 5 (d) a company registered as a holding company with the
Commission may, after it ceases in fact to be a holding company,
have its registration terminated by order of the Commission.

During the 14 years of the Commission’s administration of the
statute, 637 applications for exemption under section 3, declarations
for status under section 2 and applications for termination of regis-
tration under section 5 (d) have been filed with the Commission. Of
this number 200 have been granted, 349 have been withdrawn or
dismissed and 53 have been denied. As of June 30, 1949, 35 cases
were pending. Beginning about 1940 a substantial number of these
applications were allowed to continue in pending status for indefinite
periods awaiting the outcome of reorganization plans under section 11,
the consummation of which subsequently operated to render the
exemption questions moot. Sections 2 and 3 expressly provide that
the applicant shall be exempt from the obligations of the act during
pendency of the application before the Commission. This policy
resulted in substantial savings of expense on the part of both the
Commission and the applicant companies, and accounts for the com-
paratively large number of applications withdrawn or dismissed
during the period.

Acquisitions

Under sections 9 and 10 the acquisition of securities and utility
assets by holding companies and their subsidiaries may not be author-
ized by the Commission unless the following standards are met:
(1) the acquisition must not tend toward interlocking relations or
concentration of control to an extent detrimental to the public
interest or the interest of investors or consumers; (2) any considera-
tion paid for the acquisition, including fees, commissions, and other
remuneration, must not be unreasonable; (3) the acquisition must not
complicate the capital structure or holding company system; (4) the
acquisition must not be otherwise detrimental to the public interest
or the interest of investors or consumers, or to the proper functionin,
of the holding company system; (5) the acquisition must tend towar
the economic and efficient development of an integrated public-
utility system.

The bulk of operations under sections 9 and 10 are represented by
determination of questions arising under clauses (1), (2), and (3) of
section 10 (a). During the 14 years of the Commission’s adminis-
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tration of the act 1,625 questions under this section have been deter-
mined. Applications were granted with respect to 1,452 of the matters
presented, 159 were withdrawn or dismissed and 14 denied. During
the fiscal year applications raising 203 questions under this section
were filed. Applications with respect to 160 were approved and 73
matters were still pending determination on June 30, 1949. For the
most part these transactions are represented by holding company
acquisitions of the securities of their subsidiaries in connection with
financing and reorganizations.

Transactions within Holding Company Systcms

Section 12 of the act extends Commission jurisdiction to a wide
variety of activities. It covers regulation of dividend payments,
intercompany loans and the solicitation of proxies, authorizations,
and consents. It also covers sales by one company of its holdings of
the securities of other companies, sales of utility assets, capital con-
tributions, the acquisitions by companies of their own securities and
various transactions between affiliates. In this section ‘“upstream”
loans from subsidiaries to their parents and ‘“‘upstream’ or “cross-
stream’’ loans from public utility companies to any holding company
in the same holding company system are expressly forbidden. Prior
to passage of the act these loans and other intrasystem transactions
resulted in widespread abuses in holding company systems. Activi-
ties of this character, moreover, were entirely beyond the scope of
local and State regulation.

Since passage of the act 3,825 questions under paragraphs (b), (c),
(d), and (f) of section 12 have been determined. Of this number
3,537 were decided in favor of the declarant companies, 247 were
withdrawn or dismissed and 41 were denied. During the past fiscal
year 388 questions of this character were presented in declarations
filed with the Commission. Declarations raising 294 questions were
approved, 4 dismissed and 1 denied. Two hundred and seventeen
matters under these sections were pending June 30, 1949.

Servicing Operations

As noted above one of the principal abuses of holding company
systems which is expressly deseribed in section 1 (b) of the act was
the loading of excessive service charges by holding companies, or
their controlled service companies, upon the operating utility sub-
sidiaries. Prior to passage of the act this problem imposed a very
burdensome task upon state commissions in their endeavors to ana-
lyze the operating expenses of local utilities in rate-making proceedings.
The solution of this question was specifically provided in section 13.
The act expressly forbids holding companies to render services to
their subsidiaries for a charge, and it requires that all services per-
formed for any company in a holding company system by a mutual or
subsidiary service company in that system be rendered at cost fairly
and equitably allocated.

During the 14-year span of the administration of the act 77 proposals
for servicing arrangements in holding company systems pursuant to
section 13 have been presented to the Commission for consideration.
Fifty-two were approved, 1 was denied, 12 were either withdrawn or
dismissed and 12 were pending on June 30, 1949. Actions upon
proposals for servicing arrangements, however, constitute only a
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part of the mechanism for regulation of service charges. Every
servicing company in a registered holding company system must file
with the Commission a comprehensive annual report of activities.
These reports are examined by the Commission’s staff in order to
detect any irregularities. During the past fiscal year 49 of these
reports were filed. This device plus the statutory power of the Com-
mission to reopen any proceeding in which servicing arrangements
were approved has been successful in preventing a recurrence of the
abuses described in seztion 1 (b) of the act.

Issues of Securities, Assumptions of Liability, and Alterations of Rights

The issue and sale of securities by holding companies and their sub-
sidiaries are regulated under sections 6 and 7 of the act. Assumptions
of liability on securities and alterations of rights of security holders
are covered by section 7. The tests which a proposed security issue,
assumption of liability or alteration of rights must meet are set forth
in section 7: (1) The security must be reasonably adapted to the
security structure of the issuer and of other companies in the same
holding company system; (2) the security must be reasonably adapted
to the earning power of the company; (3) the proposed issue must be
necessary and appropriate to the economical and efficient operation of
the company’s business; (4) the fees, commissions and other remunera-
tion paid in connection with the issue must not be unreasonable; (5)
the terms and conditions of the issue or sale of the security must not
be detrimental to the public interest or the interest of investors or
consumers.

During the fiscal year 372 applications and declarations covering
issues of securities under sections 6 and 7 and assumptions of liability
and alterations of rights under section 7 were filed with the Commis-
sion. Action was completed in 317 cases, all of which were approved.
From the date of passage of the act to June 30, 1949, 2,260 applica-
tions were approved, 150 withdrawn or dismssed and 16 denied.
These actions dealt both with securities issued for financing purposes
and with securities issued in connection with reorganizations of
holding company systems under section 11.

The most important aspect of the administration of sections 6 and 7
in recent years has been the financing of an unprecedented expansion
program for the electric and gas utility industries. It is estimated
that construction expenditures approached $2,300,000,000 during the
past fiscal year, exclusive of natural gas pipe lines. Of this total,
more than 80 percent is represented by growth of the electric utilities.
The rate of increase in electric energy sales in 1949 has slowed down
somewhat, although that output has remained consistently above the
levels of 1948, which suggests that construction expenditures are
likely to continue at a very high level for many months to come. To
provide the necessary funds for this tremendous expansion the in-
dustry maintained the heavy financing program in evidence last year.
This is demonstrated by the following tabulation showing security
sales for cash plus exchanges for refunding purposes for the fiscal
years 1948 and 1949.
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Total security issues sold for cash and issued in exchange for refunding purposes by
electric and gas utilities '—fiscal years 1948 and 1949 (includes all issues subject
to provistons of the Public Utility Holding Company Act of 1935 and to registration

requirements under the Securities Act of 1933)

July 1, 1947, to | July 1, 1948, to
June 30, 1948 | June 30, 1949

-] $1, 087, 266, 075 $899, 434, 729

146, 307, 321 241, 238, 500

, 443, 828 192, 779, 280

226, 439, 063 364, 016, 666

1,689, 456, 287 1,697, 469, 175

1 As defined in secs. 2 (a) (3) and 2 (a) (4) of the act.

¢ In addition, companies subject to the Holding Company Act sold notes with maturities of 5 years or
more in the amounts of $79,200,000 1n fiscal year 1948 and $62,090,000 in 1949. Comparable dsta for companies
not subject to the Holding Company Act are not available.

This table embraces a high proportion of the total financing within
the industry. It will be noted that during the 2-year period financing
volume has continued unabated at the annual rate of approximately
$1,700,000,000. In addition, securities of companies not subject to
the Publie Utility Holding Company Act, which were privately placed
and hence do not become a matter of record with the Commission,
would probably increase this figure by approximately $200,000,000.

Data for the fiscal year 1948 reflect the fact that approximately
25 percent of funds derived through security sales was employed for
refunding purposes. In contrast, during the fiscal year just closed,
refunding took only 5 percent of net proceeds, with the balance em-
ployed for construction purposes. Thus the general industry pro-
gram for refunding debt and preferred stock issues with lower coupon
issues which had reached very large proportions in the early post war
period seems to be approaching termination and the period from
July 1, 1948, to June 30, 1949, saw financing geared almost exclusively
to new money needs. With this growth problem in the fore, manage-
ment has been faced with the basic problem of maintaining a propor-
tion of equity capital sufficient to safeguard the financial strength of
the industry. Figures for the latest fiscal year provide an encouraging
answer to this responsibility, for while the aggregate of bond and de-
benture financing declined about $93,000,000 as compared with fiscal
year 1948, common stock sales advanced by more than $135,000,000.

Although the proportion of security sales falling within the orbit of
the Public Utility Holding Compauny Act is steadily diminishing as
integration under section 11 proceeds, the volwme of issues approved
remains a substantial segment of total security sales in the industry.
The following two tables set forth in summarv form security sales
approved under sections 6(b) and 7 of the act 1.r the fiscal years 1949
and 1948. Information is provided with respect to electric and gas
utilities, registered holding companies and nouutility subsidiaries of
registered holding companies. These totals include all cash sales
and refundings accomplished by direct exchanges. Excluded from
these figures are sales from portfolios and issues offered as part of a
reorganization under section 11.
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Sales of securities and application of nel proceeds approved under the Public Ulility
Holding Company Act of 1935 during the fiscal year July 1, 1948, to June 30,
19491

Application of net proceeds 2

Total
ONI?;'S"}’:S‘ sectluitly N Reifin]t}ncting
sales ew money | of short- .
purposes | term bank | Befunding
loans 3

S by electri d tilities:
ales by gacotric and gas ubliles: 56 | $368, 200, 514 | $240,174,600 | $95,620,052 | $17,955, 072

Debentures... . = 5! 106,551,165 ( 46,615,225 | 41,358,800 | 17,303,000
Notes 4—————mmmree=s 31| 62,090,000 | 44,793,050 | 14,850,000 | 2,100,000
Preferred stock iy 17 74, 850, 040 43, 062, 350 26, 254, 700 , 000, 000
Common $tock ——————eeeweer—ee—ei— 74| 197,610,057 | 146,218,287 | 30,713,805 | 18,730,750

Total. e 183 | 809,319,776 | 526,863,531 | 208,797,357 | 60,088, 822

Sales by holding companies-

Debentures - _-TioIt 2 33,878, 815 20, 646, 890 |cannnmrrennwa | 12,850, 000

6| 18 272500 3,272,800 |.oooeeomo o 15,000, 000

8 69, 893,184 68, 546, 045 -

Total === 16 ] 122,044,499 02,465,435 [cemanmreeean| 27,850,000

Sales by nonutility companies:

onds———————mre—eeme 4 49, 295, 080 43,807, 210 5,000,000 |._.._.......
Common Stock ———=——===eeee—e—ere== L 8 9, 875, 000 9,279,301 famcmmmrmemeen 576, 000
Total. === 12 59, 170, 080 53, 086, 511 5, 000, 000 575, 000

! Data limited to sales by issuing companues; offerings from portfolio are not included. 5

2 Difference between total security sales and total proceeds is represented by flotation costs to the issuing
companies.

3 Bank loans of less than 5 years maturity for construction purposes.

4 With maturities of not less than 5 years.

Sales of securities and application of net proceeds approved under the Public Ulility
Holdi]ng Company Act of 1935 during the fiscal year July 1, 1947, to June 30,
1948

Application of net proceeds 2

Total
§‘iggg seeurity Refinancing
sales 2 New money of short- Refundin;
purposes | term bank £
loans #

66 | $786,791,945 | $389,312,601 | $107, 067,524 [$282, 005, 752

8 70, 749, 427 41, 736, 919 15,809,564 | 12,298,313
33 79, 200, 000 52, 647, 766 9,805,280 | 16,587, 465
14 194, ng, 311 10,480,143 [ 22,156,087

69 00,204 | 121,007,179 | 12,048,447 | 17,566,053
Total . il 190 {1,185,668,977 | 664,873,442 | 156,200,967 | 350, 613, 620
Sales by registered holding companies.
Bonds (collateral tyust) ... 1 5, 225, 000 5,204,000 . .. __...._._ -

Debentures 3| 80,830,514 | 75,209,730 561,000 | 4,231,000
Notesd._______ 2 13,500,000 |- oo __ 13, 500, 000
Common stock 1 692, 854 583,354 77,000 |crereeczannan
g 17 L — 71 100,248,368 80, 997, 093 638,000 { 17,731,000

4 34, 804, 500 29,436, 706 |- weennccoannene| 5,280,000

1 150,000 ) | 148, 000

3 1, 583, 000 1,196,938 380,620 (. oo

8 36, 537, 500 30, 633, 644 380, 629 5,428, 000

! Data limited to sales by issuing companies; offerings from portfolio are not included.
co’leﬂ’qrenoe between total security sales and total proceeds is represented by flotation costs to the issuing
panies.
3 Bank loans of less than 5 years maturity for construction purposes.
¢ With maturities of not less than 5 years.
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A comparison of the totals for fiscal years 1948 and 1949 shows that
security sales by electric and gas utilities subject to the act declined
from $1,186,000,000 to $809,000,000. In view of the fact that total
industry financing has varied little in size during the 2-year period,
the contraction in the amount of approved financing is considered
attributable principally to the continuing divestment of operating
utilities. Total number of issues approved, including holding com-
pany and nonutility offerings showed, much less of a percentage
decline, however, the number being 211 in 1948 and 205 in 1949.

Of considerable significance is the noticeable change in the propor-
tions of financing media as between the two pertods. The prior
period, July 1, 1947, to June 30, 1948, reflected utility company
sales of bonds, debentures and long-term notes in the amount of
$936,000,000 or 79.0 percent of total utility offerings. However, in
the period ended June 30, 1949, sales of these types of securities de-
clined to $536,000,000 or 66.3 percent of the total. On the other
hand, common stock sales were sharply increased from 13.0 percent
of the total in the earlier period to 24.4 percent in the fiscal year just
closed. There is some indication that the high point of bond financ-
ing related to earlier urgent needs for capacity has now been passed.
The increase in common stock financing is in direct accord with the
policy of the Commission which has consistently urged operating
companies under its jurisdiction to pace their bond offerings with a
sufficient amount of equity financing to preserve financial stabil-
ity and a sound capitalization to assure adequate facilities for financ-
ing in future years.

A significant feature of utility financing during the fiscal year has
been the extensive employment of the rights offering procedure in the
marketing of common stocks. The practice has been followed most
frequently by companies which are now free from holding company
control and must turn to their public stockholders for equity capital.
Companies which are still holding company subsidiaries sold most of
their common stock directly to their respective parents for cash
without resort to public offering. However, from July 1, 1948, to
June 30, 1949, electric and gas utilities under jurisdiction of the
Holding Company Act did make 15 public rights offerings involving
an amount in excess of $63,000,000. In addition, registered holding
companies employed the rights procedure in 5 offerings aggregating
approximately $48,000,000. Ability of the utility industry to go
back to its stockholders for an important segment of its capital
requirements is, in a sense, a tribute to the financial strength and
investor confidence which it now enjoys.

Registered holding companies have played the major role in the
common stock financing of electric and gas utilities under the act;
they purchased shares to the extent of $135,000,000 in the fiscal
year 1948 and $150,000,000 in the past year. By thus increasing
the equity of its operating utility subsidiaries a holding company
performs one of the important functions contemplated by the statute.
In part, funds employed by holding companies for investment in
their subsidiaries have been derived from the sale of portfolio secu-
rities found by the Commission to be nonretainable under section 11.
Additional funds have been obtained by holding companies through
the offering of their own securities to the public. These offerings
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totaled $122,000,000 during the past fiscal year. Of this amount
57 percent was represented by common stock and most of the balance
by debentures.

The following table sets forth purchases of subsidiary common
stocks and capital donations or contributions by holding companies
to their subsidiaries during the period from March 1, 1937, to March
15, 1946:

Cash purchases of common stock of subsidiaries by parent holding

companies_ . _ .. $47, 673, 171
Purchases by parent holding companies of additional common stock
of subsidiaries with assets other than cash____________________ 1, 358, 300

Aggregate purchases of subsidiaries’ common stocks by
holding eompanies_ _ __________________________ 49, 031, 471

Cash donations by parent holding companies to their subsidiaries_. 128, 500, 743
Donations of subsidiaries’ senior securities by parent holding com-

panies to their subsidiaries__.__ . _________________.__.__._. 114, 218, 996
Conversions by parent holding companies of subsidiaries’ senior

securities held by the parent into subsidiaries’ common stock-.. 48, 118, 982
Donations of other securities and assets by parent holding com-

panies to their subsidiaries__- .. ____________._._._____._— 19, 381, 823
Forgiveness by parent holding companies of preferred dividend

arrearages on preferred stocks of subsidiaries held by the parent.. 2, 405, 613

Total capital contributions and donations by holding companies.__. 312, 626, 157

Total common stock purchases and ecapital donations_ . ____.___._ 361, 657, 628

In addition to the foregoing, capital contribuitions were made by
registered holding companies to their subsidiaries in the following
amounts:

1947 oL $15, 000, 000
1948 s 67, 100, 000

Historical records covering transactions between holding companies
and their subsidiaries prior to enactment of the statute are incomplete
but the available data presents a sharp contrast between the practices
of recent years and the methods employed by holding companies in
the financing of their subsidiaries prior to enactment of the statute.
During the period from 1924 to 1930, inclusive, public utility holding
companies sold approximately $4,856,000,000 of their securities to the
public. The funds received from this financing were devoted almost
entirely to the purchase of already outstanding corporate securities.
Only a negligible portion went into the construction of plant and
equipment of operating utility subsidiaries.? For a period of many
years up to 1928, it was the general practice of holding companies
to furnish capital to their subsidiaries through the mechanism of
demand notes or open-account advances. Interest was often charged
on these short-term loans at rates ranging from 6 to 8 percent and in
some large systems the holding companies followed the regular practice
of compounding interest monthly.*

In its investigation the Federal Trade Commission found that in
many instances the book value of holding companies’ investments
in common stocks of their subsidiaries represented highly inflationary

3 8. Rep. No. 621, 74th Cong., Ist sess., p. 15

48. Doc. 92, 70th Cong., 1st sess.. pt. 72-A, chs. 5and 6. S. Doc. 92, 70th Cong., 1st sess., pis. 23 and 24,
pp. 218 ¢t seq.
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valuations. This condition stemmed both from the ‘“write-ups” in
the investment book values on the books of holding companies and
large scale ‘“write-ups’” in the property accounts of underlying sub-
sidiaries. During the 14 years of its administration of the Holding
Company Act, the Commission, working jointly with the Federal
Power Commission and state and local regulatory bodies, in proceed-
ings arising under sections 6, 7, and 11 (b) (2) has aided in the removal
from the plant accounts of subidiaries of registered holding companies’
“write-ups’’ aggregating approximately $1,423,000,000.

Under the terms of rule U-27, adopted April 21, 1941, every regis-
tered holding company and subsidiary thereof, which was a public
utility company and which was not required by either the Federal
Power Commission or a state commission to conform to a classification
of accounts has been required by the Commission to keep its accounts
in accordance with the designated systems adopted by this Commission
for electric and/or gas utilities. These systems specifically provide
that plant and property accounts shall be stated at original cost.

While some field examinations were undertaken in 1945, it was not
until the latter part of 1946 that a section of original cost studies was
organized and the review of the field studies, including field examina-
tions, was undertaken on an intensive scale. At June 30, 1949, field
examinations had been completed with respect to 10 companies, 6 of
which were located in the State of Texas, and 1 in each of the States
of New York, Delaware, Mississippi, and Florida. Definitive orders
of the Commission approving disposition of adjustment items have
already been issued for the following companies:

Texas Power & Light Co. Mississippi Power & Light Co.

Texas Electric Service Co. Delaware Power & Light Co.

The adjustments to the accounts of the remaining companies are now
being processed. Field examinations with respect to 6 additional
companies, located in the States of Texas, Iowa, Nebraska, and
Minnesota are either pending or are now being conducted.

Completed field studies for the 10 companies which have already
been examined disclose that the total properties, prior to reclassi-
fication, were recorded on their books at $372,159,252. The original
cost of such properties was determined to be only $245,672,325,
leaving a balance of $126,486,927 subject to adjustment. Of this
latter amount it was determined that $101,116,546 should be classified
to Account 107—Plant Adjustments—and required to be written off
the books of account. The balance of $25,370,381 was classified in
Account 100.5—Plant Acquisition Adjustments—and is thus subject
to amortization over a period of years. These eliminations of items
not representing original cost are included in the total of $1,400,000,000
set forth above.

In section 1 (b) of the act the Congress found that “* * * inves-
tors cannot obtain the information necessary to appraise the financial
position or earning power of the issuers, because of the absence of
uniform standard accounts; * * **  that “* * * such
securities are issued upon the basis of fictitious or unsound asset values
having no fair relation to the sums invested in or the earning capacity
of the properties and upon the basis of paper profits from mtercom-
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pany transactions * * *7’ and that “such securities are issued by
a subsidiary public-utility company under circumstances which sub-
ject such company to the burden of supporting an overcapitalized
structure and tend to prevent voluntary rate reductions; * * *”

The strengthening of capital structures of operating companies and
holding companies, the restoration of subsidiary companies’ equities
through capital contributions by holding companies and the elimina-
tion of ‘“‘write-ups’’ from the plant accounts of utility subsidiaries, as
accomplished through the administration of sections 6,7, and 11 (b) (2),
all have operated to bring about the effective correction of these
abuses.

Competitive Bidding

Sales of securities under these two sections and sales by holding
companies under section 12 of securities held in their investment
portfolios are generally required to be offered at competitive bidding.
This requirement is embodied in rule U-50, which was promulgated
in 1941 as a means of meeting the Commission’s statutory responsi-
bility for passing upon the reasonableness of fees and expenses and
the maintenance of competitive conditions. The events and consid-
erations which led to the adoption of the rule were set forth in some
detail in the Seventh Annual Report.

To June 30, 1949, more than $5,320,000,000 of securities had been
sold pursuant to rule U-50, $4,360,000,000 of which were sold within
the past five fiscal years. Further analysis of this latter amount
indicates that all types of securities have been sold in substantial
volume and upon many occasions:

Competitive sales under rule U-50—1944—49

Number

Amount of 1ssues
BondS. oot $2, 962, 509, 000 183
Debentures and notes 433, 688, 000 27
. 00 56
399, 881, 744 42
ol e 4,361, 543,444 308

It was anticipated that the use of competitive bidding would bring
about a reduction in underwriting costs or ‘‘spreads,” and this expec-
tation has been amply fulfilled. A study of underwriting spreads
prevailing during the 5-year period ended January 1, 1940, revealed
that slightly over one-half of the 159 utility mortgage bond issues
studied had been sold on the basis of a 2-point spread; in only four
cases was a smaller spread found. The average spread for these 159
issues, which had been sold by traditional methods of private negotia-
tion, was 2.49 points; i. e., $2.49 per $100 face amount of bonds.
The sharply contrasting picture under competitive bidding is shown
in the following compilation of spreads on bond issues during the
past 5 years:
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Number Aggregate
Spread per $100 of bonds of issues amonnt
UnAr 0,25 oo oo meee e e ceetmmamemaemnaT] 7 $51, 500, 000
$0.25t0 8050 ... g et eee - 58 683, 379, 000
$0.50 to $0.75 . 69 | 1,480,701, 000
S B Brasoo
$1.25and over. .. ... . ... L.l 8 90, 400, 000
L 7 U U 1179 | 12,935 771,000

! Exclusive of 4 issues reported in the preceding tabulation for which an mmsurance company bid success-
fully, retainmng the security in portfolio.

Spreads on competitively sold preferred issues have averaged just
under two points while those on common stocks have averaged 5.4
percent of the public offering price.

A primary consideration in the adoption of rule U-50 was the ne-
cessity of overcoming the influence of traditional relationships be-
tween particular investment banking houses and public utility com-
panies. These relationships seriously hindered arms-length bargain-
ing and led, as noted above, to relatively standardized underwriting
costs on a high level. The extent to which the competitive bidding
procedure has diversified the management of security offerings is
therefore a matter of considerable importance. The table shown
below covers 24 companies whose securities have been marketed at
competitive bidding on at least 4 occasions during the past 5 fiscal
years and shows the number of managing underwriters who have
been successful in purchasing the securities of these companies.

Number of companies which, during fiscal years
1945 to 1949, inclusive, sold—

4 issues 5 issues 6 issues 7 155u€8
All issues purchased by same manager | | S SO P
Issues purchased by 2 manager — 1 FORI——— .
Issues purchased by 3 ma — — — - 7 3 ) S P
Issues purchased by 4 managers ——————ee——eeeee - 6 3 1 1
Total number of companies. i coeeem e — 14 7 2 1

It will be noted that in only one instance was a single manager able
to win all securities offered by a particular company over this 5-year
period. This manager had not been the traditional banker of the
company in question, and numerous other bids were submitted for
each of the issues. In only one other of the 24 companies studied was
any manager successful in purchasing as many as half of the issues
offered. Examination of the membership lists of underwriting syn-
dicates reveals also that individual banking firms participate in offer-
ings under widely diverse leadership. Over a period of time, nearly
all such firms have been in competition with each other.

Rule U-50 is kept flexible by the various provisions for exemption
written into its terms. Some of these are automatic exemptions,
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such as those covering security issues not exceeding $1,000,000 or
certain debt issues of less than 10 years’ maturity. In addition, the
Commission may exempt any particular issuance of securities by
order at its discretion. The great bulk of cases granted exemption
on this latter basis have involved non-underwritten sales to other
companies, individuals, stockholders, or institutional investors.
There were 69 security sales in this category. During the past 5
years only 28 underwritten sales have been exempted; 23 of these
were issues of common and preferred stock. ,
Acceptance of competitive bidding for public utility securities has
become considerably more widespread during the period since rule
U-50 was adopted. Competitive bidding is now regularly required
by the Interstate Commerce Commission and by 15 éta.te regulatory
commissions. It has been employed, moreover, by a number of utility
companies under no regulatory compulsion to do so. It has been
tested under widely varying conditions and, although there are some-
times circumstances which make other methods of sale advisable, it
has been demonstrated to be highly effective in general application.

INTEGRATION AND SIMPLIFICATION OF HOLDING COMPANY
SYSTEMS

The physical integration and corporate simplification provisions of
the act are embodied principally in section 11. Section 11 (b) (1)
requires that the operations of a holding company group be limited
to one or more “integrated utility systems” and to such additional
businesses as are reasonably incidental or economically necessary or
appropriate to the operations of such systems. In section 2 (a) (29)
an “integrated utility system” is defined as one capable of economic
operation as a single coordinated system confined to a single area or
region in one or more States and not so large as to impair the advan-
tages of localized management, efficient operation, and effectiveness
of regulation. These, in substance, are the principal statutory
requirements of physical integration. The standards covering corpo-
rate simplification are found in section 11 (b) (2), which requires action
to insure that the corporate structure or continued existence of any
company in a holding company group does not unduly or unneces-
sarily complicate the structure or unfairly or inequitably distribute
voting power among security holders of such holding company system.
Several years ago the Commission instituted proceedings with respect
to all of the major holding companies subject to its jurisdiction. The
orders and tentative conclusions handed down in connection with
these proceedings set forth in general terms the changes necessary to
meet the requirements of sections 11 (b) (1) and 11 (b) (2).

The mechanics necessary to effectuate compliance with these
standards are contained in sections 11 (d), (e), and (f). Under sec-
tion 11 (d) the Commission may apply to a court for an order com-
pelling compliance, in which case the court may, to the extent neces-
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sary, take exclusive jurisdiction and possession of the company.
Where a holding company is under the control of the courts in proceed-
ings in bankruptey or receivership, the debtor’s plan for reorganiza-
tion is required to be approved by the Commission under section 11 (f)
before action is taken thereon by the court. A holding company may
comply with the act on a voluntary basis under section 11 (e), which
requires that the Commission approve a voluntary reorganization
plan submitted pursuant to this section if it finds that the plan is (1)
necessary to effectuate the provisions of section 11 (b), and (2) fair
and equitable to the persons affected thereby. Nearly all of the
reorganizations passed upon by the Commission have been voluntary
plans filed under section 11 (¢). The more drastic procedure provided
by section 11 (d) has been employed in the instance of only one hold-
ing company and, in that case, such action was requested by the com-
pany. A few cases have been processed under section 11 (f).

Prior to enactment of the statute an overwhelming majority of the
electric and gas utility companies in the United States were enmeshed
in one or more holding company systems. The independents included
8 few large metropolitan companies, certain long-established utilities
in New York and New England, and the barest scattering over the
rest of the Nation. Through holding company control the electric
and gas utility companies became affiliated with an almost limitless
variety of unrelated business activities. Among these were water,
telephone, ice, street railway, coal, oil, real estate, and investment
companies. There were manufacturers of brick and tile, iron fence,
wood products, and paper. There were companies operating farms,
quarries, gas stations, parking lots, theaters, and amusement parks.
There was one coal-storage plant in Alaska and the New Orleans
Baseball Co., Inc. Furthermore, most of the electric and gas utility
companies of these holding company systems were widely scattered
among many States with little or no functional relationship with one
another. This problem of scatteration and unrelated businesses
constituted one of the major abuses enumerated by the Congress in
section 1 (b) of the act, which states “* * * the growth and exten-
sion of holding companies bears no relationship to the economy of
management and operation or the integration and coordination of
related operating properties; * * *”

During the period from June 15, 1938, to June 30, 1949, 2,152
companies at one time or another have been subject to the jurisdiction
of the Commission under the Holding Company Act. Of this number
210 were holding companies, 918 were electric and gas utility com-
panies and 1,024 were nonutility companies. Reflecting primarily the
divestment of nonretainable properties under section 11, but also
mergers, consolidations, and exemptions from the act, there were
subject to the statute on June 30, 1949, only 642 companies. Of
this number 72 were holding companies, 274 were electric and gas
utilities, and 296 were nonutility companies. These changes, to-
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gether with the eliminations which have taken place in each of the
fiscal years 1948 and 1949, are set forth in the following tabulations:

FISCAL YEAR ENDED JUNE 30, 1849

Total Eliminations
o
compe- o s
nies sub- |, poormea| Sales, ject to
jectto |} o erg. | dissolu- | Exemp- | 0, act as of
aict dur- €F oF tioz;.;i] and txoln by is- Total | June 30
Dg De- | aoneoli- | QUDEr | ruleor 1 .o 1949
riod ! ¥ divest- | order | POS&S
dation ments
Holding companes. _..-..___.._.._. 78 e 3 3 PO 6 72
Electric and/or gas companies....... 315 9 3l fezeoizonse 1 41 274
Nonutilities plus utilities other
than electric and/or gas compa-
nieS—==== e i 328 3 19 5 5 32 206
Total compames. .. ._._._.._. 721 12 53 8 6 79 642
FISCAL YEAR ENDED JUNE 39, 1948
Holding companies.........._.._.__ 87 [cemmcacnne 13 E N 14 73
Electric and/or gas companies._.. .. 345 1 33 1 1 36 309
Nonutities plus utilities other
than electric_andjor ‘gas, compa-
T B 421 3 92 - 3 98 323
Total companses._...._.._... 853 4 138 2 4 148 705
FOR PERIOD JUNE 15, 1938, TO JUNE 30, 1949
Holding companies. ... ............. 210 23 72 34 9 138 72
Electric and/or gas companues. ... 918 136 399 60 49 644 274
Nonutilities plus utilities other
than electric and/or gas compa-
MBS e e cee e eemmeae 1,024 102 471 63 92 728 206
Total companies._........... 12,152 261 942 157 150 | 1,510 642

1 Reflects company additions and classification adjustments during the fiscal year:
t A few companies have been subject and not subject to the Public Utiity Holding Company Act at
:omus times during the period. These instances contribute some duplication to the reported company

In response to the physical integration standards of section 11 (b)
(1) and the corporate simplification requirements of section 11 (b) (2),
hoiding companies divested themselves of 44 companies having assets
of $1,749,000,000 during the past fiscal year. These companies are
no longer subject to the provisions of the act. In the previous year
111 companjes, with assets of $1,244,000,000, were divested by
rezistered holding companies. The substantial decrease in the num-
ber of companies divested in 1949 as compared with the number
divested in the preceding fiscal year, without corresponding change
in aggregate assets divested, reflects for the most part the divestment
in October 1947 of 77 water subsidiaries of the American Water
Works & Electric Co. system. Since December 31, 1935, 661 com-
panies, with assets of $7,965,000,000, have been removed from the
jurisdiction of the act through divestment. The following tables
present a complete record of all companies and partial segments of
utility properties which have been divested during the period Decem-
ber 1, 1935, to June 30, 1949, and which, as of June 30, 1949, were
not subject to the Holding Company Act.
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Electric, gas, and nonutility companies divested under the Public Ultility Holding
Company Act of 1935 (no longer subject to act as of June 30, 1949)

Dec. 1, 1935, to June 30, | July 1, 1948, to June 30, | July 1, 1947, to June 30,
1949 1949 1948
Ilje umi Il;'leum- I;)Ieum-
r O r of r of
com- Assets ! com- Assets 1 com- Assets 1
panies panies panies
Companies:

Electric utility.._.....____ 213 | $6, 534, 845,360 22 | $1, 545, 671, 31. 22 $989, 933, 810
Qas utility...... - 134 558, 168, 598 10 106, 024, 850 5 51, 864, 62«
Nonutility.....___.___... 314 3871, 750, 579 12 297,182,665 84 201, 929, 731
Total. o oeeoeaaeane 661 7, 964, 764, 537 44 | 1,748, 878,827 111 1,213, 728,163

1 Assets as of divestment date or year end next preceding date of divestment
2 A small percent of the assets of nonutility companies were included in the consolidated assets of the
electric and/or pas utilities,

Divestments by sales of partial segments of properties under the Public Utility
Holding Company Act of 1935 (no longer subject to act as of June 30, 1949)

Dec. 1, 1935, to June 30, | July 1, 1948, to June 30, | July 1, 1947, to June 30,
1949 1949 1948

Num- Num- Num-
ber of ber of ber of
com- | Consideration | com- | Consideration | com- | Consideration
panies received panies received panies received
in- in- in-
volved volved volved
57 $89, 130, 744 1 $430, 000 2 $6, 367, 500
19 11, 140, 516 4 3,112, 356 2 2,085, 000
31 27,808,355 |- ] emerm e[ el
107 128, 079, 615 5 3, 542,356 4 8, 452, 500

Note.—It will be observed that the divestments in the ‘“no longer subject” category for the fiscal year
ended June 30, 1948, differ substantially from the data covering the same period appearing at p. 58 of the
Commisston’s fourteenth annual report. This difference refiects primarily 2 major revisions in the method
of reporting ‘‘no longer subject’’ divestments:

(a) A small amount of duphcation has been eliminated;

() Under the method of reporting shown in the fourteenth annual report 8 company with 10 subsidiaries
with consohdated assets of $12,000,000 divested in 1 operation would appear in the table as 1 company with
assets at time of divestment of $12,000,000. Under the revised method of reporting, set forth above, this
divestment would be reported as 11 companies with assets of $12,000,000. The divestment evample cited
above to illustrate the change in method of compilation is hypothetical.

These data represent for the most part the severance from holding
company systems of companies and properties found by the Commis-
sion to be non-retainable under the standards contained in section
11 (b) (1) of the act.

Aside from the “no longer subject’”’ divestments, 206 companies
with assets of $3,781,000,000 have been divested by one or more
holding companies, but remain subject to the statute by reason of
their relationship to another registered holding company. One hun-
dred and forty-three of these companies with assets of approximately
$3,355,000,000 are expected to remain under the Commission’s juris-
diction indefinitely as systems which, it is presently anticipated, will
ultimately complete compliance as fully integrated holding company
systems under the standards of section 11 (b). Some $28,000,000 of
assets representing partial segments of utility properties formerly
owned by nine companies likewise are expected to remain under the
Holding Company Act as parts of integrated systems. The following
tables summarize these “still subject” divestments,
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Partial divestments of eleclric and gas utility properties by companies still subject lo
the Public Utility Holding Company Act of 1935 as of June 30, 1949

Companies whose proper- | Consideration received by selling

ties were sold companies
Electric | Gas | Total | Electric QGas Total
DEC. 1, 1935, TO JUNE 30, 1949
Companies:
In. 15 4 9 | $2,185,407 | $1,411,323 | $3,596,730
1 2 3 317, 969 638, 000 955, 969
2 2 41 2,407,809 ) 2 237,500 4, 645, 390
8 8 16 | 4,911,275 | 4,286,823 9, 198, 098

1, 500 1, 500
573, 000 873, 000

Total. .ol 2 b2 P 6§74, 500 574, 500

Oout—————=
Undetermined -

1 Central States Power & Light Corp. sold 2 distribution systems for $29,500 and $95,238 respectively
the first to a company no longer subject to the act and the latter to a company subject to the act.

GENERAL NOTE.—Attention is invited to the fact that the data for “‘still subject” divestments appearing
in the above table have been compiled on a substantially different basis from the data appearing in the
fourteenth annual report at pp. 58 and 59. The revised method of reporting eltminates certain substantial
duplications and is basically designed to show only the present status as to jurisdiction of the statute for
companies or systems which have undergone one or more complete divestment operation in the past.
this table only the most recent divestment operation is reflected. Data in the fourteenth annual report
included all complete divestment operations affecting & company or system.

Contrary to popular conception, the Holding Company Act does
not contemplate the elimination of all holding companies. Sections
2 (a) (29) and 11 (b) (1) prescribe standards for the continued opera-
tion of compact and well-integrated public-utility holding company
systems subject to regulation by the Commission under other sections
of the act, as more fully described in the preceding sections of this
report, after they have completed compliance with the provisions of
the statute.

While it is too early to determine precisely which companies or
even which systems will remain subject to the Commission’s continu-
ing jurisdiction, it is estimated that some 6 or 7 billion dollars of
assets (including electric, gas, and retainable nonutility assets) may
remain subject to the act after integration proceedings have been
completed. Present indications are that the following systems, among
others, are likely to continue under the act in this manner:

American Gas & Electric Co. Interstate Power Co.

American Natural Gas Co. Middle South Utilities, Inc.

Allegheny Gas Co. National Fuel Gas Co.

Central & South West Corp. New England Electric System.
Columbia Gas System, Inc. Northern States Power Co.
Consolidated Natural Gas Co. North American Co. (or Union Electric
Delaware Power & Light Co. Co. of Missouri).

Derby Gas & Electric Corp. Ohio Edison Co.

862940—50——8
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Philadelphia Electric Power Co. West Penn Electrie Co.
The Southern Co. Wisconsin Electric Power Co.
Utah Power & Light Co.

As noted above, many companies have been eliminated from holding
company systems as a result of proceedings designed to meet the
corporate simplification standards. These standards have also re-
quired simplification of the security structures of many holding
companies. Some of the most complex, prolonged and bitterly con-
tested cases before the Commission have been those in which senior
securities, particularly those of holding companies were replaced,
with common stock of a new holding company or of one or more
subsidiary companies. In these cases the rights of each class of
security holder must be carefully evaluated and the equitable equiva-
lent of such rights must be allotted to them in cash or in new stock.
Many outstanding examples of corporate simplification have already
been brought to completion; a number of these are discussed in the
following sections of this report in connection with the narratives
relating to individual systems.

STATUS OF HOLDING COMPANY SYSTEMS

The over-all impact of both the geographical integration provisions
of section 11(b)(1) and the corporate simplification provisions of sec-
tion 11(b)(2) upon the major holding company systems is llustrated
by the following reports tracing developments in the individual hold-
ing company groups listed below.

Cities Service Co. New England Gas & Electriec Associa-
The Commonwealth & Southern Corp. __tion. . .
Electric Bond & Share Co. New England Pu})hc Service Co.
Engineers Public Service Co. §h9t11j orths {X?lerigan Co(:/.
General Public Utilities Corp. 00(11' enea ates rower L.0.
International Hydro-Electric System- Sgandard r%ower & Light Corp. and
New England Electric System. Standard Gas & Electric Co.
Midland United Co.-Midland Utilities The United Light & Railways Co.
Co. United Corp.
The Middle West Corp. West Penn Electric Co.

Cities Service Company

Cities Service Co. at the time of its registration in 1941 was the top
holding company in a system containing 125 companies, of which 49
were electric and gas utility companies, with consolidated assets of
approximately $1,000,000,000. This system owned or operated prop-
erties in each of the 48 States and in several foreign countries. Utility
properties were held by three subholding companies, Cities Service
Power & Light Co., Federal Light & Traction Co., and Arkansas
Natural Gas Corp., each controlling one or more utility systems.

In proceedings under section 11(b) of the act, the Commission found
that Cities should be limited in its operations to those of a single inte-
grated gas utility system and required Cities to dispose of its other
interests.® However, Cities expressed a desire to retain instead its
nonutility businesses and accordingly the Commission modified its
11(b)(1) order so as to permit Cities to effect compliance by disposing
of all of its utility interests.®

5 Holding Company Act releases Nos. 4489 and 4551.
¢ Holding Company Act release No. 5350.
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Cities Service Power & Light Co., pursuant to a plan approved on
March 14, 1944,” simplified its corporate structure by eliminating its
debentures and preferred stock. In August 1946, Power & Light
liquidated and dissolved, transferring to Cities its portfolio holdings.?
These consisted of an interest of approximately 65 percent in Federal
Light & Traction Co., the common stocks of Ohio Public Service Co.,
Spokane Gas & Fuel Co., The Toledo Edison Co., Doniphan Count
Light & Power Co. (all operating utility companies) and other miscel-
laneous holdings.

Federal Light & Traction Co. has likewise completed liquidation
proceedings. A number of its smaller properties were sold to individ-
uals or other private purchasers and the stock of Tucson Gas, Electric
Light & Power Co. was sold to underwriters for public distribution.
Federal also merged four of its subsidiaries to form Public Service Co.
of New Mexico and the stock of this company was distributed to
Federal’s common stockholders in the course of the liquidation. Fed-
eral distributed to its preferred stockholders $100 per share plus ac-
crued and unpaid dividends and deposited in escrow an amount equiv-
alent to the full premium of $10 per share plus interest for a period of
approximately 3 years on the aggregate premium pending the deter-
mination of whether or not the preferred stockholders are entitled to
receive more than par plus accrued dividends.

Arkansas Natural Gas Corp. has filed an application to comply with
the Commission’s outstanding order under section 11(b)(1) providing
for the disposition of the gas distribution properties of its only gas
utility subsidiary, Arkansas Louisiana Gas Co.® This application, filed
in May 1948, is still pending and has since been consolidated with a
proceeding instituted by the Commission to determine what action, if
any, is required to be taken by Arkansas Natural Gas Corp. to comply
with the requirements of section 11(b)(2).

On April 24, 1947, the Commission approved a section 11{e) plan
filed by Cities Service Co. for the simplification of its corporate struc-
ture which provided for the issuance of approximately $115,000,000
principal amount of new debentures to the holders of Cities’ outstand-
ing preferred and preference stocks representing a principal amount
equivalent to the redemption prices of the three series of preferred
and preference stocks plus accumulated dividend arrears of approxi-
mately $50,000,000." In addition, provision was made for the im-
mediate retirement of approximately $40,000,000 of the company’s
outstanding long term debt and for the application of anticipated
proceeds from the disposition of utility subsidiary companies to the
retirement of the remaining long term debt and toward the reduction
in the amount of the new debentures. Since the consummation of
that plan in June 1947, Cities has disposed of its interest in the com-
mon stock of Public Service Co. of New Mexcio (acquired through
liquidation of Federal Light & Traction Co.) and used the proceeds
together with cash to retire approximately $9,000,000 of its outstand-
ing debt. On April 12, 1949, Cities disposed of a portion of its interest
in Ohio Public Service Co., an electric utility subsidiary. These

7 Holding Company Act release No. 4044,

! Holding Company Act release No. 6865

¥ File No. 70-1704.

10 Holding Company Act release No. 7368, plan approved and enforced 71 F. Supp. 1003 (Del. 1847).



98 SECURITIES AND EXCHANGE COMMISSION

proceeds are likewise required to be applied toward reduction of
Cities’ debt.
The Commonwealth & Southern Corporation.

At the time of its registration as a public utility holding company
in March 1938 The Commonwealth & Southern Corp. controlled a
holding company system consisting of some 43 companies. Its prin-
cipal subsidiaries were 11 public utility comapnies, all of which ren-
dred electric service and some of which also furnished gas, transporta-
tion, and other services. These companies conducted their operations
in 5 northern and 6 southern States. Although some of the electric
properties in the South were interconnected, the northern electrie
properties for the most part were situated in separate and distinct
areas. The publicly-held securities of the subsidiaries, consisting
primarily of bonds and preferred stocks, aggregated about $711,-
000,000, while Commonwealth’s own debt securities and preferred
stock totaled about $52,000,000 and $150,000,000, respectively. Thus
the system had outstanding an exiremely large amount of senior
securities ranking ahead of Commonwealth’s common stock. Divi-
dends on this common stock had not been paid since March 1932 and
dividends on the cumulative preferred stock had been paid at a re-
duced rate for several years, resulting in dividend arrearages of about
$18,000,000.

Since 1938 all of the transportation companies and nearly all of the
small nonutility companies have been eliminated from the holding
company sgstem. Commonwealth also has sold its interests in three
former public utility subsidiaries which conducted operations in
Tennessee, South Carolina, and Indiana. A section 11{e) plan ap-
proved By this Commission on August 1, 1947," resulted in the creation
of The Southern Co. as a public utility holding company, and the
transfer to it of Commonwealth’s investments in the utility subsidiaries
which conduct integrated electric utility operations in Georiga, Ala-
bama, Florida, and Mississippi. In its order approving that plan, the
Commission, among other things, ordered Commonwealth to dispose
of its interest in all the northern subsidiary companies,

Another section 11 plan of Commonwealth, dated July 30, 1947,
provides for the retirement of Commonwealth’s preferred stock by
exchanging for it the common stocks of Consumers Power Co. and
Central Illinois Light Co. together with $1 per share in cash. This
plan also provides that Commonwealth’s remaining assets, chiefly
consisting of the common stocks of The Southern Co. and a substantial
portion of the common stock of Ohio Edison Co., be distributed to
Commonwealth’s common stockholders and that Commonwealth
be dissolved. The last-mentioned plan was approved by this Com-
mission ? and by the District Court of the United States for the
District of Delaware which directed that the plan be consummated.'®
Commonwealth has indicated its intention to make the initial distribu-
tion under this plan on or about October 1, 1949.

Upon the consummation of this plan, Commonwealth will have
disposed of all its investments in subsidiary companies and will have
been dissolved. As contrasted with its holding company system of 43

11 Holding Company Act release No. 7615.

12 Holding Company Act release No, 8633,
18 Unreported (D. Del. No. 1175, 7-15-49).
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companies in 1938, there will remain a number of independent com-
panies and two nonaffiliated holding company systems: one consisting
of Ohio Edison Co. with Pennsylvania Power Co. as its subsidiary; the
other consisting of The Southern Co. with five subsidiary companies.

Eleetric Bond & Share Co.

The Electric Bond & Share Co. (“Bond and Share”) system is the
largest which has registered under the Holding Company Act. At the
time of its registration under the act in 1938, it controlled 121 domestic
subsidiaries including 5 major subholding companies with combined
assets of nearly 3% billion dollars. These subholding companies were
American & Foreign Power Co., Inc. (Foreign Power), American Gas
& Electric Co. (American Gas), American Power & Light Co.
(American), Electric Power & Light Corp. (Electric), and National
Power & Light Co. (National). Of these, American Gas ceased
to be a subsidiary of Bond and Share in March 1947, National
has disposed of substantially all of its interest in electric and gas
utility subsidiaries and Electric as of the end of the 1949 fiscal year
was in the process of dissolution pursuant to a plan approved by the
Commission. In addition, Bond and Share has filed plans providing
for the retirement of its preferred stocks and the divestment of all of
its public utility investments in the United States in order to become,
prospectively, an investment company.

Pursuant to plans filed in 1945 and 1946 and approved by the
Commission and by the district court, Bond and Share has paid $100
per share, or an aggregate amount of $104,328,000, to the holders of
its $5 and $6 preferred stocks and in addition has delivered to each of
such holders a certificate evidencing the right to receive any additional
amounts which the Commission or the courts may approve or direct.'
On April 7, 1947, Bond and Share filed plan IT-B in which it proposed
that no further payment be made to holders of the preferred stock
certificates.’® Tearings on this plan have been completed, the matter
has been briefed and argued and is presently before the Commission
for decision. A portion of the funds required for the payments to
preferred stockholders was derived from the disposition by Bond and
Share of its holdings in American Gas and in Pennsylvania Power &
Light Co. Both of these companies thereupon ceased to be subsidiaries
of Bond and Share. In the latter part of 1948, Bond and Share also
disposed of its holdings of the common stock of Carolina Power &
Light Co., through a sale to the public and distribution to its common
stockholders.!®
National Power & Light Co.

On August 23, 1941, pursuant to proceedings instituted by the
Commission, National was ordered to dissolve because it constituted
an undue and unnecessary complexity in the Bond and Share system."”
At the time of the issuance of this order, National had 27 subsidiaries,
9 of which were public utility companies. Substantial progress has
been made in bringing about National’s dissolution. All of its long-
term debt has been retired through the use of treasury cash and its

u Holdh¥ Company Act releases Nos. 6121 and 68791, plan approved and enforced, 73 F. Supp. 426
8. D. N. Y., 1946)

1 Holding Comp;my Act release No. 6768.
18 Holding Company Act release No. 8694.
1798, E, C.978,
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preferred stock was retired at $100 per share, partly through a volun-
tary exchange for common stock of Houston Lighting & Power Co.
and in part by cash derived from sale of the Houston stock.’® In May
1946, the Commission approved a plan for the settlement of all suits
and claims against Bond and Share by or on behalf of National, its
subsidiaries and certain former subsidiaries through payment of
$750,000 by Bond and Share.’® This settlement was subsequently
approved by the United States district court and in August 1946
National distributed the common stocks of Pennsylvania Power &
Light Co., Carolina Power & Light Co., and Birmingham Electric
Co., its remaining principal subsidiaries, pro rata to its common stock-
holders. Thus Bond and Share, which owned 46 percent of National’s
common stock, received 46 percent of the stocks distributed. In
preparation for these distributions Pennsylvania, Carolina, and
Birmingham were reorganized to conform their accounts and structures
to the requirements of the act. After the distribution of these com-
panies, National’s only remaining subsidiaries were Lehigh Valley
Transit Co., The Memphis Street Railway Co. (Memphis) and Mem-
phis Generating Co. (Memphis Generating). On August 17, 1948, the
Commission approved a plan for the reorganization of Lehigh Valley,?
which was subsequently approved by the United States district court.?
Under the plan, Lehigh Valley’s debt was retired by the payment of its
principal amount and its capital stocks were reclassified into a new
common stock. On March 22, 1949, the Commission approved a plan
for the reorganization of Memphis,” which was subsequently approved
by the United States district court.?? Under this plan, National was
paid approximately $327,000 for its interest in the common stock and
Memphis’ preferred stock was reclassified into a new class of common
stock. A plan for the reorganization and disposition of Memphis
Generating is pending.

American Power & Light Co.

On August 22, 1942, American and Electric were ordered to dissolve
on grounds similar to those set forth with respect to National.* The
Commission order was appealed by both American and Electric and
subsequently affirmed by the United States Circuit Court of Appeals
for the First Circuit on May 17, 1944, and by the United States
Supreme Court on November 25, 1948.

At the time of the issuance of the dissolution order, American
controlled directly or indirectly 35 subsidiaries, 16 of which were
public utiity companies. American’s capital structure consisted of
long-term debt, 2 classes of cumulative preferred stock with dividend
arrearages of more than $35,000,000, and common stock. Consider-
able progress has also been made in resolving American’s problems
under section 11, All of American’s long-term debt has been retired.
In addition, American has disposed of its interest in Nebraska Power
Co., Central Arizona Light & Power Co. and New Mexico Electric
Service Co. plus certain minor properties. Plans for the sale in

18 Holding Company Act release No. 4811

¥ Holding Company Act release No. 6663, plan approved and enforced, 80 F. Supp. 795 (S. D. N. Y., 1948).
2 Holding Company Act releases Nos. 8445 and 8467.

# Unreported (E. D. Pa, No. 8812, 9-28-48).

2 Holding Company Act release No. 8942,

2 Unreported (N. D. Tenn , No. 1559, 4-22-49).
#11 8, E. C. 1148,
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July 1949 of all of American’s interest in Kansas Gas & Electric Co.
were completed at the close of the fiscal year. Its remaining sub-
sidiaries, with the sole exception of Portland Gas & Coke Co., have
been recapitalized to conform their accounts and structures to the
requirements of the act in order to be ready for disposition. In
October 1945, the Commission approved the formation by American
of & new Texas holding company which acquired from American its
interest in Texas Electric Service Co. and Texas Power & Light Co.
and, from Electric, the latter’s interest in Dallas Power & Light Co.?
On April 24, 1947, the Commission authorized the merger of two of
American’s subsidiaries; namely, Northwestern Electric Co. and
Pacific Power & Light Co. and the retirement of the two companies’
preferred stocks through a new preferred stock issue by Pacific, the
survivor.® Subsequently Pacific refunded its debt and the debt of
Northwestern which had been assumed under the merger agreement.?
American and Bond and Share have filed a joint plan providing
for the reorganization of American.® This plan 1s in substitution for
an earlier plan which was withdrawn because of a change in market
conditions. The present plan, in summary, provides for the settle-
ment of all suits and claims against Bond and Share by and on behalf
of American, its subsidiaries and certain former subsidiaries for a
cash payment of $2,500,000 and the allocation of American’s assets
among its preferred and common stockholders in the ratio of 82 per-
cent to the preferred and 18 percent to the common. The division
of assets is proposed to be effected, under the plan, through the direct
distribution of the common stocks of four of American’s direct sub-
sidiaries and the reclassification of American’s present stocks into a
single class of common stock. Hearings on this plan have been com-
pleted and the plan, as of the end of the fiscal year, was under considera-
tion by the Commission. The plan had the support of all representa-~
tives of American stockholders who participated in the proceedings.

Electric Power & Light Corp.

At the time of the issuance of the Commission’s dissolution order,
Electric controlled directly or indirectly 24 subsidiary companies, 10
of which were public utility companies under the act. Electric’s
capital structure consisted of long-term debt, three classes of cumu-
lative preferred stock with aggregate arrearages in excess of $53,000,-
000, common stock and option warrants entitling the holders, without
limitation as to time, to purchase shares of common stock at $25 a
share. The resolution of Electric’s problems under section 11 has
been substantially completed. Electric has disposed of its holdings
in Idaho Power Co.? and Dallas Railway & Terminal Co.® through
sales to the public and its holdings in Dallas Power & Light Co. were
sold to the new Texas holding company organized by American. Its
holdings in Utah Power & Light Co. were disposed of pursuant to a
plan of reorganization of the latter company which provided, in part,
for the reclassification of Utah’s preferred and common stocks into

% Holding Company Act release No. 6158,

# Holding Company Act release No. 7369,

7 Holding Company Act release No. 75664:

18 File No. 54-168.

1148, E, C.167.

% Holding Company Act releases Nos. 6363 and 6377,
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a new common stock.® United Gas Corp., Electri¢’s principal sub-
sidiary, was reorganized under section 11 in a proceeding which
resolved all claims of United and Electric against Bond and Share
arising out of the formation and financing of United.** In 1945
Electric retired its outstanding long-term debt with the proceeds
derived from the disposition of properties described above and from
retained earnings. In addition, the accounts and structures of Elec-
tric’s remaining subsidiaries have been brought into compliance with
the requirements of the act.

On March 2, 1949, the Commission approved a plan of dissolution
filed by Electric.® This plan was filed in substitution for a joint plan
filed by Electric and Bond and Share in July 1946 and subsequently
withdrawn because of changed market conditions. The present plan
provides in summary for the creation of a new holding company to
acquire and hold the common stocks of the electric utility subsidiaries
of Electric, subject to a reservation of jurisdiction under section 11
(b) (1) as to what properties of the subsidiaries may ultimately be
retainable; the settlement of all suits and claims against Bond and
Share by and on behalf of Electric, its subsidiaries, and certain former
subsidiaries for a cash payment of $2,200,000; the distribution of
Electric’s assets among its security holders; and the dissolution of
Electric. This plan was approved by the United States District
Court for the Southern Distriet of New York and is in the process of
consummation.

American Gas & Electric Co.

At the time American Gas registered under the act its properties
were divided, generally speaking, into three groups; namely, the
Central System, operating in Indiana, Kentucky, Michigan, Ohio,
Tennessee, Virginia, and West Virginia, the South Jersey System and
the Northeast Pennsylvania System. Proceedings on an application
filed by American Gas requesting approval of the continuance of its
Central System together with the South Jersey and Northeast Penn-
sylvania Systems were consolidated with proceedings instituted by
t{e Commission under section 11 (b) (1) in 1939. On December 28,
1945, the Commission concluded that the properties comprising the
Central System formed an integrated electric system and were retain-
able under the act but that other properties must be divested if the
Central System were to be retamed.** Accordingly, in April 1946
American Gas sold to the public its holdings of the common stock
of Scranton Electric Co.* and subsequently disposed of its holdings
of the common stock of Atlantic City Electric Co., partly through a
sale to the public and partly through dividend distributions to its
common stockholders.®® As a result of these dispositions, American
Gas has fully complied with the Commission’s order. The Commis-
sion has approved the acquisition by American Gas of the common
stock of Indiana Service Co.*" and, in August 1948, the acquisition of

31 Holding Company Act release No 6212, plan approved and enforced, unreported (D. Utah, No. 901,
l.-}"i-Hﬂ‘;%('iing Company Act release No. 5271, plan approved and enforced, 58 F. Supp. 501 (Del. 1944).

3 Holding Company Act relesses Nos 8839 and 8906, plan approved and enforced (8. D. N. Y., No.
49,547, April 22, 1949), appeal pending 1n United States Court of Appeals for Second Circuit,

¥ Holding Company Act release No. 6333.

3 Holding Company Act release No. 65652

3 Holding Company Act release No. 7335 ¢
31 Holding Company Act release No. 7054.
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all of the outstanding securities of Citizens Heat, Light & Power Co.%®
The Commission held that the electric properties of both companies
might properly be considered a part of the Central System. In 1946
American Gas was denied authority to enter a bid for Continental
Gas & Electric Corp.’s holdings of 99.17 percent of the common stock
of Columbus & Southern Ohio Electric Co. The stock was sold to the
public shortly thereafter for $39,900,000. The Commission concluded
that the holding company system of American Gas would exceed the
limits of “bigness’” permitted by sections 10 and 11 if the proposed
acquisition of Columbus and Southern was approved.

American & Foreign Power Co., Inc.

Foreign Power controls a mutual service company and 70 subsidiary
companies located in Central and South America, Cuba, Mexico,
China, and India. Since the operations of all Foreign Power’s sub-
sidiaries are in foreign countries, the Commission’s principal concern
is with respect to the simplification of the company’s corporate struc-
ture and its relationship to Bond and Share. Foreign Power’s capital
structure at December 31, 1948, consisted of debentures, serial notes,
three classes of preferred stock with dividend arrearages of some
$390,000,000, common stock, and option warrants. Bond and Share
holds all the serial notes and substantial blocks of the junior securities.

On October 24, 1944, Foreign Power and Bond and Share filed a
plan for the reorganization of Foreign Power. After extensive hear-
mgs, this plan was amended by the two companies and on November
19, 1947, the Commission approved such amended plan after the filing
of certain additional modifications.®® The plan, as approved by the
Commission, was subsequently approved by the United States District
Court for the District of Maine.® However, because the company
could not effectuate the financing necessary to consummate the plan,
both the district court and the Commission vacated their orders
approving it. On May 2, 1949, the Commission issued an order pur-
suant to section 11(b)(2) of the act requiring Bond and Share and
Foreign Power to take steps to reorganize Foreign Power in such a
manner that its resulting capital structure will consist only of common
stock plus such amount of debt as will meet the applicable standards
of the act.*

At the end of the fiscal year there was pending before the Commis-
sion an application by Foreign Power and Bond and Share in which
it was proposed that Bond and Share would transfer to Foreign Power
$19,500,000 principal amount of past due 6 percent debentures of
Cuban Electric Co., a subsidiary of Foreign Power, in exchange for
a $19,500,000 note of Foreign Power to bear interest at the rate of
6 percent per annum.?? The stated purpose of the application is to
facilitate the carrying out of a reorganization plan for foreign Power’s
Cuban subsidiaries and to provide Foreign Power with marketable
securities which it could sell to obtain cash to meet the needs of its
subsidiaries.

3 Holding Company Act release No. 8453.

# Holding Company Act releases Nos. 7815 and 7849:
4 80 F. Supp. 514 (Me., 1947):

4 Holding Company Act release No. 9044,

12 Fijle No. 54-111.
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Engineers Public Service Company

Events in the current fiscal year have brought substantially to a
close the problems confronting this major public-utility holding com-
pany system. At the time of registration, Engineers Public Service
Co. was a conspicuous example of geographical scatteration. Through
its 20 subsidiaries, including 2 intermediate holding companies, it
carried on operations in the States of Virginia, North Carolina,
Georgia, Florida, Louisiana, Texas, New Mexico, Wyoming, South
Dakota, Nebraska, Kansas, Missouri, Iowa, and Washington, and in
Canada and Mexico. Operations included not only the electric and
gas businesses but also such nonutility businesses as transportation,
ice, steam and telephone. Proceedings were instituted under section
11(b) (1) of the act and the Commission directed, after hearings, that
Engineers retain only one of its subsidiaries, Virginia Electric &
Power Co., or, if the company elected, Gulf States Utilities Co.#
Engineers contested the Commission’s order in the courts but, while
review proceedings were pending, proceeded to divest itself by sale of
many of its properties. One major operating subsidiary, Puget
Sound Power & Light Co., was reorganized and Engineers’ remaining
interest therein was sold. The two sub-holding companies were
eliminated. A portion of the proceeds of these sales was used by
Engineers to acquire Virginia Public Service Co. which adjoined and
was interconnected with the properties of Virginia Electric & Power
Co., its largest subsidiary. The properties so acquired were merged
into the latter company. .

By 1945 the Engineers system had been reduced to three operating
companies, each soundly financed and capable of standing upon its
own feet. These companies were Virginia Electric & Power Co.
operating in Virginia, West Virginia, and North Carolina, Gulf States
Utilities Co., in Louisiana and Texas, and El Paso Electric Co., in
Texas and New Mexico. In that year, Engineers filed a voluntary
plan under section 11(e) of the act which provided that Engineers’
preferred stock should be retired by the payment of cash and that the
remaining assets should be distributed to its common stockholders,
after which Engineers would liquidate and dissolve. The El Paso
stock was distributed to the common stockholders of Engineers, as
was the major portion of the stock of Virginia Electric & Power Co.
The stock of Gulf States Utilities Co. was offered to common stock-
holders of Engineers on a subscription basis.

The principal question which arose in connection with the plan
involved the amount of cash to be paid to preferred stockholders of
Engineers. The company originally proposed that the preferred
stock be retired by the payment of an amount equal to the involuntary
liquidation price, $100 per share plus accrued dividends. Certain
preferred stockholders contended that the preferred stock should
receive amounts equal to the call prices, which were $105 for the $5
preferred and $110 for the $5.50 and $6 series. The latter position
was sustained by the Commission, which held that while the charter
provisions did not control, the fair investment value of the preferred
stock was not less than the respective call prices.* Engineers ac-

4128, E. C 41
# Holding Company Act releases Nos, 7041 and 7119,
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cordingly amended its plan to provide for the retirement of the pre-
ferred by the payments of amounts equivalent to the call prices.
After litigation which reached the Supreme Court, Commission ap-
proval of the plan was upheld.®

The balance of the stock of Virginia Electric & Power Co. retained
by Engineers is now being sold, leaving Engineers with no substantial
asset other than cash. 'I'his cash will be distributed to the common
stockholders upon dissolution of the company.

General Public Utilities Corp.

This company is the top holding company emerging from reorganiza-
tion of the former Associated Gas & Electric System. Associated
Gas & Electric Co. and its immediate subsidiary Associated Gas &
Electric Corp. registered as holding companies on March 28, 1938.
At that time the system consisted of 164 companies, including 11 sub-
holding companies, and was unequalled for the complexity of its
corporate structure. Four of the utility companies were as many as
6 tiers of companies removed {rom the top holding company. The
system was engaged in business in 26 States scattered from Maine to
Arizona and in the Philippine Islands; the businesses included such
diverse activities as electric, gas, water, ice, street railway, bus, heat-
ing, hotel, insurance, real estate, engineering, marine towing, toll
bridge, coal mining, and ferry operations. Associated Gas & Electric
Co. itself had outstanding 10 different kinds of fixed-interest debt
obligations, several series of income debentures, a number of securities
variously known as convertible debenture certificates, convertible
certificates, and convertible obligations, two different classes of pre-
ferred stock, a class A stock, a class B stock, a common stock and
warrants to purchase common stock. Most of Associated’s subsidi-
aries also had senior securities outstanding in the hands of the public.
The consolidated assets of the system were stated at a little over
$1,000,000,000 and the corporate assets of Associated Gas & Electric
itself were stated at approximately $450,000,000.

In 1940, Associated Gas & Electric Co. and Associated Gas &
Electric Corp. filed petitions for reorganization pursuant to chapter
X of the Bankruptcy Act. In 1942, pursuant to the provisions of
* section 11 (b) (1) of the act, the trustees of Associated Gas & Electric
Corp. were ordered to divest themselves of all their interests in some
114 companies located primarily outside the 3 States of New York,
Pennsylvania, and New Jersey, no determination being made at that
time of the status of the majority of the properties in these States.®
Of these 114 companies 111 have been divested. Included in the 3
remaining companies are 2 operating in the Philippine Islands as to
which our divestment order has been temporarily suspended.” Just
prior to the close of the fiscal year the Commission ordered the section
11 (b) (1) proceedings reconvened for the purpose of determining what
properties located in Pennsylvania and New Jersey, and incidental
businesses related thereto, may be retained under the standards of the
act.®® All but 3 New York properties have already been divested
and preparations are being made for the disposition of these 3 as well.

4517 L. W, 4601 (1949).
%118 E, O. 1115.

7 Holding Company Act release No. 5601,
# Holding Company Act release No. 9182,
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As at January 1, 1946, a comprehensive plan of reorganization of
Associated Gas & Electric Co. and Associated Gas & Electric Corp.
was consummated pursuant to chapter X of the Bankruptcy Act and
section 11 (f) of the Holding Company Act. In place of the two
companies and their many securities there was substituted a single
company, General Public Utilities Corp. (GPU), which had a security
structure consisting of 10 year convertible debentures, bank loans,
and common stock. The debentures were redeemed in 1947, how-
ever, and at June 30, 1949, GPU had outstanding only $3,950,000 of
notes payable to banks, all due within approximately 6 years, and
common stock having a book equity of approximately $122,000,000.

After consummation of the plan of reorganization, GPU’s assets

consisted primarily of securities of three subholding companies which
in turn had outstanding in the hands of the public approximately
$80,000,000 of senior securities. These publicly held securities have
been reduced to $32,000,000 through the dissolution of two of these
companies and the retirement of substantial amounts of senior
securities by the third. Plans are presently pending which should
result in the retirement of the remaining subholding company’s senior
securities and make possible the dissolution of the company if such
action should be deemed necessary or advisable at that time.
" The operating subsidiaries of General Public Utilities have all
restated their accounts to eliminate inflationary items and have been
refinanced in a manner which enables them to raise new money for
construction purposes on a sound and economic basis.

International Hydro-Electric System—New England Electric System

At the time of registration, International Hydro-Electric System-
(IHES), a Massachusetts voluntary association, owned directly
Gatineau Power Co., a Canadian public utility company, and two
wholesale electric utilities operating in the United States. It also
owned the equity in New England Power Association, which since its
reorganization is known as New England Electric System (NEES).
NEES was a holding company in its own right and while the manage-
ments of the two companies were interrelated they functioned sepa-
rately. Accordingly the reorganizations of the two companies were
handled in separate proceedings.

Originally, IHES had outstanding debentures due in 1944, preferred
stock, class A stock, class B stock, and common stock. The company
was in a precarious financial position, having & huge earned surplus
deficit. Operationally it performed no functions for its subsidiaries.
Voting control was vested in the stock junior to the preferred stock.
Moreover, NEES, its subsidiary holding company, had two layers
of intermediate holding companies beneath it, with the result that
the corporate structures of both THES and NEES violated the
“great-grandfather clause’ of section 11 (b) (2) of the act.

The Commission initiated proceedings under section 11 (b) (2)
with respect to IHES. The first important step in these proceedings
was to cause the cancellation of the class B and common stock. Subse-
quently, in 1942, the Commission directed THES to liquidate and
dissolve.* However, many system problems had to be resolved before
the portfolio of THES could be distributed. Among these were litiga-

©11 8. E. C. 888.
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tion of claims on behalf of THES against its former parent, Interns-
tional Paper Co., the reorganization of NEES, and the merger of
IHES’s two New York subsidiaries into a single company. These
matters were not fully disposed of until 1947, when the reorganization
of NEES was completed and the sum of $10,000,000, together with
other considerations, was finally paid to ITHES in settlement of the
claims against International Paper Co. The separate reorganization
of NEES was itself a major operation. NEES had five subholding
companies, in two tiers, over its operating subsidiaries. Under a
voluntary plan filed under section 11 (e) of the act the subholding
companies were eliminated by the retirement of their securities in
exchange for cash or new common stock of NEES.® NEES emerged
from the reorganization with a single issue of debt and common stock,
which replaced 18 classes of old securities. IHES now owns only 8
percent of the common stock of NEES, and is no longer a holding
company with respect to it.

It is contemplated that NEES will continue indefinitely as a regis-
tered holding company. During the current fiscal year the Commis-~
sion has entertained numerous applications by NEES and its sub-
sidiaries relating principally to the financing problems of the NEES
system. Also, Green Mountain Power Corp., a subsidiary of NEES
operating in Vermont, has itself filed a voluntary plan of reorganiza-
tion.

Meanwhile, hearings on various plans for the liquidation and disso-
lution of THES are going forward. An application has been made
by a class A stockholder of THES seeking to have the Commission
modify its dissolution order of 1942 in order to permit THES to con-
tinue as & corporate entity rather than to dissolve.

The Middle West Corp.

The Middle West Corp. (Middle West), successor in bankruptey to
Middle West Utilities Co., registered under the Holding Company
Actin December 1935. At that time it had 152 subsidiaries, including
62 electric or gas utility companies and fifteen subholding companies.
Sixteen of the 152 subsidiaries were themselves in process of reorgan-
ization under the Bankruptcy Act, and these in turn controlled an
additional 74 of the system companies.

As a result of proceedings under section 11 (b) (1) of the act, Middle
West was ordered to sever its relations with all properties, operations
and companies except Central Illinois Public Service Co. and its sub-
sidiaries and Kentucky Utilities Co. and its subsidiaries, jurisdiction
being reserved to consider the retainability of these companies.®!

In 1947, however, the management of Middle West decided to dis-
solve the corporation and a resolution was presented to stockholders,
who voted in favor of the dissolution. Pursuant to this decision,
Middle West distributed to its stockholders its principal assets, con-
sisting of the common stocks of Central Illinois Public Service Co.,
Kentucky Utilities Co., Public Service Co. of Indiana and Wisconsin
Power & Light Co.* Many of its smaller properties were sold or
merged into other companies in the system. Middle West has now

8 Holding Company Act release No. 6470.
814 8. E. C. 309.
8 Holding Company Act releases Nos. 8642 and 8788.
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disposed of substantially all of its assets. Declarations are pending
before the Commission covering the disposition of its holdings of
common stock of Upper Peninsula Power Co. and of its interest in
four service companies.

In April 1946, the Commission approved the creation of the Central
& South West Corp. system,® which is comprised of four electric
utility companies of substantial size. The new system was formed by
merging two subholding companies which between them had four out-
standing issues of 6 and 7 percent preferred stock with dividend ar-
rearages totaling about $16,000,000. These shares were retired at the
redemption price plus accrued dividends. The merger also resulted in
increasing combined common equity from 9.5 percent of total capital-
ization and surplus to 29.5 percent. The new Central & South West
Corp. continues to be subject to the act as a registered holding com-
pany controlling an integrated electric system.

Midland United Co. and Midland Utilities Co.

Midland United Co. and its subsidiary, Midland Utilities Co.,
which had been part of the Insull utility empire, filed voluntary peti-
tions for reorganization pursuant to section 77B of the Bankruptcy
Act on June 9, 1934, The trustees of the respective estates registered
as holding companies under the Public Utility Holding Company Act
of 1935 on December 1, 1935. At that time the Midland United
System was comprised of 27 companies and Midland Utilities Co., in
turn, had an additional 18 subsidiaries.

At the time of the filing of the bankruptcy petitions, Midland
United had outstanding secured demand notes, two classes of preferred
stock, both in arrears as to dividends, and common stock. Midland
Utilities had outstanding both secured and unsecured demand notes,
debentures on which there was accumulated unpaid interest, two
classes of preferred stock, both in arrears as to dividends, and common
stock. In addition, there were intercompany claims between the two
companies as well as claims against the estates by various affiliated
and nonafliliated interests.

Various plans were considered by the reorganization court and by
this Commission and numerous hearings with respect to such plans
were held. The final plan of reorganization was approved by this
Commission in late 1944, and was confirmed by the reorganization
court on April 7, 1945. This plan, which was thereafter consum-
mated, proposed the recapitalization of both companies on a one-
stock basis with complete liquidation to follow within five years.
The liquidation of both companies has now been completed.

New England Gas & Electric Association

New England Gas & Electric Association, a Massachusetts trust,
registered as a holding company in 1938 and in 1941 was made the
subject of proceedings under section 11 (b) (2) of the act. At that
time the company’s capitalization consisted of five debenture issues,
four of which matured in the years 1947 to 1950, two classes of pre-
ferred shares with large dividend arrearages, and common shares.
There was little or no equity for the second preferred and common
stock of New England. Furthermore, under the terms of its declara-~

% Holding Company Act release No 6606.
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tion of trust its shares were all nonvoting and vested in the holders no
right or power to elect or remove its trustees, directors, or officers
or to control them in the management of its aflairs. The trustees
were self-perpetuating and they in turn appointed or removed officers
and directors.

The system consistedJofgl0 electric utilities,§7 gas; utilities, 2 gas
and electric utilities, a steam-heating company and 2 service companies.
The utility subsidiaries rendered service in the States of Massachusetts,
New Hampshire, and Maine. New England’s investments in its sub-
sidiaries were carried at approximately double the related net assets
of the subsidiaries at the dates of their acquisition,

Subsequent to the institution of section 11 (b) (2) proceedings the
trustees of Associated Gas & Electric Co. and Associated Gas &
Electric Corp. asserted claims in the amount of approximately $30,-
000,000 against New England arising from various transactions be-
tween the two systems. It appeared to the Commission that before
a determination could be made with respect to the recapitalization of
New England the validity and rank of the asserted claims would have
to be resolved, and the proceedings under section 11 (b) (2) were
broadened accordingly.

After conclusion of very lengthy hearings, but before a decision
of the Commission with respect to the claims, numerous discussions
were held by the parties looking toward a recapitalization plan which
would resolve the section 11 (b) (2) problems and also the complex
claims and counterclaims between New England and the Associated
system. A plan of recapitalization acceptable to the various parties
in the proceeding was then filed and approved by the Commission 5
and by the United States District Court for the District of Massachu-
setts.®® Due to adverse market conditions, however, this plan was not
consummated. In the following year an alternate plan was approved
by the Commission * and was consummated during April 1947.

The alternate plan substituted for the complex capitalization of
New England a capital structure consisting of collateral trust bonds,
preferref stock and common stock. It corrected the lack of voting
power by extending to the proposed shares full voting rights, including
the right to elect trustees annually. The plan also provided for a set-
tlement of the enormous contingent debt liabilities resulting from the
claims litigation and restated the carrying value of New England’s
investments in its subsidiaries at approximately $50,000,000, repre-
senting related net asset value as shown by the books of the subsidiary
companies.

New England Public Service Co.

This company at the time of its registration had five major operating
subsidiaries, of which two operated in Maine, one in New Hampshire
and two in New Hampshire and Vermont. It also owned, through an
industrial subsidiary, five textile mills, a paper company, and a forest
products manufacturing company. The company was heavily over-
capitalized, having outstanding two classes of prior lien preferred
stock and, junior thereto, four classes of preferred stock. All these

# Holding Company Act release No. 6729,
8 Unreported (D. Mass ; No. 5636, 7-17-46, 3-10-47).
¢ Holding Company Act release No. 7181.
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preferred issues had substantial dividend arrearages. As a result of
simplification proceedings instituted by the Commission under sec-
tion 11 (b) (2) of the act, the company was directed, in 1941, to re-
organize on a one-stock basis, or, in the alternative at its election, to
liquidate and dissolve.”” The company did not appeal this decision
and has elected to dissolve. It has merged Cumberland County
Power & Light Co. into Central Maine Power Co. and has caused
Public Service Co. of New Hampshire to acquire the New Hampshire
properties of Twin State Gas & Electric Co. and Central Vermont
Public Service Corp. to acquire the Vermont properties of that com-
pany. The industrial companies were sold for cash.

A plan filed by the company under section 11 (e) of the act provided
for the retirement of the prior lien stock by the payment of amounts
equal to the voluntary redemption prices, $120 per share for the $7
series and $110 per share for the $6 series, in each case with accrued
dividends. A portion of the cash required was derived from the sale
of the company’s interest in its nonutility properties and the balance
from a bank loan. Due to the pendency in the courts of the Engineers
Public Service Co. case, the Commission approved the retirement of
the preferred by the payment for each share of prior lien of $100 per
share and the deposit of the difference in escrow, reserving for future
determination what additional amounts, if any, should be paid on the
prior lien stock.®® This plan was approved by the district court.®

Superimposed on New England Public Service Co. is Northern
New England Co., a voluntary association, which owns approximately
one-third of the former company’s common stock. During the cur-
rent fiscal year the Commission approved a plan for the partial li%uida-
tion of this company by distribution of cash to its shareholders.® At
the same time it directed that the company liquidate and dissolve.

The North American Co.

At its registration in 1937, the North American Co. was the top hold-
ing company in & system which through several subholding companies
controlled 36 utility and 46 nonutility subsidiaries. Electric utility
operations were conducted by system companies in 10 States and the
District of Columbia; gas utility operations were conducted in 9 States.
The consolidated balance sheet of North American and its subsidiaries
showed assets of over $900,000,000, and through the direct and in-
direct ownership of securities North American controlled an empire
whose aggregate value was stated to be approximately $2,200,000,000.

During the last 5 years, North American has taken substantial steps
toward compliance with the Commission’s section 11 (b) (1) order,
which was issued in 1942.* By a number of means, including dividend
payments in portfolio securities, outright distribution, issuance of
purchase warrants to its stockholders and sale at competitive bidding,
North American has disposed of nearly all of its assets except Union
Electric Co. of Missouri, Missouri Power & Light Co., and several
minor nonutility subsidiaries.

w98 E. C, 230

# Holdmg Company Act releases Nos, 7511 and 7713.
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Among major interests which have been divested are those in
Pacific Gas & Electric Co., Cleveland Electric Iluminating Co.,
Wisconsin Electric Power Co., Potomac Electric Power Co., Detroit
Edison Co., Illinois Power Co., St. Louis County Gas Co., Northern
Natural Gas Co., Des Moines Eleetric Light Co., and Illinois Terminal
Co. Since the close of the fiscal year, the Commission has approved
divestments of West Kentucky Coal Co. and Kansas Power & Light
Co.%? The Commission has before it a plan for the liquidation and
dissolution of North American Utility Securities Corp., a proposed
sale by North American of its holdings in Capital Transit Co., and
the proposed transfer of Missouri Power & Light Co. to Union
Electric Co. of Missouri.
Concurrently with its divestments, North American has eliminated
all of its debt and preferred stock and presently has an all common
stock structure.

Northern States Power Co.

Northern States Power Co., a Delaware corporation, had as its only
substantial asset the common stock of Northern States Power Co., a
Minnesota corporation. The Delaware company had been organized
prior to the passage of the Holding Company Act, largely for the
purpose of avoiding a provision for double stockholders’ liability then
contained in the Minnesota corporation law. This provision was later
repealed and for many years the Delaware company performed no
function other than to hold the Minnesota company stock.

The Minnesota company, on the other hand, is a substantial
holding-operating company, engaged, either directly or through sub-
sidiaries, in the gas and electric business in the States of Minnesota,
Wisconsin, North Dakota, and South Dakota, and, to & minor extent,
in Ilinois.

The Delaware company filed various plans for its liquidation and
dissolution. The principal question arose as to the proportions in
which its principal asset, the common stock of the Minnesota com-
pany, should be distributed among its four classes of security holders.
During the past fiscal year, the Commission approved a plan giving
to the 7 percent preferred 41.05 percent, to the 6 percent preferred
36.94 percent, to the class A common stock 18.82 percent and to the
class B common stock 3.19 precent.®® The United States District
Court for Minnesota approved this plan and ordered it carried out.®
Distribution has now been made.

Ogden Corp.

This company is the successor in reorganization to the former
Utilities Power & Light Corp. At the time of its registration as a
holding company in 1936, Utilities Power & Light Corp. had total
consolidated book assets of over $300,000,000, and 48 subsidiaries,
including 27 public utility companies. The utility subsidiaries were
located m far-flung areas—including 12 States of the United States
and 2 provinces of Canada.®® Its other subsidiaries were engaged in a

s HoAIn Combany At relosses Nos. 7050 and 7078,
84 g0 F, Supp. 193 (Minn., 1948)

8 Just gﬂor to its stration 'as 8 holding company Utilities Power, through its subsidiary Utilities
Power & Light Corp., Ltd., had disposed of its interests in 57 British utility subsidiaries.
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great variety of nonutility businesses, including such nonrelated
enterprises as machinery manufacturing, motion picture theater,
wood products manufacturing, railroad transportation, coal produc-
tion, and oil production. As a result of its top-heavy capital struc-
ture—consisting of two series of debentures, preferred stock (with
large dividend arrearages) and three classes of common stock—Utili-
ties Power went into bankruptcy in 1937. In 1938, the Commission
instituted proceedings against the Utilities Power system under the
integration provisions of section 11 (b) (1) of the act—the first of such
proceedings to be instituted by the Commission.

Emerging as Utilities Power’s successor pursuant to a plan of
reorganization approved by the Commission and by the district court,
Ogden Corp. was committed to a program of divestment of its in-
terests in utility properties, so that it would cease to be a public
utility holding company under the act.®® Ogden’s initial outstanding
securities, which were distributed among the creditors and preferred
stockholders of Utilities Power in the latter’s bankruptcy reorganiza-
tion, consisted of debentures,” preferred stock and common stock.
With the proceeds from the sale or other disposition of public utility
investments, Ogden, as early as 1940, redeemed for cash its entire
outstanding debentures and preferred stocks and has since made
substantial cash distributions to holders of its common stock.

Ogden also caused the reorganization of certain of its utility sub-
sidiaries so as to simplify their capital structures, eliminate dividend
arrearages, and place them on a sound financial basis. Thus, Derby
Gas & Electric Corporation was reorganized in 1942;% The Laclede
Gas Light Co. was reorganized in 1945;% and Interstate Power Co.
was reorganized in 1948.%® In addition, Central States Power &
Light Corp. disposed of all its physical utility properties and its
liquid assets have been distributed to its security holders and to
certain security holders of its parent company, Central States Utilities
Corp., pursuant to a plan of liquidation and dissolution of both
companies approved by the Commission in July 1947.7

Since its inception 1n 1940 Ogden has divested itself of direct or
indirect public utility interests with book assets of over $150,000,000.
Among the principal divestments were the sale of Ogden’s investment
in Indianapolis Power & Light Corp., its interest in the reorganized
Derby company, and of the reorganized Laclede company. addi-
tion, Ogden disposed of investments in numerous nonutility subsidi-
aries through outright sale or dissolution of such subsidiaries.

Following the reorganization of Interstate, referred to above, certain
shares of new common stock of Interstate, together with cash, were
placed in escrow pending resolution of subordination questions regard-
ing Ogden’s former holdings in Interstate, under the principles of the
Deep Rock case.™ In June 1949 the Commission approved a plan for
resolution of the ‘“Deep Rock’’ issues which provided for distribution

%58, E. C. 483 (1939).
19 8. E. C, 686 (1041).

M.; l%g};iing Company Act releases Nos. 5062 and 5071, plan approved and enforced, 67 F. Supp. 997 (ED
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of the escrowed stock and cash to public holders of Interstate’s old
debentures and preferred stocks and to Ogden.”? The matter is pend-
ing in the District Court of the United States for the District of Dela-~
ware. Pursuant to the plan, Ogden is committed to disposition of its
holdings in Interstate’s new common stock within a year from the
effective date of the plan.

Ogden having disposed of all its interests in public utility properties
(with the single exception of its interest in Interstate which, as noted
above, is destined for early disposition) the Commission, in August
1948, granted an application pursuant to section 5 (d) of the act
declaring Ogden to be no longer a registered holding company, subject
to certain conditions and reservations.” Shortly thereafter, Ogden
registered with the Commission as an investment company under the
Investment Company Act of 1940.

Of the entire former Utilities Power system, only Derby Gas &
Electric Corp. (with present total consolidated assets of approximately
$15,800,000) and Interstate Power Co. (with present total consoh-
dated assets of approximately $49,000,000) remain subject to the act
as registered holding companies.

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

The Standard holding company system presented in extreme degree
the evils of corporate pyramiding and scatteration of properties which
the integration and simplification provisions of the act were designed
to eliminate. Standard Power, through its subsidiary, Standard Gas,
controlled at that time 104 active subsidiaries whose operations were
conducted in 20 different States and Mexico, and the system contained
9 registered holding companies. At June 30, 1949, the number of
active subsidiaries had been reduced to 66 companies (including 43
street railway companies) operating in 8 States, and the number of
registered holding companies to 3. The system presently comprises
Philadelphia Co. and its subsidiaries, Wisconsin Public Service Corp.,
Oklahoma Gas & Electric Co., Louisville Gas & Electric Co., and
Market Street Railway Co., an inactive company in process of dissolu-
tion. Substantially all of the proceeds from divestments together with
undistributed earnings of Standard Gas were applied to the reduction
of Standard Gas’ indebtedness from some $71,000,000 in 1940 to
$9,800,000 as of June 30, 1949. On December 31, 1948, the Com-
mission entered an order requiring either the liquidation of Standard
Gas or its recapitalization on an all-common stock structure.™

In 1947, extensive hearings were held on the status under section 11
of Standard Gas’ principal subsidiary, Philadelphia Co. That com-
pany is a holding company whose principal subsidiaries are engaged
1n serving the Pittsburgh area with electricity (Duquesne Light Co.),
natural gas (Equitable Gas Co.) and street railway and bus transpor-
tation (Pittsburgh Railwags Co. and its underliers). In June 1948,
the Commission ordered Philadelphia Co. to dispose of its interests
in the natural gas utility and the transportation businesses and there-
after to liquidate and dissolve.”® Standard and Philadelphia Co. filed
petitions for review of that order with the United States Court of

7 Holding Company Act releases Nos, 9139 and 9202.

7 Holding Company Act release No. 8402,

7 Holding Compay Act release No. 8773.

" Holding Company Aot release No. 8242; rehearing denled, Holding Compeny Act release No. 8320,
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Appeals for the District of Columbia. Briefs were filed and oral
argument was had on May 19, 1949. As of the end of the fiscal year
the matter was pending decision by the court. .

In late 1948, Standard Gas filed a voluntary plan for the simplifica-
tion of the capital structure of Philadelphia Co., providing for the
retirement of Philadelphia Co.’s $36,000,000 of funded debt and
$40,000,000 of preferred stocks. Hearings on that plan were com-
menced in April 1949 and have been adjourned to October 1949 to
permit Standard to prepare and file amendments.

An important development in the compliance by Standard Gas &
Electric Co. with section 11 occurred in May 1949, when a compromise
plan for the reorganization of Pittsburgh Railways Co., which has been
in bankruptcy since 1938, was announced.” The transit system in
Pittsburgh is operated by Pittsburgh Railways Co. under complex
lease and operating agreements, It 1s owned by 55 separate corpora-
tions which have 42 security issues outstanding in the hands of the
public and some 80 other security issues held by Philadelphia Com-
pany and its subsidiaries. Philadelphia Co. and Pittsburgh Railways,
in addition, have guaranteed or are otherwise obligated to pay rentals,
bond interest, taxes and other obligations of some of the underlying
companies. Under the plan, a single company would be formed which
would replace all of the existing companies, and would have a simple
capital structure consisting of common stock and not to exceed
$6,000,000 of bonds. During the last fiscal year two major voluntary
simplification plans of subholding companies in the Standard Sys-
tem—Louisville Gas & Electric Co. and Northern States Power Co.,
both Delaware holding companies superimposed upon operating utili-
ties having the same names—were consummated, marking the culmi-
nation of extensive hearings and lengthy court proceedings. Those
companies are now in the process of liquidation.

Perhaps the most significant recent development in the system,
from the point of view of stockholders, was the resumption in early
1949 of reéula,r quarterly dividends on the senior preferred stocks of
Standard Gas for the first time since 1934, made possible by the sub-
stantial improvement in the system’s earnings in recent years and the
refunding of Standard Gas’ bank loan. This, in turn, made possible
the resumption, for the first time since 1935, of regular quarterly
dividends on the preferred stock of Standard Power.

The United Light & Railways Co.

On February 18, 1938, The United Light & Power Co. registered
as a holding company with a system comprised of 10 holding com-
panies, 7 of which were registered holding companies, 21 electric and
gas utility subsidiaries, 20 nonutility subsidiaries, and a service com-

any. In 1941 the Commission directed the dissolution of United

ight & Power Co. and United American Co., a subholding company.”
By a subsequent order the Commission directed the divestment of the
interests of United Light & Power Co. and the subholding companies
in 22 subsidiaries in order to comply with the standards of section 11
of the act.”™

% File No, 52-28.

188 E. O. 837.

198 E.C. 83,
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After a series of transactions designed to enable Light and Power to
comply With:the:outstandjng order of dissolution, the Commission ap-
proved a plan which provided, in substance, for the distribution of
Light and Power’s remaining investment, the common stock of United
Light & Railways Co., to its common stockholders.” The residual
net assets of Light and Power were transferred to Railways, and Light
and Power was dissolved. Thus, Railways became the system’s top
holding company with two principal subholding company systems,
Continental Gas & Electric Corp. and American Light & Traction Co.

In June 1947 Railways and Light & Traction filed a plan which
provided, among other things, for the divestment by Railways of its
entire interest in Light & Traction and the continuation of the latter as
a registered holding company holding an integrated gas utility system.
Light & Traction had, in the interim, embarked on a program to finance
and construct a large interstate natural gas pipe line from the operating
areas of its natural gas subsidiaries to fields in the Hugoton area.
Other more important provisions of theplan provided for the divest-
ment of the common stock of Detroit Edison Co. held by Light &
Traction and Railways and the retirement of the preferred stocks of
the two holding companies.

On February 17, 1949, Railways and Continental publicly announced
their intention to liquidate and dissolve and a plan under section 11 (e)
was accordingly filed with the Commission on May 31, 1949.% The
liquidation and dissolution of the two companies will be accomplished,
after retirement of their debt, by the distribution of the common stocks
of subsidiary companies to common stockholders of Railways and to a
small minority interest holding common stock of Continental. If the
proposed dissolutions are consummated, there will remain of the com-
plex holding and subholding company system of The United Light &
Power Co. only an integrated gas utility system held by Light and
Traction, which has changed its name to American Natural Gas Co.
United Corp.

The United Corp. registered as a holding company in March 1938,
at which time its portfolio was largely comprised of the common stock
of four holding company subsidiaries. These subsidiaries, with the
percentage of voting control held by United, were as follows: The
United aéas Improvement Co., 26.2 percent; Public Service Corp.
of New Jersey, 13.9 percent; Niagara Hudson Power Corp., 23.4 per-
cent; and Columbia Gas & Electric Corp. (now the Columbia Gas
System, Inec.), 19.6 percent.

In June 1941, the Commission instituted proceedings with respect to
United under sections 11 (b) (1) and 11 (b) (2) of the act. At that time
the 125 companies in the United System operated in 22 States and in
Canada. Their combined total assets approximated $2,765,000,000.
Subsequently, the Commission ordered that United change its existing
capita%zation, which consisted of preferred and common stocks, to one
class of stock and that it cease to be a holding company.® United
has since retired all of its preference stock by exchanging for it portfolio

1 Holding Company Act release No. 3242 and 10 8. E. C. 945.

8 File No. 54-178.
8 Holding Company Act release No. 4478,
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securities and cash. . Its principal investments now consist of common
stocks of the following companies:

Percent
of voting
Company control
Niagara Hudson Power Corp_.o - 28
South Jersey Gas Co. e oo oo oo e 28.5
The Columbia Gas System, Inc. - - - oo e~ 6. 8
Public Service Electric & Gas Co_ - ... ________=z_zz=__z==__=_zz=z 3.5
The United Gas Improvement Co_ . . 7.7

There is pending before the Commission a plan for the distribution to
United’s common stockholders of approximately 50 percent of its
holdings of Niagara Hudson common stock.®?

Niagara Hudson Power Corp.

In 1942 the Commission instituted proceedings under section 11
(b) (2) with respect to Niagara Hudson, its subholding company,
Buffalo Niagara and Eastern Power Corp. (BNE), and their 18 sug-
sidiary companies. Subsequently, a plan was filed pursuant to section
11 (e) of the act providing, among other things, for the consolidation of
BNE and its 3 principal public-utility subsidiaries, the dissolution of
Niagara Hudson and the payment of accrued and unpaid preferred
dividends. This plan, however, was disapproved by the Public
Service Commission of the State of New York. Thereafter the
Commission issued an order requiring BNE to recapitalize on a one
stock basis.®

BNE and Niagara Hudson then filed plans providing for the con-
solidation of BNE and certain of its subsidiaries into Buffalo Niagara
Electric Corp. as a surviving company.** To accomplish the reorgani-
zation Niagara Hudson used approximately $63,000,000 in retiring the
publicly held second preferred stock of BNE at its call price plus
accrued dividends. These funds were obtained from bank loans,
treasury cash and proceeds from the salejof certain of Niagara Hudson’s
portiolio securities. -

At the end of the 1949 fiscal year there were pending before the
Commission plans providing, among other things, for the consolida-
tion into a single operating company of Niagara Hudson’s principal
subsidiaries; namely, the new Buffalo Niagara Electric Corp., Cen-
tral New York Power Corp., and New York Power & Light Corp.;
the reclassification of the common stock of the new operating company
into class A and common stocks; the exchange of class A stock for the
outstanding preferred stocks of Niagara Hudson; the offering of the
common stock of the new operating company to Niagara Hudson’s
own common stockholders on a subscription basis; and the eventual
dissolution of Niagara Hudson. %

The Columbia Gas System, Inc.

Columbia registered as a holding company in January 1938. There
were approximately 50 companies in the system at that time, includ-
ing one subholding company, 4 electric utilities, 21 gas utilities and
three electric and gas utilities.

:: gﬂ? No. 81—167. A y

olding Company Act release No. 5115.
4 Holding Company Act release No. 6083,
# File Nos, 54-170 and 54-172.
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In 1941, the Commission instituted proceedings with regard to
Columbia and several of its subsidiaries, including Columbia Qil &
Gasoline Corp. The plan involved, among other things, the sale by
Columbia Oil & Gasoline Corp. of its interest in Panhandle Eastern
Pipe Line Co., the transfer of its five oil and gasoline subsidiaries to
Columbia, and its subsequent liquidation. The Commission ap-
proved this plan ® and consummation thereof had the effect of
divorcing Panhandle Eastern from the Columbia System, a step which
the Commission had found to be necessary under section 11 (b) (1).%7
The plan also extricated some of the companies and other interested
parties from the problems which they faced under the antitrust
laws, and terminated a complex tangle of private litigation.

After further proceedings under sections 11 (b) (1) and 11 (b) (2)
with regard to Columbia and its remaining subsidiaries, the Commis-
sion found that Columbia could retain the distribution operations of
the Charleston, Pittsburgh and Columbus groups of gas properties,
as well as the production and transmission properties owned and
operated by the companies within each group.® The Commission
further found that certain other properties, including the properties
owned by the Cincinnati Gas & Electric Co. and the Dayton Power
& Light Co. were not retainable by Columbia and should be divested.
Columbis has fully complied with this order and anticipates continued
existence as a holding company controlling an integrated gas system.
Since 1946, Columbia has issued and sold $78,000,000 principal amount
of debentures in order to obtain funds for construction purposes and
has raised new equity money through the issue and sale to its stock-
h}cl)lders of 2,568,300 shares of additional common stock at $10 per
share.

The United Gas Improvement Co.

United Gas Improvement Company (UGT) registered as a holding
company in March 1938 with approximately 50 subsidiary companies
engaged in the electric, gas, and miscellaneous businesses. After
section 11 (b) (1) proceedings, the Commission defined its integrated
system as the electric properties in the Pennsylvania, Delaware, and
Maryland area, and orders of divestment were issued on the basis of
this interpretation.®® Thereafter voluntary plans under section 11
(e) were filed by UGI and its subsidiary, Philadelphia Electric Co.,
for the purpose of enabling the UGI system to effect partial compli-
ance with section 11 (b). Pursuant to this plan, which was approved
by the Commission,® UGI distributed to its preferred and common
stockholders $30,600,000 in cash and substantially all its stockholdings
in Philadelphia Electric and in Public Service Corp. of New Jersey.
The consummation of this plan and the retirement of UGI’s pre-
ferred stock made possible the further distribution of investments and
cash to its common stockholders. It also made possible an exchange
of properties between UGI and nonaffiliated holding company sys-
tems, out of which evolved the present holding company system of
Delaware Power & Light Co.

: 12 g g 8 %8 and Holding Company Act releases Nos. 3828, 3950, and 4319,
11 8. E. C. 80.
8 Holding Company Act release No. 5455.

w9 S E. O 52and 11 8. E. C. 338.
%128, E. C. 1080, Holding Company Act release No, 4205, and 15 8. E. O. I3L
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UGI later distributed to its stockholders its holdings of Delaware
Power & Light Co. and exchanged for approximately 750,000 shares
of its outstanding capital stock its portfolio holdings of securities of
4 public utility holding companies; namely, American Water Works
& Electric Co., Inc., The Commonwealth & Southern Corp., Niagara
Hudson Power Corp. and Public Service Corp. of New Jersey.

As of December 31, 1948, the UGI system consisted of five gas
utility companies, one gas and electric company and five nonutility
companies.

Public Service Corp. of New Jersey

Public Service Corp. of New Jersey for more than 40 years had been
a holding company with respect to numerous electric, gas, and trans-
portation subsidiaries operating primarily in the State of New Jersey.
While it had been subject to the provisions of the act as a subsidiary
of United Corp., it was, until 1946, exempted by rule from registra-
tion as a holding company. On June 12, 1946, the Commission re-
voked the exemption and instituted proceedings under sections
11 (b) (1) and 11 (b) (2) with respect to the system;® shortly there-
after Public Service registered as a holding company. At that time
Public Service had four utility subsidiaries, chief of which were
Public Service Electric & Gas Co. (PEG), and a transportation sub-
sidiary, Public Service Coordinated Transport (Transport) which in
turn had four nonutility subsidiaries.

At December 31, 1946, Public Service had outstanding $19,087,455
face amount of 6 percent perpetual interest bearing certificates se-
cured primarily by noncallable preferred stocks of PEG and Trans-
port with an aggregate par or stated value of more than twice the
face value of the perpetuals. At the same date Public Service also
had outstanding $160,000,000 aggregate par or stated value of non-
callable preferred stocks bearing dividend rates of $8, $7, $6, and 5
percent as well as $112,000,000 stated value of common stock. In
addition to these high cost, noncallable and perpetual securities which
constituted an unparalleled stranglehold on system growth and
expansion, numerous other classes and series of securities were held
within the system.

As a result of a plan consummated on July 1, 1948, Public Service
was dissolved and its security holders received securities of PEG,
the principal operating company, in exchange for those of Public
Service.”? Substantially all perpetual and noncallable securities were
eliminated, thus clearing the way for future system financing on an
economical basis. Inflationary items in the accounts of the sub-
sidiaries were either eliminated or subjected to a program of amortiza-
tion. Several subsidiary companies were recapitalized, one was sold,
and two were mer%f,d, the stock of the merged company being dis-
tributed to the Public Service common stockholders. PEG and its
le'la,nsp:rtation subsidiaries are no longer subject to the provisions of

e act.

West Penn Electric Co.
West Penn Electric Co. is the surviving holding company emer%ing
n

from reorganization of American Water Works & Electric Co., Inc.

1 Holding Company Act release No. 6693
N”lll%‘s,h;g % y Act releases Nos. 7964 and 8002; plan approved and enforced, unreported (D. N. J.
0. =
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The system of American Water Works & Electric Co., Inc. was com-
prised, at the date of registration, of 14 subholding companies (in-
cluding 4 which were also operating companies), 14 electric or gas
utility companies and 122 nonutility companies, most of which were
water companies.

In 1947 American was liquidated and dissolved, resulting in the
payment and discharge of $13,850,000 principal amount of corporate
indebtedness of American and of $19,986,800 aggregate par value
of corporate preferred stocks. There is still pending for the decision
of the Commission the treatment to be accorded the holders of cer-
tificates issued to the preferred stock in lieu of any additional pay-
ment over voluntary liquidation price of $100 per share. The re-
demption premium applicable to this preferred stock was $10 per
share. (Holding Company Act releases Nos. 7091 and 7208.).

This liquidation also resulted in the divestment of 70 water com-
panies and the payment and discharge of preferred stocks plus arrears
of a subsidiary aggregating in excess of $4,000,000. West Penn
Electric Co. is now the top holding company in the system and
controls 20 direct and indirect subsidiary companies engaged in
electric, gas, transportation, and certain minor businesses in sections
of Pennsylvania, West Virginia, Maryland, Virginia, and Ohio.
The major operating utility operations of West Penn Klectric have
been consolidated in three companies, Monongahela Power Co.,
West Penn Power Co., and the Potomac Edison Co.

COOPERATION WITH STATE AND LOCAL REGULATORY
AUTHORITIES

It is the established policy of the Commission to seek effective
cooperation with State commissions in all matters where their respec-
tive jurisdictions complement each other and in all other cases where
such cooperation is desirable and appropriate.

Because the work of holding company simplification and integration
is progressing at a good pace, large numbers of electric and gas utility
operating companies have been divested and accordingly have passed
from the jurisdiction of the Commission under the Ho%ding Company
Act. However, mutual problems of regulation continue to arise
and in these instances, every effort is made to encourage exchange
of ideas and information in furtherance of the policy of cooperation
so clearly reflected in various sections of the Holding Company Act.

Most instances of cooperation during the past year have involved

uestions related to the capital structures of particular companies.

he Commission has consistently stood for conservative capitalization
and adequate common equity. In the recent case involving Wis-
consin Public Service Corp., the assistance of the State commission
has been particularly h(;llfful in this respect. Application was made
by the company in April 1949 for the issuance of $3,000,000 bank
loans, one-half for immediate issuance with the balance to be sold
in August. The application also reflected the eventual need for
$8,000,000 of permanent financing but offered no indication as to
how such financing would be accomplished. Because of the marginal
equity ratio of Wisconsin, the staff expressed concern to the company
over the absence of any indicated common stock financing in the near
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future. It also advised a staff member of the Wisconsin Public
Service Commission regarding the particular application and related
aspects of the capitalization picture. Final scheduling of the financial

rogram for Wisconsin Public Service Corp. has not yet been accomp-
lished but the two commissions have a common objective in seeking
an improved equity ratio for the company and further conferences
are in prospect. In this connection it should be noted that over the
past several years the staff of this Commission has worked closely
with the stag of the Wisconsin Commission on the problems of a
number of Wisconsin companies.

The matter of appropriate financial structure was also discussed in
February 1949 between the staff of this Commission and members of
the Vermont Public Service Commission in respect to Green Mountain
Power Corp., a subsidiary of New England Electric System. Arrear-
ages had accumulated on the preferred stock in amount sufficient to
give that stock voting control and the company was in need of financial
reorganization. Another problem was the presence of substantial
amounts of excess over original cost in the property accounts. These
and other features were considered in conference and it was indicated
that no final action would be taken by the Commission until the views
of the Vermont Commission had been presented.

The staff of the Commission also had the benefit of discussion in
October 1948 with representatives of the Public Service Commission
of Indiana on matters relating to the acquisition by Ohio Valley Gas
Co. of three gas companies from United Public Utilities Corp. and the
resultant financial structure of Ohio Valley. As a result of these con-
ferences joint recommendations for changes in the proposal were
agreed upon as a condition precedent to its approval. The changes
were designed to achieve an objective of the Indiana Commission’s
representatives, who wished to see the transactions result in the pur-
chasing company owning the properties of the three gas companies
rather than their securities. It was also expected that these revisions
would conserve cash for construction. The joint recommendations
were then discussed with representatives of the purchasing company
who altered their proposal in such manner as to make it acceptable to
both commissions. Changes made in the proposed bond indenture
aided the company in securing a more flexible instrument and a
lowered cost of its debt money.

Another instance of cooperative effort involves the application by
Appalachian Electric Power Co. for approval of a proposal to establish
a line of credit with four banks amounting to $18,000,000. In setting
this matter down for hearing the Commission set forth, as among the
issues to be considered, the future financing plans of Appalachian and
its parent company, American Gas & Electric Co., and the extent to
which the proposed construction program will be financed by equity
capital. Since this matter is of considerable interest to local author-
ities, the commissions in each of the States in which American Gas
operates were served with notice of the hearing and the Virginia State
Corporation Commission indicated that it intended to have an observer
present at the proceedings.

Other instances of cooperation during the past year were related to
problems involved in the Commission’s administration of section 11
and other provisions of the Holding Company Act. For example,



FIFTEENTH ANNUAL REPORT 121

there has been pending before this Commission since late 1947 a pro-
posal by American Power & Light Co. to contribute to the Washington
Water Power Co. its holdings of all of the common stock of Pacific
Power & Light Co.

Simultaneously with the application made to the Commission for
authority to acquire the Pacific stock, a similar application was made
by Washington to the Washington Department of II)Jublic Utilities (now
Public Service Commission). In a decision dated March 9, 1948, the
Washington Commission refused to permit the acquisition, holding
that approval would have created a holding company relationship
which in the opinion of that commission constituted an unnecessary
corporate complexity. On April 8, 1948, American filed with the
Commission a plan which, among other things, called for a further
application to the Washington department by Washington for per-
mission to acquire the common stock of Pacific. In the alternative
the plan proposed that American be continued in existence to hold the
common stocks of Pacific and Washington. This, of course, raises a
question of modification of the Commission’s order of August 22, 1942,
which directed the dissolution of American. Since the proposal vitally
affected utilities operating in both Washington and Oregon, the
Washington department, through its attorney general, was upon
application made a party to the proceeding and while no representative
of the attorney general appeared, a letter from him was read into the
record indicating the Washington department’s deep concern with that
part of the plan relating to Washington. His letter was also made
available to counsel for each of the parties and participants.

In September of 1948 all of the exhibits received during the pro-
ceeding, numbering in the aggregate over 100, were sent to the attor-
ney general at his request, together with copies of those parts of the
transcript containing testimony relating to the Washington company.
Subsequently, the chairman of the new Washington %’ublic Service
Commission and the Oregon Commissioner of Public Utilities jointly
wired the Commission setting forth their views as to those parts of
the plan which touched on the relinquishment by American of control
over Washington and Pacific. Throughout this period a number of
conferences have been held between members of the Commission
staff and representatives of the Oregon Commissioner and the Wash~
ington Commission, pertaining to this problem and related matters
affecting the Washington and Pacific companies.

The Commission also had discussions with the Public Service Com-
mission of Utah during March 1949. The Utah commission, acting
in collaboration with local Rural Electrification Administration coop-
eratives, requested this Commission to defer for 2 months proceed-
ings in the United States District Court for the Southern District of
New York for approval of a plan involving the reorganization of
Washington Gas & Electric Co. The additional time was requested
in order to enable the cooperatives to make studies preparatory to
submission of a bid for the acquisition of Washington’s sole sub-
sidiary, Southern Utah Power Co. Discussions between the staffs
of the-two Commissions served to satisfy the Utah commission that
the procedures contemplated would assure the cooperative organiza-
tions the desired amount of time.

In October 1948 the Commission received communications from the
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common counsel of Detroit, Mich., and from the city manager of
Madison, Wis., with respect to a proposal of Michigan-Wisconsin
Pipeline Co. to sell $66,000,000 of its first-mortgage bonds. Though
it was found necessary to exempt this sale of bonds from its usual
competitive bidding requirements, the petitions of these city govern-
ments in favor of the bidding procedure were carefully weighed in
the findings and opinion of the Commission. Corporation counsel
for the city of Detroit also appeared as a party in these proceedings.

LITIGATION ARISING UNDER THE ACT

Toward the end of the fiscal year the Supreme Court sustained the
Commission on major issues of law governing the consideration and
enforcement of plans submitted pursuant to section 11 (e) of the
Holding Company Act. In a case posmini_'undamental questions
concerning the Commission’s valuation technique and the scope of
review by the district courts which had been the subject of differing
opinions within the Commission and strong attack from outside, the
Supreme Court directed enforcement of a section 11 (e) plan as
approved by the Commission, reversing the court of appeals and the
district court.® Because of the far-reaching importance of this case,
it is discussed below in relation to the development of the principles
adopted by the Supreme Court.

During the year district courts of the United States entered orders
enforcing voluntary plans approved by the Commission under section
11 (e) o% the act in 14 cases. In 12 of these cases the plans were
declared effective and were consummated during the course of the
year, or were in process of being consummated at the close of the year.
In one case the order of the court was vacated at the instance of the
Commission, where changed circumstances had rendered the plan not
feasible. Appeals were taken from four of the enforcement orders.
In two of these cases motions were made for a stay of the district
court's orders, and in each case the motion was denied. At the close
of the fiscal year one of the appeals had been dismissed on stipulation,
and the others were pending.

In three cases, petitions were filed with the courts of appeals
pursuant to section 24 (a) of the act to review orders entered by the
Commission. In one such case, the Philadelphia Co. petitioned for
review of the Commission’s order under section 11 (b) of the act
directing the company to divest itself of its interests in gas and trans-
portation operations and to dissolve.* Stay of the Commission’s
order was granted pending determination of the appeal, which had not
been decided at the close of the fiscal year. Thereafter the Com-
mission’s order was affirmed.” ¥ A second petition, to review an order
of the Commission denying a committee’s request for authority to
solicit funds from stockholders,®® had not been perfected at the end
of the fiscal year. The third petition involved the propriety of the
Commission’s determination that preferred sbockhold%rs of a holding
company subsidiary merged into an affiliated company were entitled

" S. E. C. v. Central-Illinois Securities Corp., 338 U. S. 96.

“ Holding Company Act release No. 8242,

% Philedelphia Co. v. S. E. C.,—~ F, 2d — (C. A. D. C., October 10, 1949),
8 Halsted, et al., Holding Company Act release No. 8965,
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to receive more than the liquidation preferences of their stock. After
the end of the fiscal year the Commission’s order was affirmed.%’

During the fiscal year two appeals from orders of the United States
district courts approving section 11 (e) plans, pending at the com-
mencement of the year, were disposed of, in the one case by affirmance
of the district court order,® and in the other by dismissal on stipula-
tion.

At the commencement of the fiscal year there were pending before
the court of appeals six petitions for review of Commission orders
under the act. In three such cases the orders were affirmed, in one
the petition was dismissed, in another a Commission motion to dismiss
was pending at the end of year, and in the sixth the Commission’s
order was reversed. In that case the court of appeals held that the
Commission had denied the Philadelphia Co. procedural due process in
that the company had not been afforded an opportunity to adduce
evidence in opposition to a proposed amendment to rule U—49 (c)
of the Commission’s General Rules of Practice under the Public
Utility Holding Company Act.”® The Supreme Court granted
certiorari, but prior to hearing, the decision of the Court of Appeals
was vacated on joint motion of counsel, the company having submitted
to the amended rule and the matter having become moot.!

A list of all cases in which administration of the Holding Company
act was an issue and the status of those cases at June 30, 1949, 1is
set forth in the appendix. The following section discusses the Com-
mission’s record in the courts in proceedings for the enforcement
of section 11 (e) plans, in relation to the Supreme Court decision
mentioned above.

ENFORCEMENT PROCEEDINGS UNDER SECTION 11 (E) OF THE ACT

In enacting the Holding Company Act, Congress recognized that
the problems in holding company systems were so extensive and the
task of simplification so complicated that legislative action alone
without administrative supervision would not effectively meet the
situation. The enforcement of the act, therefore, was entrusted
to the Commission. Thus section 11 (b) directs the Commission to
determine what action should be taken by registered holding companies
to meet the standards of the act. The Commission may, under
section 11 (d), apply to a court to enforce an order issued by the
Commission under section 11 (b), and in such cases the court is given
power over the company and its assets to enforce the order of the
t())ommission in accordance with a plan which shall have been approved

it.

yCongress recognized, however, that it was desirable to encourage
voluntary compliance with the act by the various holding company
systems. Under section 11 (e) registered holding companies and their
subsidiaries are permitted to file voluntary plans designed to meet
the requirement of section 11 (b), and it is this voluntary cooperative
route to effectuate compliance which has been followed in most cases.

% In re Pennsyloania Edison Company, — F. 2d — (C. A. 3, August 31, 1949).

9 I'n re North American Light & Power Company, 170 F. 2d 924 (O. A. 3, 1948), affirming In re Illinois
Power Compang, 74 F. Supp. 137 (D. Del., 19;5):

% Philadelphia Company 9. S. E. C.,— F.2d —.
1 S. E, C. v, Philadelphia Company, — U. 8. —, 93 L. Ed., ad. op. 896.
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Section 11 (e) of the act provides that if after notice and opportunity
for hearing the Commission finds a plan, as submitted or as modified,
necessary to effectuate the provisions of section 11 (b) and fair and equi-
table to the persons affected by the plan, the Commission shall make
an order approving the plan and at the request of the company may
apply to a district court of the United States to enforce and carry out
the provisions of the plan. If the court, upon such application and
after notice of opportunity for hearing, approves the plan as fair
and equitable and appropriate to effectuate the provisions of section 11,
the court then enters an order enforcing and carrying out the plan.

Whether a plan satisfies the standards of the act in respect of
“necessity’’ is a question primarily for Commission determination.?
To be necessary within the meaning of section 11 (e) of the act a plan
need not by itself effectuate complete compliance with the require-
ments of section 11. It is sufficient if the plan provides a suitable
and expeditious means for achieving results necessary under section
11 (b), although different means might have been chosen and further
steps may be necessary.®

In Electric Power & Light Corporation,* a plan was found necessary
wherein it was proposed, inter alia, that a new holding company be
organized which would, prima facie, meet the integration standards
of the act, even though objecting stockholders urged other methods of
effectuating compliance with the Commission’s prior order directing
the holding company to dissolve.

In cases arising under the Bankruptey Act the Supreme Court
held, as urged by the Commission, that in order to be ‘“fair and
equitable” a plan must satisfy the ‘“absolute priority’”’ standard;
that is, the full priority of senior securities must be compensated
before junior security holders may participate in the reorganization.’
In the application of the absolute priority standard to the requirement
that a plan under section 11 (e) of the act must be fair and equitable,
the Commission has evolved what has come to be known as the
“investment value” doctrine. In brief, this holds that the measure
of equitable equivalence for purposes of simplification proceedings
compelled by the Holding Company Act is the value of the securities
on the basis of a going business and not as though a liquidation were
taking place,® except as it appears that liquidation could and would
have taken place apart from the compulsion of section 11.7

Since the passage of the act, the Commission has filed applications
with United States district courts for the enforcement of 80 such vol-
untary plans, of which 3 were pending as of June 30, 1949. In 75 cases
the plans were approved by the district court. In the 2 cases where
approval was refused by the district court the court was reversed, in
1 case by the court of appeals® and in the other by the Supreme Court.’
Appeals from enforcement orders of district courts were taken in 16

3 American Power & Light Corporation v. S. E, C, ; i
F,zgait% (CNA- E"‘F)nd‘g- d”? ral %n g S C., 329 U, 8. 90; In re Standard Gas :\mi Electric Co., 151
1 v. New England Power Association, 160 F. 2d 845 (C. A. 1, 1947).
§ Unreported, S. D. N. Y. April 14, 1049 affirmed after close of iscal ?ea?{ﬁﬂlr 2d\?3 (D. A. 2, 1949),
o Sose v. Los Angeles Lumber Products ¢o.,308 U. 8. 106; Consolidated Rock Products Co. v, DuBos, 312
v (S:'bféo,s gr%upso%tmton v. Chicago, M., St. P.& P. R. Co., 318 U. B. 523; Ecker v. Western Pacific
¢ 8. E,'C. v. Central-Tilincis Securtti . ; Oti
T S0 Tnoe Peamiral-Tlinls Se C’;n:;)‘:z %{z;dps;xal.)m. Otis& Co.v. S. E., C., 323 U, B. 624.
1 In re Standard Gas and Eleciric Company, supra.
V8. E. C. V. Central Illinois Securities Corp., supra.



FIFTEENTH ANNUAL REPORT 125

cases, of which 6 were dismissed or discontinued, 8 were affirmed, and
as of June 30, 1949, 2 were pending.’® In 5 cases petitions for writs
of certiorari were filed to seek review of decisions of courts of appeals
affirming enforcement orders of the district courts. In 4 cases the
petitions were denied and, in the fifth, the decision of the court of
appeals was affirmed. Thus, every case heretofore decided on the
Commission’s applications for court enforcement of section 11 (e)
plans has resulted in court approval of the plan.

Before it may issue an enforcement order, the district court must
find that the plan is fair and equitable to the persons affected and
appropriate to effectuate section. 11 of the act. Accordingly, the
court orders a hea.rin% on these issues and directs that notic]énge given
of such hearing to the security holders affected by the plan. The
enforcement proceeding is based upon the record made before the
Commission, containing all the evidence relating to the plan. Until
the decision of the Court of Appeals for the Third Circuit in the
Engineers case, the courts had consistently held that an enforcement
proceeding under section 11 (e) did not constitute a trial de novo.
The doubts raised by the Engineers case as to the scope of review by
the enforcement court, and the nature of the hearing in the enforce-
ment court, were resolved by the decision of the Supreme Court
reversing the Court of Appeals for the Third Circuit. The Supreme
Court held that the scope of review of the distriet court in enforce-
ment proceedings under section 11 (e) of the act is identical with the
review process prescribed in section 24 (a) of the act, relating to peti-
tions to a court of appeals to review orders of the Commission; that
is, the decision of the Commission is to be sustained if supported by
substantial evidence and not contrary to law.

The determination of what constitutes fair and equitable treat-
ment under the standards of section 11 (e) often involves review of
intercorporate transactions to ascertain whether there has been such
wrongdoing on the part of the parent as to require subordination of
its claims to those of other security holders under the doctrine of
Taylor v. Standard Gas and Electric Company.” These “Deep Rock”
matters have formed an integral part of many plans filed under sec-
tion 11 (e) of the act.®? The jurisdiction of the Commission to approve
claims settlements in the context of a section 11 (e) plan even though
such settlements are not the result of arm’s-length bargaining was
affirmed during the year by the Court of Appeals for the Third Cir-
cuit.’® The courts during the year also upheld the Commission’s
approval of two plans embodying similar settlements of claims and
involving other problems of allocations of assets.* In all three cases
court actions had been instituted based on the alleged wrongdoing by
the parent company; consummation of the plans would in effect dis-
pose of that litigation. After the decision in the North American
case the district court held that dividends paid by Illinots Power

10 After the close of the fiscal year the district court’s enforcement order was affirmed in one of these cases.
Inl :l?;f)ﬁ Egdéic 3(I;;rwer & Light Corporation, — F. 2d — (C. A. 2, 1849).

132 Comparable problems of falrness and equity may arise out of management purchases of securities of a
corporation during proceedings for its reorganization. 8ee S. E. C. v. Chenery Corporation, 318 U. B, 80,
332 U. 8. 194, rehea.lgng denied 332 U. 8. 783.

18 In re North American Light & Power Company, 170 F. 2d, 924 (O, A. 3, 1948).

1 In re American & Foreign Power Company, Inc., 80 F. 8upp. 514 (D. Me., 1948), order vacated January
4, 1949; In Re Electric Power & Light Corporation, unreporte& (8. D.N. Y., Apr{l 14, 1949), stay denied
O.'A. 9, May 5, 1049, stay denled 337 U. 8. 903, affirmed — F. 2d — (C. A. 2, August 9, 1049).
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Company on the shares of its common stock allocated to public stock-
holders of North American Light & Power Company should be dis-
tributed to such stockholders along with the Illinois Power Company
stock.!

In two other contested decisions decided during the fiscal year the
courts enforced plans, approved by the Commission, providing for
the retirement of holding company preferred stocks by distributions
of common shares of subsidiary companies.!* In re National Power &
Light Company ¥ the district court upheld the Commission’s deter-
mination with respect to the amount of the fee payable by the com-
pany to counsel representing a security holder in a reorganization
involving primarily settlement of claims and upheld the exclusive
jurisdiction of the Commission to pass on such fees.

In the above cases involving allocations of new or portfolio securi-
ties to the security holders of holding companies, as in the Ofis case,
application of the investment value doctrine required determina-
tion of equitable equivalence between the rights surrendered and the
securities given in compensation therefor, involving primarily compari-
sons of the amount and quality of earnings applicable to the securities
retired by the plans with the amount and quality of earnings applica-
ble to the securities to be distributed under the plans. In such cases
it is held that a dollar valuation need not be placed upon either the
old or the new securities. The valuation problem was presented in
somewhat different form in plans providing for the retirement of senior
securities by payments in cash.

In such cases the Commission held, with court approval, that
redemption premiums as such are not payable, and that where the
investment value of the securities being surrendered is not in excess
of the involuntary liquidation preference or face amount, payment
of that or a lesser amount is fair and equitable.’® In American Power
& Light Company®® the Commission held that application of the
investment vaque theory called for the payment of an amount equal
to the voluntary call price of callable debentures being retired pursuant
to section 11 (e) plan, where the investment value of the debentures
was at least equal to the call price, and for payment of a somewhat
greater amount with respect to debentures which would not be callable
until some time after the effective date of the plan. In a subsequent
case ® the Commission held unfair a plan calling for the retirement of
a noncallable preferred stock by payment in cash at the liquidation
preference. In the Engineers case the Commission approved a plan
calling for the retirement of preferred stocks at an amount equal to
the call price, where it found that the investment value of those

BE. Su%. (D. Del. 1949), appesl! pending.

18 In ve Northern States Power Company, 80 F, Supp. 193 (D. Minn., 1948); In re United Corporation, F.
Bupp. (D. Del. February 15, 1049).

T, Supp. — (8. D. N. Y. 1949), appeal pending.

18 The cases are cited in the Appendix to S. E. C. v. Central-Illinois Securities Corp., supra.

l;g;ﬂdmg Company Act release No. 7176, enforced (unreported) 8. D. N. Y. December 21, 1945 (No.

2 The United Light & Power Company, Holding Company Act release No. 6603. Thereafter a reheaﬂgg
was granted, and while decision was pending a substitute plan was proposed by the company and approv
by the Commission, Holding Company Act release No.p795l. prop v pany it
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stocks was at least equal to that amount. The district court, on the
Commission’s application for enforcement, found the plan unfair in
that regard, and held that no more than the involuntary liquidation
preference might be paid. The district court in its decision considered
as controlling certain factors which it grouped under the term “colloquial
equities.”” The Court of Appeals for the Third Circuit held that the
district court had no power to amend the plan, but approved the
district court’s rejection of the investment value doctrine as applied
by the Commission. The Supreme Court, on June 27, 1949, reversed
the court of appeals and held that investment value was the proper
basis for evaluating the prior claim of preferred stockholders in a
liquidation compelled by the Holding Company Act.

Other Court Decisions during the Fiscal Year

In South Carolina Public Service Authority v. S. E. C.*' the court
of appeals affirmed an order of the Commission which granted exemp-
tion from its competitive bidding rule to The Commonwealth &
Southern Company with respect to the sale of all the common stock
of South Carolina Power Company. Assuming without deciding that
petitioner, a public authority, was a “party aggrieved” by the
Commission’s order, the court of appeals found that a higher offer of
the petitioner for the stock afforded no justification for upsetting that
order, in view of a decision of the South Carolina Supreme Court that
the petitioner had no power to make a purchase of this character.

In North American Ulility Securities Corporation v. Posen 2 the
company sought an injunction against the individual defendants to
prevent their solicitation of authorizations from its stockholders to
represent them in connection with a plan of reorganization pending
before the Commission, claiming that such solicitation would violate
Section 11 (g) of the act. The Commission, which had authorized
the solicitation, intervened as & party defendant and moved for dis-
missal of the complaint. The district court dismissed the complaint
on the merits, and on appeal the order was affirmed.

SUMMARY OF LITIGATION UNDER THE HOLDING COMPANY ACT

The over-all impact of court litigation upon the administration of
the Public Utility Holding Company Act during the 14 years of its
existence may also be summarized by statistical measurement. A
total of 246 civil and criminal proceedings, exclusive of Bankruptcy
Act proceedings, in which the validity or enforcement of the statute
was in issue, have been initiated in the courts. Litigation has been
completed with respect to 234 of these proceedings; the remaining 12
were pending on June 30, 1949.

Petitions to Review Orders of the Commission

Seventy of the 246 proceedings initiated were petitions to United
States courts of appeals to review orders of the Commission as provided

3170 F, 2d 948 (C. C. A. 4, 1048).
3182 F, Supp. 16 (S. D. N. Y., 1948), affirmed after close of year 176 F. 2d 194 (C. A. 2, 1949),

862940—50——-10
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by section 24(a) of the act. The disposition of these proceedings may
be summarized as follows: ®

Petitions dismissed or denjed _ __ o 36
Commission orders affirmed . _ . _ .- ___zu_.zInzzzzio Teeoo 26
Commission order reversed 1
Petition withdrawn .. ... ilslicea i aloa.s 1
Proceedings remanded to Commission__ . _____ ... .___ 1
Proceedings vacated as moot___ - L 2

Total disposed of - _ ______ e nameiEE 67
Pending June 80, 1949 _ _ _ il Illioa...Illoo 3

Potal . - e e e ecdecm———— 70

In the proceeding remanded to the Commission, the Commission in
effect reaffirmed its previous order upon different grounds, and was
ultimately upheld by the United States Supreme Court.* One of the
two proceedings vacated as moot involved an order of the court of
appeals which had disapproved action of the Commission in amending
a rule;” in the other proceeding the court of appeals had affirmed in
part and reversed in part an order of the Commission.®® In both
instances the companies concerned undertook to comply with the
Commission action under review while the proceedings were pending
in the Supreme Court.

The one Commission order ultimately reversed ¥ had exempted
International Paper & Power Co., from certain provisions of the
act in respect of certain specific transactions to be consummated
during the pendency of, and after Commission decision on, the com-
pany’s pending application for a general exemption. Thereafter the
Commission disposed of the pending application by entry of an order
declaring International not to be a holding company.®

Enforcement of Reorganization Plans under Section 11

Eiéhty-six of the 246 proceedings were initiated by applications by
the Commission to United States district courts for orders enforeing
plans of reorganization under sections 11(d) and {(e) of the act. One
of the 86 proceedings was based upon an application of the Commis-
sion, filed at the request of a registered holding company, to enforce
an order directing dissolution of the company. The district court
took possession of the company and appointed a trustee. Disposition

2 In each case only the ultimate decision is considered and intermediate decisions are disregarded. In

two of the cases where the Commission’s order was ultimately afirmed [Okin v, S, E. C., 154 F, 24 27 (C.
A. 2,1946), and American Power & Light Co. v. S. E. C., 158 F. 2d 771 (C. A. 1, 1946), reh. den. 1-8~47] the
Commission had lost an earlier round in the Supreme Court which had decided, contrary to the Commis-
sion’s contention, thst the petitioners were “persons or parties aggrieved” within the meaning of section
24 (a) of the act. Similarly in one of the cases where the proceedings were vacated as moot, the court of
appeals had refused to dismiss the petition toreview, rejecting the Commission’s contention that no review-
able ‘“‘order”” within the meaning of section 24(a) of the act was involved [ Philadelphia Co.v. S. E. C., 164 F.
2d 889 (C. A, DC, 1047)] and the Supreme Court refused to review this determination, (333 U. 8. §28).
. Where several parties have petitioned to review the same order, the review is treated as only one proceed-
ing unless the petitions were filed in different circuits. Two proceedings are considered to be involved
where petitions to review the same order were filed in two circuits, even though ultimately determined in
the same circuit, unless the petitions were consolidated:

# 8. E. C.v. Chenery Corp., 332 U. 8, 194 (1947), rehearing denied 332 U. 8. 783 (1947).

# Philadelphia Co. v. S. E. C., 175 F. 24 808 (C. A. D. C.,, 1949).

3 Engineers Public Service Co. v. S. E. C., 138 F'. 2d 936 (C. A. D, C., 1943).

1 Lawless v. S. E. C., 105 F. 2d 574 (C. A. 1, 1939), rehearing denied 6-26-39.

2 International Paper and Power Company, 4 8. E. C. 873 (1939).



FIFTEENTH ANNUAL REPORT 129

of the other 85 proceedings for enforcement of section 11(e) plans may
be summarized as follows: #*

Application to district court withdrawn upon request of Commission. 1
Applications granted by district courts, not appealed____________.___ 161
Applications granted by district courts, affirmed by courts of appeals. _ 8
Applications granted by distriet courts, appeals dismissed by courts

of appeals or discontinued _ . _______ . _____________.__. 7
Applications denied by district courts, approved on appeal____.__._._ 2

Total - e e 79
Applications granted by district courts from which appeals were pend-
ingonJune 30, 1949 ____________ e ee_o_-

Applications pending in district courts on June 30, 1949_________.__ 12

Total . e 85

1 On 1 applieation for enforcement, not included among applications granted, the court entered an order

enforcing certain uncontested provisions of the plan during the fiscal year; the proceeding was pending on
June 30, 1948, with respect to a contested provision of the plan.

In five of the eight cases where district court orders were affirmed
by the courts of appeals, review was sought in the United States
Supreme Court, but in four cases the petitions were denied; in the
fifth case the order of the court of appeals was affirmed.® One of the
enforcement orders was subsequently vacated at the request of the
Commission and others, upon a showing of material changes in cir-
cumstances during the course of the htigation.*® Notice of appeal
from the remand was filed but the appeal had not been perfected prior
to June 30, 1949. Another enforcement order was vacated at the
request of the Commission and upon approval by the district court of
an alternate plan.’?

In one of the two proceedings in which the district court denied an
application of the Commission for an order of enforcement, the court
of appeals reversed the order of the district court, and review was
denied by the United States Supreme Court.*® Upon a showing of
material changes in circumstances during the pendency of this litiga-
tion, the district court, with the concurrence of the Commission, sub-
sequently remanded the plan to the Commission for further considera-
tion. An appeal from the remand order was dismissed by the court of
appeals. In the second proceeding involving denial of the Commis-
sion’s application, the district court disapproved an important aspect
of the plan but ordered enforcement of the plan as modified.* On
appeal from that portion of the order disapproving part of the plan,
the court of appeals upheld the district court in that regard, but re-
versed on the ground that the district court should have remanded the
plan to the Commission.* ~ The United States Supreme Court reversed
the order of the court of appeals, and directed enforcement of the
entire plan as approved by the Commission. 3

The application withdrawn upon motion of the Commission was
withdrawn because of substantial changes in circumstances affecting

2 Every application for court enforcement involving a plan separately disposed of by the court Is treated
separately, even where more than one application involves a single company:

WOls & Co.v. S. E. C., 323 U. 8. 624 (1945), rehearing denied 323 U. S. 887:

3t In re American & Foreign Power Co.,80 F., SBupp. 514 (D. Me., 1948), order vacated and plan remanded to
Comumission, January 4, 1949,

2 In re New England Gas & Electric Assn., unreported (D. Mass., July 17, 1946 and March 10, 1047).

3 In re Standard Gas & Electric Co., 151 F, 2d 326 (C: A. 3, 1045), cert, den. 327 U, 8, 796.

# In re Engineers Public Service Co., 71 F, 8upp. 797 (D. Del. 1947).

3 In re Engineers Public Service Co., 168 . 2d 772 (C. A. 3, 1048)
8. E. C. V. Central-Illinois Securities Corp., 338 U. 8. 96 (1949).



130 SECURITIES AND EXCHANGE COMMISSION

the reorganization plan at issue;* a plan subsequently approved by the
Commission was approved and enforced by the district court.®®

Injunctive Proceedings Initiated by the Commission

Fourteen of the 246 proceedings were initiated by the Commission
to restrain violations, or to enjoin interference with the enforcement, of
the act. The disposition of these proceedings may be summarized as
follows:

Permanent injunctions granted______ . _______________ . _._______ 7
Proceedings dismissed or discontinued .. __.__.__._______________ - 6
-Defendant adjudged guilty of contempt in violating preliminary injune- L :

tion 1 e e e e mm—emcmm— D
Total . o e 14

18, E. C. v. Okin, 48 F. Supp. 928 (8. D. N. Y., 1943).

In one of the seven cases in which permanent injunctions were granted,
an appeal was taken and the injunction was finally affirmed by the
United States Supreme Court.®*® In a second of these cases, an order
of the district court granting a temporary injunction was affirmed by
the court of appeals prior to the granting of a final injunction by the
district court.® In a third case, the court of appeals affirmed the
order of the district court with modifications.*

In all of the proceedings dismissed or discontinued, that action
was taken upon the motion, or with the consent or acquiescence, of the
Commission. One such proceeding revolved around an order of the
Commission revoking an exemption previously granted to a holding
company. The court of appeals affirmed an order of the distriet court
denying an injunction to prevent consummation of a plan of reorgani-
zation which had been put into effect while the revocation proceeding
was pending.? The courts enjoined the company from carrying out
the reorganization plan pending final disposition of the case. The
company registered with the Comrmission while the matter was under
consideration by the Supreme Court and, upon unopposed motion of
counsel for the Commission, the judgment of the court of appeals was
vacated and the proceeding remanded to the district court with in-
structions to dismiss the complaint as moot.%

Two proceedings were dismissed following entry of a temporary
restraining order or preliminary injunction; in each case the Com-
mission decided the results it sought had been accomplished. Three
proceedings were dismissed after they had become moot, one before
any action had been taken by the court, one after denial of a temporary
injunction, and the other after the court of appeals had reversed a
district court order refusing injunctive relief.*

Actions Initiated by Others than the Commission

Seventy-one proceedings in which the Commission was a defendant
or an intervenor, or appeared as amicus curige, were instituted to

3 In re Northern States Power Co. (Del.), unreé)orted (D. Minn. November 22, 1946).
3 In re Northern Siales Power Co. (Del.), 80 F, Supp. 193 (D. Minn., 1948):
 Eleciric Bond & Share Co. v. 8. E. C., 303 U. 8. 419 (1938):
C. v. Associated Gas & Electric Co., 98 F. 24 795 (C. A. 2, 1938):
v.8. E C,139 F. 2d 87 (C. A. 2, 1943).

. v. Long Island Lighting Co., 148 F. 2d 252 (C. A. 2, 1045):
C. v. Long Islond Lighting Co., 325 U, S, 833 (1945).

. v. Okin, 132 . 2d 784 (C. A. 2, 1943).
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prevent or delay enforcement of the act by the Commission, to prevent
action by other persons pursuant to orders of the Commission, or to
seek relief against corporate management for alleged misconduct.
The nature and disposition of these proceedings are as follows; .. .. -

Complaints for judgments declaring act to be unconstitutional:

mmission dismissed as party on its own motion_ ... __________ - 22
Proceedings dismissed or discontinued__.__.____________________ .26
Declaratory judgment issued; reversed on appeal __________.____. -1
Act held inapplicable to plaintiffs; constitutionality not deter

mined. e eeccmccccecccceeeeeoZ 8
-~ 52
Complaints for injunctions against the Commission, dismissed..__.. 3
Petition for writ of mandamus against the Commission, denied_... =~ .1
Complaints for injunctions against other persons:
Dismissed - - _ . ___. 5
Determined consistently with Commission order.______..____. 1
— 6
Actions seeking relief for corporate mismanagement:
Settlements approved . .. ___________________.________._.= "
Proceedings dismissed__ - _ ... "3 7%
Dismissal of complaint reversed . - ... oo o_oooo_____o 1T "
Pending June 30, 1949 _ .o eea_.= 1

Actions relating to defendants’ see. 11 (e) plans, pending_.____..

Total disposed of - e
1 Goldstein v. Grosbeck, 142 F. 2d 422 (C. A. 2, 1944), reversing 42 F. Supp. 419 (S. D. N. Y. 1941), cert, den.
32 U, 8. 737.

The three proceedings for declaratory judgments in which the act
was held inapplicable involved companies in reorganization under
the Bankruptcy Act when the Holding Company Act became law.
The distriet court order holding that the act was unconstitutional %
was reversed by the court of appeals; the Supreme Court denied
review.

Plaintiffs appealed from the dismissal of one of the injunction
actions against the Commission, and from two of the injunction
actions against other persons in which the Commission intervened
as g party defendant. In each case (two of them decided before and
one after the end of the fiscal year) the court of appeals affirmed the
decision of the district court.”

The Commission appeared as amicus curige or as intervenor in the
listed cases where relief was sought for corporate mismanagement
and supported the two settlements;* the Commission took no position
on the merits in the other cases but appeared in order to avoid con-
flicts between the court proceedings and related proceedings pending
before the Commission.

5 In re American States Public Service Co., 12 F. Bupp. 667 (D. Md., 1935).

48 Burco, Inc. v. Whitworth, 81 F, 2d 721 ((3. A. 4, 1935), cert. den. 297 U. 8. 724,

7 Okin v. 8.E.C., 130 F. 2d 903 (O. A. 2, 1942), cert. den. 317 U. 8. 701; Phillips v. The United Corp, 171 F,
24 180 (C. A. 2, 1948) rehearing denied 1-11-49; North American Utility Securihies Corp. v. Posen, 176 F. 3d
184 (C. A~ 2),1949) affirming 82 ¥. Supp. 16 (8. D. N. Y. 1948)

48 Ladd v. Brickley, 158 F, 2d 212 (C. A. 1, 1946), cert. den. 330 U. B, 819, reheariu%%?nied 330 U. 8. 855;
Illinois-JTowa Power Co. v. North American f,iaht & Power Co., 74 F. Supp. 317 (D. . 1047).
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Criminal Prosecutions

Five of the 246 proceedings were prosecutions of three corporate
and four individual defendants for criminal acts in connection with
the enforcement of the act. There are summarized as follows:

Indictments charging conspiracy to violate and violations of the act_ .. ____
Indlctmentg charging perjury before officer of the Commission, defendants
convieted. o - cccm—cm—eee

In one of the cases charging conspiracy to violate and violations
of the act, the two defendants (a corporation and an individual)
were found guilty and the judgment was affirmed on appeal;* in
the other the two defendants (corporations) pleaded guilty. Of the
three cases charging perjury before an officer of the Commission,
one resulted in a conviction affirmed on appeal,®® one in a8 plea of
guilty, and one in a plea of nolo contendere (no contest).

& Fgan v. United States, 137 F, 2d 369 (C. A. 8, 1943), rehearing denied 9-9-43,
¥ Bochm v. Uned Statea, 123 F. 2d 791 (C. A. 8, 1941), rehearing denied 11-26-41.



PART IV

PARTICIPATION OF THE COMMISSION IN CORPORATE
REORGANIZATIONS UNDER CHAPTER X OF THE BANK-
RUPTCY ACT

Chapter X of the Bankruptcy Act, as amended in 1938, governs
the reorganization of corporations (other than railroads) in the
Federal courts. The Commission (at the request or with the approval
of the court) participates in proceedings thereunder to provide
independent expert assistance in the proceedings, and upon sub-
mission to it of plans of reorganization to prepare formal advisory
reports on such plans. The Commission has no statutory right of
appeal in any such proceeding, although it may participate in appeals
taken by others.

The Commission does not administer chapter X. It acts in a
purely advisory capacity. It has no authority either to veto or to
require the adoption of a plan of reorganization or to render a decision
on any other issue in the proceeding. The facilities of its technical
staff and its impartial recommendations are placed at the services
of the judge and the security holders, affording them the views of
experts in a highly complex area of corporate law and finance.

THE COMMISSION AS A PARTY TO PROCEEDINGS

During the 5-year period from July 1, 1944, to June 30, 1949, the
Commission participated as a party in the chapter X reorganization
of 188 companies with aggregate stated assets of $2,201,388,000 and
aggregate stated indebtedness of $1,526,599,000. During the 5-year
period the Commission filed notices of appearance in proceedings
involving 56 companies (with aggregate stated assets of $442,538,000
and aggregate stated indebtedness of $413,778,000). Eleven of these
participations were at the request of the judge; 35 were upon approval
by the judge of the Commission’s motion to participate.

Proceedings involving 93 debtors were terminated during the
5-year period, so that as of June 30, 1949, the Commission was partici-
pating in proceedings involving 95 companies with aggregate stated
assets of $1,586,111,000 and aggregate stated indebtedness of $1,049,-
915,000.

During the past fiscal year the Commission participated in proceed-
ings involving the reorganization of 101 companies! whose stated
assets were $1,670,445,000 and aggregate indebtedness, $1,163,049,000.
During the year the Commission filed its notice of appearance in 9
new chapter X proceedings. Three were filed at the request of the
judge. In 6 the judge approved the Commission’s motion to partici-
pate. These 9 new proceedings involved 13 companies (9 principal
and 4 subsidiary debtors) with aggregate stated assets of $108,390,000
and aggregate stated indebtedness of $99,417,000. Proceedings in-
volving 5 principal debtors were closed during the year.

1 Apgendix table 23 contains a completc list of reorganization proceedings in which the Commission partict~

pated during the year ended June 30, 1949,
2 Appendix table 22, pts. 1 and 2, classify these debtors according to industry and size of indebtedness.
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Problems Involving the Trusteeship

One of the objectives of chapter X, in amending its predecessor
statute section 77B, was to make adequate provisions for trusteeships.
The law now requires that an independent trustee be appointed where
the corporation is of substantial size.. The trustee is required to be
primarily responsible for the operation of the corporation’s business
during the proceeding, to examine and evaluate the reasons for the
debtor’s financial difficulties, to appraise the ability and fidelity of its
management and to formulate and file a plan of reorganization. The
independent trustee was thus made the focal point of the reorganiza-
tion process and, by reason of his duties, it is obvious that the success
of the reorganization depends largely upon the thoroughness, skill,
and loyalty with which he performs his tasks. A prominent part of
the Commission’s work under chapter X has involved its concern with
the functions of the trustee.

The Commission has continued its policy of careful examination
of the qualifications of trustees in the light of the standards of dis-
interestedness prescribed by the statute for trustees and their counsel.
In several cases, sufficient evidence of conflicting interests was devel-
oped to warrant an appearance by the Commission before the court
for the purpose of urging the removal of trustees. In a pending pro-
ceeding the Commission sought the removal of the so-called dis-
interested trustee upon the grounds, among others, that he was director
and stockholder of a bank which had financial dealings with the debtor
and which acted as indenture trustee for certain issues of the debtor’s
securities, that he had permitted an officer of the debtor, associated
with the parent company of the debtor for many years, to assume a
leading role in the preparation of an investigation report by the
trustee as to whether claims existed against the parent company, and
that the trustee in other ways had abdicated his responsibilities to
the management of the debtor and the parent company.? The Special
Master to whom the Commission’s application was referred concluded
that thfi trustee should be removed from office. Thereafter the trustee
resigned.

In proceedings involving two debtors* the Commission objected
to the final accounts of a trustee who had resigned, and urged that
he be surcharged upon the ground, among others, that he had knowingly
permitted certain of his employees to trade in the securities of the
debtors and their subsidiaries. The Special Master agreed that trad-
ing in these securities was a breach of fiduciary duty and that the
trustee’s knowledge and acquiescence rendered him culpable and liable
for surcharge to the extent of the profits. The district court has
approved the recommendation of the Special Master and an appeal is
pending. In another case,® the Commission asked that a former
trustee be surcharged on the ground that he had been negligent and
faithless in that be had obtained services and supplies from the debtor
without payment and that he had authorized unnecessary expenses
and received “kick-backs.” The district court agreed that the evi-
dence showed negligence and a low fiduciary standard but not that
the trustee received ‘kick-backs.” It held that because of his ineffi-

3 In re Pittsburgh Railways Co.,, W. D, Pa.
4 In re Federal Facilities Realty Trust, National Realty Trust, N, D. 111,
§ In re P-R Holding Corporation, 8. D. N, Y,
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cient and negligent management he was not entitled to compensation
for his services in operating the debtor and that he must be surcharged
for the amount found to have been received by him. However, since
there was no finding of malfeasance, the court permitted him a fee
for that part of his services which had been devoted to the formula-
tion of an acceptable plan of reorganization.

Under chapter X the court may designate as an additional trustee
an officer, director or employee of the debtor for the sole purpose of
assisting in the operation of the business. The Commission has urged
that this should be done only in the exceptional case, since the services of
an executive of the debtor may be obtained by employing such executive.

The Commission has found it increasingly necessary during the
past 5 years to prevent encroachment by the additional trustee upon
the special functions delegated to the independent trustee, such as
the investigation of the affairs of the corporation and corporate causes
of action, the preparation of a report of such investigation, and the
formulation of a pfan of reorganization. Although the responsibilities
of the additional trustee do not assume the proportion of those of the
disinterested trustee, his key position in assuming joint responsibility
with the independent trustee for operations of the debtor, and his
resultant close association with the independent trustee, make it
essential that he also be free from interests which are materially adverse
to those of the estate or of any class of security holder. During the
past 5 years the Commission has taken steps to have the additional
trustee resign or be removed because of conflicting or adverse interests,
particularly on the ground of the existence of causes of action on behalf
of the estate against him or against the management. In these cases
the additional trustee usually tendered his resignation after informal
conferences.

Problems in the Administration of the Estate

Frequently during the past 5 years the question has been pre-
sented of the adequacy of the independent trustee’s investigation of
the debtor’s operations and of the reasons for its financial plight.
In several cases, the Commission advocated the retention by the
trustee of an independent expert qualified to appraise the debtor’s
property, make valuations, or report upon the efficiency of the debtor’s
operations.®

In administrative matters, the Commission has attempted to dis-
courage hazardous speculation. In the case of a real estate and mort-
gage holding corporation having a large, matured debenture issue,
the Commission successfully argued that pending the adoption of a

lan of reorganization the trustees should maintain a high degree of
iquidity; pursue a conservative course with respect to making new
investments, subject to court approval on notice to the parties; and
generally abstain from buying new mortgages which are by their
pature not ordinarily liquid. In another case involving a large
investment company whose major holdings consisted of the common
stocks' of two subsidiary investment companies, the Commission
urged that the speculative character of the enterprise be reduced by
the retirement of senior preferred stock and debt by the subsidiaries

$ See In re ((})hﬁ!lda Co., 8. D. N. Y.; In re Piltsburgh Railways Co., W. D. Pa.; and In re VanSweringen
. . Ohio.

, N.
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and subsequently by the liquidation and dissolution of one of the
subsidiary companies. The first part of this program was carried
out and the second part is pending before the court.

Another administrative problem is the accumulation by many
debtors of substantial amounts of cash in excess of operational require-
ments. In these cases the Commission has urged that at least partial
payments be made to creditors on account of their claims against the
estate. In several cases the power of the distriet court to authorize
such distribution in advance of a plan of reorganization was ques-
tioned before the Court of Appeals for the Second Circuit. In one
case a stay was denied and the appeal withdrawn 7 and in another
case the order for distribution was affirmed without opinion.! Re-
cently the Court of Appeals for the Third Circuit handed down a
written opinion, holding that the district court had the power to
direct interim distributions.®

One of the important functions of the trustee is to investigate
possible claims against the old management or other persons and to
assure their diligent prosecution. During the past 5 years the
Commission has not only helped trustees in their investigation of
possible causes of action, but has undertaken its own investigation.
Where trustees have neglected this duty or have been less than
thorough, the Commission has asked the court to direet the trustee
in order to get adequate results.

In several cases the investigation made by the Commission, or in
which the Commission assisted, was the basis for compromises and
settlements favorable to the estate and to public bondholders. In
some cases, the settlement was arrived at after suit was commenced.
Such compromises have resulted in either the disallowance or reduc-
tion of claims against the estate thereby increasing the participation
of public investors, or in the recovery of funds which would inure to
the benefit of the public investors. Although the Commission has
opposed inadequate offers of compromise, it is generally in favor of
the compromise of disputes as a method of reaching a fair and equi-
table result.

Responsibilities of Fiduciaries

The Commission is concerned with the qualifications of indenture
trustees, committees, attorneys, and other representatives of security
holders. The Commission has brought several proceedings to dis-
qualify committees whose members were in conflicting positions. In
one case the Commission sought to disqualify members of a committee
upon the ground that, having served as directors of the debtor and
having joined in the submission of the debtor’s voluntary plan pro-
posed to bondholders prior to the chapter X proceeding, they had
developed such a close affinity with the debtor and its controlling
persons that they were not in a position to give exclusive loyalty to
bondholders. The district court agreed with this position.” In
another case the Commission urged that a committee for bondholders
be disqualified because it had been organized and sponsored by the
controlling interests of the debtor. It was pointed out that the

1 In re Realty Associates Securities Corp., 58 F. Supp. 220 (E. D. N. Y. 1944).
8 In re Warner Sugar Corp., 8. D. N, Y.

9 In re Industrial Office Building Corp., 171 F. 2d 890 (1949).
10 In re Realty Associates Securities Corporation, 56 B. Supp. 10081(S. D. N. Y. 1044).
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members of this committee would necessarily be called upon to
review the conduct of the previous management. The court sustained
this view, holding that representatives of security holders must be
free of conflicting interest, must give loyal and disinterested service,
and that a fair conclusion from all the circumstances was that the
committee was primarily formed to represent the management inter-
ests and not the public bondholders.! The court also agreed that
withdrawal by the management interests from the committee did not
change the situation. The court also sustained the Commission’s
position that trading in the debtor’s bonds by a committee member
was & basis for disqualification.

A far-reaching decision, in which the Supreme Court sustained the
views of the Commission in the field of fiduciary law, was handed
down in the case of Young v. The Higbee Co.'? In the reorganization
proceedings involving The Higbee Company, two preferred stock-
holders appealed in their own names from the order of confirmation
of a plan of reorganization, seeking greater participation for preferred
stockholders under the plan. Subsequently the stockholders sold their
stock, for an amount far in excess of its market value, to certain
creditors who were anxious to consummate the plan, and the appeal
was then dismissed. Another preferred stock holder, who had unsuc-
cessfully sought to intervene and prosecute the appeal, filed a petition
seeking to have the selling stockﬁolders account for the excess they
had received over the market value of their stock. The court held
that the selling stockholders owed an obligation to other stockholders
of their class to act in good faith even though they had prosecuted
the appeals in their own names, that since they in effect had settled
an appeal in which all other preferred stockholders were interested,
the fruits of the settlement properly belonged to the entire class.
The court also held that the chapter X court had ample jurisdiction
to require an accounting.

Another aspect of the conduet of fiduciaries which assumed impor-
tance during the past 5 years involved the buying or selling of claims
against or stock interests in the debtor. Trading in securities of a
debtor in reorganization by trustees, directors, attorneys, committee
members, or other fiduciaries is a practice generally condemned by
the courts and the Commission in opinions and reports. The ac-
cess to inside information and, frequently, the influence over the
course of reorganization which may be possessed by these fiduci-
aries highlight the conflict of interest engendered when a fiduciary
deals in the subject matter of his trust. They are cogent reasons for
strict enforcement of judicial sanctions. One sanction discussed
hereinafter, which the Commission has invoked is the denial of any
fees or reimbursement of expenses.'

Another sanction is the prevention of profit to fiduciaries by limiting
any claim they might have against the company to the cost of the
claim or by requiring them to account for any profits made in trading
securities of the company. This sanction has been applied, at the
instance of the Commission, to the directors of a corporation in

1 Iy re International Railway Company, W.D. N. Y., July 7, 1949,
12324 U. 8. 204 (1945).
18 Beo section 249 of chapter X and Woods v. City Naiional Bank, 312 U. 8, 262 (1941).
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reorganization under section 77B, where the debtor was continued in
possession.!

The court held that directors who, .during their incumbency,
purchased bonds of the corporation in reorganization should be
limited to cost because of the breach of trust involved. In another
case the Commission sought limitation to cost where an individual
acquired bonds with the aid of an indenture trustee for bondholders
through activities which appeared to constitute a breach of the
latter’s fiduciary obligation.’® The court entered an order limiting
the purchaser to the cost of his bonds. Trading by a committee
member in the securities of the subsidiaries of a debtor corporation was
discountenanced by the Commission in another case and a satisfactory
settlement involving payment of his profits to the company was
approved by the court.”® The application of the same rule has been
advocated by the Commission in a series of cases during the past five
years where the fiduciary purchased at a discount claims against the
corporation prior to the inception of chapter X proceedings but during
a period when the corporation was insolvent. In the (%?)mmission’s
view the fundamental basis for the rule, the clash of adverse interests
created by the trading in claims against the debtor, is equally applica-
ble whether the corporation is insolvent and in need of rehabilitation
or is actually undergoing judicial reorganization. The Commission
has urged that the rule be applied to directors and officers of the
insolvent corporation, a managing agent having supervision of its
affairs, members of a bondholders’ committee, and near relatives or
business associates of such fiduciaries. Such cases have in several
instances been disposed of by compromise and settlement.’” The
matters are pending in other cases,’ one before the Supreme Court.*®

Apart from special cases, however, the Commission has taken the
position that security holders are to be treated equally regardless of
when or at what price their securities were purchased. The Commis-
sion has successfully opposed an investigation into purchases of
securities at less than par by public security holders.® The Commis-
sion argued that the reasons for the rule against such purchases by
fiduciaries did not apply to members of the public and pointed out
that, unless trading by the public were unimpeded, securities of
companies in reorganization would become unmarketable—no one
would purchase securities if the price actually paid would become the
maximum he could recover from the estate.

Activities with Respect to Allowances

A major objective of the Commission in its advisory capacity is to
protect the estate from exorbitant and inequitable charges, and, at
the same time, to seek fair compensation for applicants so as to
encourage legitimate creditor and stockholder participation in the
reorganization process.

U In re Philadelphic & Western Railway Co., 64 F. Supp. 738 (E. D. Pa.t1946). A'settlement was subse-
2 lf;g}tmeq'd ot A LW Sub: 1 tated and ed
nreJe errace Bu ., N. D.1ll. 8Su uent| settlement 23 roved.
11 1 ve B Pl & r:g rnaif ru, Woe DI ieq W . —— mott
' re ierce Co., N. D. Iows, West. Div.; In re Warner ar Corp., 8. D.N. Y.; In re Gra:
Corp 8. D.N. Y I re Drake Stadium and Field House Corp., 8. sg.alowa, Gent. Div.s In re 358 Kighth
W In r¢ Wade Wade Park Manor ., N. D. Ohio; In re Franklin Building Company, 83 F. Supp. 263
(E. D, Wiso. 1048), appeal pending in 0. A. 7. ' n0 Compant, PP
" Manuquurera Trust Cv, v. Becker (In re Calton Crescent, Inc.), certiorari to O. A. 2, 173 F, 24 944 (1049).
®Inre burgh Raflways Co., 159 F. 2d 630 (C. A. 3, 1046), cert, den.
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The Commission itself receives no allowances from estates in
reorganization and presents a wholly disinterested and impartial view.
The Commission endeavors to obtain a limitation of the aggre-
gate fees paid in any one case to an amount which the estate can
feasibly or should fairly pay. Fee applications are carefully studied
and recommendations are made to the end that unnecessary duplica-
tion of services and nonbeneficial efforts shall not be recompensed
and that applicants shall be regarded on the basis of their relative
contribution to the administration of the estate and the adoption of
a plan of reorganization. Specific recommendations are made to the
courts in cases in which the Commission has been a party and is
familiar with the services of the various parties and with all significant
developments in the case.

An important question that arose during the past 5 years involved
the extent of the jurisdiction of the chapter X court with respect to
fees. Contending that complete judicial scrutiny over the granting
of all fees in respect of the reorganization was essential to assure the
fairness of the reorganization, to prevent abuses, and to supervise
effectively the activities of representatives of security holders in the
proceeding, the Commission urged that the chapter X court had the
power and duty to pass upon the reasonableness of a fee agreement
between attorneys and a stockholders’ committee even though such
fees were to be paid by members of the committee and not directly
out of the estate.” In this case the district court held that it had no
jurisdiction to pass on the agreement and an appeal to the court of
appeals was dismissed for lack of prosecution. The issue again arose
in a suit to enforce the agreement and the Commission participated,
as amicus curiae, in an appeal to the Court of Appeals of the State of
New York from the denial of a motion to dismiss the complaint. That
court, upholding the Commission’s position, reversed the lower court’s
decision # and the case was taken to the Supreme Court upon a writ
of certiorari. The Commission again filed a brief as amicus curiae.
The Supreme Court held that it was the aim of chapter X to expand
judicial control over reorganization fees and expenses and that since
the determination of allowances is made an integral part of the process
of confirmation of a plan of reorganization, which is exclusively en-
t,rustegl3 to the bankruptey court, it may not be delegated to a State
court.

A subject that has been of considerable si%—njﬁcance during the past
5 years in the field of allowances in chapter X proceedings is the mat-
ter of freedom from conflicting interest as a prerequisite for receivin
an allowance. The Commission has contended that fees be grante
only for disinterested services rendered to the estate or security hold-
ers. In a number of cases during the past 5 years the Commission
successfully opposed the allowance of fees to persons who represented
interests adverse to those of the estate or the security holders, either
as a prospective purchaser of the debtor’s property, as prospective
underwriter of its securities, as landlord, or as tenant.?* In these cases

31 In re Pittsburgh Terminal Coal Corp., W. D. Pa.

3 Leiman v. Gultman, 297 N. Y. 201, 78 N. E. (2d) 472 (1948).

3 Leiman v. Guitman, 336 U. 8. 1 (1049).

M In re Congress & Senate Co,, 163 F. 2d 621 (O. A. 8, 1947); In re 32-38 North State Street Building Corp.

164 F. 2d 205 (C. A. 7, 1947); In ve Equitable Office Corp. (Aranow s ) (C. A. 2, 1849); In re
Rocky,Mounta(m Fuel Corporation, D. Oolo.; In re International end L:Flm Corp., D.'Nevada
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the Commission argued that, despite the fact that the services of ap-
plicants may have incidentally benefited the estate or contributed to
a plan of reorganization, they were rendered for the purpose of ad-
vancing special interests of their clients which were distinct and
different from that of the estate or other security holders. Under
these circumstances, the Commission was of the view that they should
look to their clients and not to the estate for their compensation.

The denial of allowances as a prophylactic measure to the end that
fiduciaries and representatives of security holders maintain appropriate
standards of conduct has been mentioned above. Specific applications
of this doctrine have continued to occupy the Commission’s attention
during the past 5 years. The Commission has opposed the granting
of fees to applicants in various cases where as fiduciaries they occupied
conflicting positions. For example, the Commission successfully op-
posed an allowance where an indenture trustee acted as such at the
instance of a bondholders’ committee.? In an analogous situation,
the Commission successfully objected to any allowance to the former
president of a debtor for services he had rendered as additional trustee
because investigation disclosed that he had participated in various
acts of mismanagement while acting as president, causing loss to the
corporation.?

In another case, the Commission objected to any allowance to an
attorney for stockholders on the ground that he had disclosed private
information regarding the reorganization proceeding to his brother-
in-law on the basis of which his brother-in-law had purchased stock
of the debtor. The Commission also pointed out that the attorney
had proposed a plan of reorganization under which his mother-in-law
would participate in and profit from the financing of a new common
stock issue. On appeal from a denial of a fee by the district court #
the Court of Appeals for the Second Circuit held that although the
disclosure by the attorney to his brother-in-law was a breach of trust,
it was an error to deny any compensation to the attorney as a matter
of law, but rather that it was within the discretion of the court as to
how much the fee earned by the attorney should be reduced because
of this breach.®? The Court of Appeals indicated that the attorney
had a personal interest, as distinguished from a financial interest, in
the underwriting participation of his mother-in-law and that this
interest was not sufficient to bar him from compensation in view of
the disclosure made to the court of the relationship.

The application of section 249, and the equitable principle which it
codifies—the denial of compensation to an attorney or other repre-
sentative of security holders who has traded in securities of the
debtor—has been a recurrent problem in chapter X cases during the
past 5 years. In several cases, the Commission took the position
that purchases of sales of securities by near relatives of a fiduciary
come within the application of the rule, In two cases the Commis-
sion’s contention was upheld,” in two cases it was not,® and others

3 In re Ritz-Carlfon Rest. and Hotel Co., 60 F. Supp. 861 (D. O. N. J., 1945).
:gnrc%nueﬂeangcmwgwhg?c., D.N. J’.F 8 D.N.Y )
nre itable g Corp., 83 F. Supp. 531 (8. D. N. Y. 1949).

28 Berner Vs Equuagiu B%ding Corp., — liP.pm —_ (1949 .

® I'n re Midland United Co., 64 F. Supp. 399 (D. C. Del. 1946) affirmed, 159 F. 2d 340 (C. A. 3, 1947); In
re Inland Gas ., 73 F'. Bupp. 785 (E. D. Ky.).

3 In re Penn Timber Co., D. C. Ore., no opinion; In re Philadelphia and Reading Coal and Iron Co.,61 F
8upp. 120 (E. D. Ps. 1945), appeal disallowed (O. A. 8, 1945).
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are pending. In another case the Commission successfully opposed
an applicant’s narrow interpretation of section 249 which would have
made its provisions inapplicable to attorneys who represent individual
creditors or stockholders as distinguished from committees or in-
denture trustees.®® The Commission has also been upheld in its
contention that trading in the securities of the subsidiary of a debtor
came within the scope of the statutory prohibition, particularly where
the subsidiary had claims against the parent and other adverse in-
terests existed.® Section 249 has also been held applicable to another
situation where the interest was an indirect one.®

INSTITUTION OF CHAPTER X PROCEEDINGS AND JURISDICTION
OF THE COURT

The Commission has participated in various cases during the past
5 years, as a party or as amicus curige, in order to establish the
jurisdiction of the chapter X courts over the entire reorganization
process to the complete extent intended by the statute.

In one group of cases, the Commission took steps to assure that the
investor safeguards of chapter X were not evaded and nullified by the
improper resort of a corporation to chapter XI1.** In accordance with
the decision of the Supreme Court in Securities and Exchange Com-
misston v. U. S. Realty and Improvement Co., 310 U. S. 434 (1940),
the Commission sought the dismissal of chapter XI proceedings
because the corporation had a substantial class of public security
holders. It was the Commission’s position that the provisions of
chapter X1, intended for the relatively small company, do not contain
the safeguards necessary to protect large classes of public investors
in the consummation of a fair, equitable, and feasible plan of reorgani-
zation. In one of these cases,® the resort to chapter XI was ap-
parently an attempt to raise money through the sale of stock without
registration under the Securities Act under the exemption afforded
by chapter XI in connection with a plan of arrangement.

During the past 5 years, the Commission participated in a group
of cases involving the question of “good faith” in the filing of a
petition as a prerequisite to approval of the petition by the court.
The Commission’s view in some of these cases was that the pendency
of a prior state court proceeding was not a bar to a chapter X pro-
ceeding since the prior proceeding did not contain safeguards for
investors comparable with those in chapter X. However, the courts
felt in these cases that the prior state court proceedings would serve
the interests of security holders sufficiently.?*® In another case, the
Commission supported the district court’s approval of the petition
against objection to the jurisdiction of the court on the ground that
the debtor was a nonprofit corporation which had been dissolved
under State law. The Commission argued that.the business enter-
prise conducted by the state court receiver was an ‘‘unincorporated
association” under the Bankruptcy Act and entitled to the benefits

31 Abrams v. 188 Randolph Building Corp., 151 F. 2d 357 (C. A.. 6, 1945) cert. den.
3 In re Midland United Co., supra.
ﬁ{n re Inland Power & Light Corp., N. D 111, (1947), appeal disallowed (J()J A. 7, 1047). .
s re Calton Crescent, Ine., 8. D. N. Y.; In re American Silver Corp., 8. D. Cal., Cent. Div.; In re Solar
Manufacturing Corp., 8. D. N, Y.
8 In re American Silver Corp:

rDe
3 In re Sheridan View Building Corp., 149 F. 2d 532 (C. A. 7, 1045), cerl. den.; In re St. Charles Hotel Co.,
140 F, 2d 645 (C. A. 3, 1945), cert. den,
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of the reorganization statute, but the Court of Appeals concluded
that there was no corporate entity and reversed the lower court’s
ruling.¥” The legal sufficiency of the petition for reorganization arose
in other cases. In one,® the Cormission urged that the petition
showed a need for reorganization to avoid sacri fice of values through
a forced sale, that chapter X contained appropriateisafeguards and
flexibility to protect investors, and that a plan could involve either
a sale of property at a fair upset price and a distribution of the pro-
ceeds or the issuance of new securities in a reorganized corporation
which would acquire the assets of the debtor. The Court of Appeals
affirmed this position. In another case,® the Commission success-
fully argued in opposition to a motion to dismiss the petition, main-
taining that secured creditors were proper parties to file a petition
for reorganization and that the petition alleged sufficient facts to
show preferential payments as an “act of bankruptcy.” On the
other hand, where the evidence failed to show sufficient facts to spell
out “insolvency’’ or ‘“‘acts of bankruptcy,” the Commission success-
fully urged dismissal of the petition.*

uring the past 5 years, two important aspects of the jurisdiction
of the chapter X court were settled in cases in which the Commission
actively participated—cases involving claims both on behalf of the
estate and against the estate. In a case involving a suit for $39,000,-
000 by chapter X trustees against directors, officers, and the controlling
stockholder of the debtor, the Commission appeared as amicus curiae
and supported the trustees’ contention that the chapter X court had
jurisdiction regardless of diversity of citizenship. The Commission
urged that Congress had purposely modified the Bankruptcy Act to
afford the reorganization trustee a wider choice of forum than the
bankruptcy trustee, having in mind the typical suit involving diver-
sion of assets and related misconduct bg insiders in large corporations
which have a national public interest. The Supreme Court upheld
this broad interpretation of the statute. In another chapter X
proceeding in which the Commission actively participated, the sum-
mary jurisdiction of the chapter X court to determine the ownership
of securities in or claims against the debtor and to enjoin interference
with the exercise of this jurisdiction was sustained.** The Court of
Appeals for the Third Circuit also sustained thé position of the Com-
mission that the district court had the power to restrain the transfer
of claims against the estate in order to preserve its jurisdiction over
the claims and to protect the estate against the loss of asserted equi-
table defenses.

A similar question of the jurisdiction of the chapter X court arose
in a case where the court had approved and allowed the settlement of
claims against the debtor by its subsidiary.® Certain stockholders
of the subidiary brought suit against the subsidiary in another court
to enjoin consummation of the settlement agreement, alleging that
it was improvident and unfair. On motion, the chapter X court

3 In re Midwest Athletic Club, 161 F. 2d 1005 (C. A. 7, 1M47).

88 I'n re Diversey Hotel Corp., 165 F. 24 655 (C. A. 7, 1848), cert. den.

3 In re Third Avenue Transit Corp., 8. D.N. Y,

4 In re 52 West Randolph Co(r]poralion, N.D. 11

&t Austrian v. Williams, 331 U. 8. 642 (1047).

# In re International Power Securities Corp., 170 F. 2d 399 (1948). It is to be noted that the exercise of the
injunctive power of the court was upheld although the bonds and their bank custodian were beyond the

territorial limits of the district court and their alleged owner was an Italian corporation.
4 In re Central Siates Electric Corp., E. D, Va.
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issued an order restraining the stockholders’ suit and requiring the
stockholders to submit the issues raised in the reorganization pro-
ceeding. The Commission supported the motion on the ground that
the chapter X court had exclusive jurisdiction over the allowance of
claims against the estate and that the stockholders were in effect
interfering with the reorganization proceeding. After hearing the
objections to the settlement, the court overruled them.

}I‘he extent of the chapter X court’s jurisdiction over reorganization
matters was broadly defined in another decision during the past 5
years. In the proceedings involving Pittsburgh Railways Co., the
Commission actively supported a petition to have the court assert
jurisdiction for purposes of reorganization over various subsidiary
companies and associated companies, which were not nominally
before the court, in order to effectuate a complete reorganization of
the Pittsburgh transit system. The Commission, calling attention
to the urgent necessity of a system-wide reorganization, argued that
the separate corporate entities of the so-called underlier companies
should be disregarded to achieve a workable plan under the facts of
this case where the enterprise had always been conducted as a unit,
operations were unified, and the affairs of the companies inextricably
intermingled. The Court of Appeals for the Third Circuit sustained
this position and reversed the district court which had denied the
petition.*

PLANS OF REORGANIZATION UNDER CHAPTER X

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

Fairness

Underlying the Commission’s approach to the problems of fairness
or reorganization plans under chapter X is the cardinal principle that
full recognition must be accorded to claims in the order of their legal
and contractual priority, either in cash or new securities, and that
junior claimants may participate only to the extent that the debtor’s
properties have value after the satisfaction of prior claims or to the
extent that they make a fresh contribution necessary to the reorgani-
zation of the debtor. A valuation of the debtor’s assets is essential
to provide a basis for judging the fairness as well as the feasibility of
proposed plans of reorganization. The Commission has continued
to recommend that the proper method of valuation for reorganization
purposes is primarily an appropriate capitalization of reasonably
prospective earnings. These principles as to the recognition of priori-
ties and as to valuation, laid down in a series of Supreme Court de-
cisions, are firmly established. Nevertheless, the Commission has
been called on during the past 5 years to reiterate the arguments
originally’ advanced in support of these principles. For example, in
the reorganization proceedings involving the Chicago transit system,
junior security holders relied upon a rate base valuation of the prop-
erties, upon a price fixed by a formula in the original franchises of the

 I'ns re Pittsburgh Railways Co., 165 F. 2a 477 (1846), cert. den,
862940—50-——11
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debtors in 1907, upon book values, and upon a hypothetical condem-
nation figure, in an attempt to reach a substantially higher figure than
a proposed purchase price for the properties and the valuation esti-
mated by the Commission. Replying to these contentions, the Com-
mission indicated in its advisory report that reorganization values are
dependent upon probable future earnings and that, on the basis of the
record and the applicable rules of priority, the junior security holders
should be denied any participation. The plan was amended accord-
ingly and approved by the district court and affirmed by the Court
of Appeals.®

In connection with the fairness of plans and the treatment of claims
against the estate, the Commission has been concerned with situations
where mismanagement or other misconduct on the part of a parent
company or a controlling person required that the claim of such person
be subordinated to the claims of the public investors or that participa-
tion be limited to cost. Such matters must be given full consideration
since they form an integral part of the concept of the “fair and
equitable’” plan.

The increasing prosperity of business during the past 5 years has
enabled various debtor corporations to solve their financial problems
and in many cases has shaped the course of the reorganization. In a
number of cases, it was felt that a sale of the assets of the debtor would
be more beneficial for security holders than a plan involving the ex-
change of new securities for old securities. The legal basis forlplans
involving sales has been affirmed in various cases in which the Com-
mission was an active participant in supporting the power of the chap-
ter X court.*s

The relative prosperity of debtor corporations was also reflected
during the past five years in an increasing number of cases dealing
with questions of interest. In the Childs Company case the Com-
mission successfully urged the general equitable rule that, where full
payment is ultimately made, prior partial payments are to be applied
first to accrued interest and then to principal. Following its policy
of according to senior creditors all their contractual rights before
participation by junior creditors, the Commission supported the claim
of first mortgage bondholders to interest on overdue interest as
provided for under the terms of the mortgage indenture in the pro-
ceedings involving Inland Gas Corp. The Supreme Court, however,
in Vanston Bondholders Protective Committee v. Green, 329 U. S. 156
(1946), adopting an approach to the problem which had not been
argued by any of the parties, held that it would be inequitable to
permit the payment of interest on interest under the circumstances
of the case.” The Court held that the failure to make interest

4 In re Chicago Railways Company, 160 F. 2d 50 (C. A. 7, 1947), cert den. See also Tyinity Buildings Corp.

?1%4 gtockholden’ Commitiee v. 0’ Connell, 155 F. 2d 327 (C. A. 2, 1046); Dudley v. Mealey, 147 F. 2d 268 (C. A.
y ]

48 In re Lorraine Castle Apartments Building Corp., Inc. 149 F. 2d 55 (C. A. 7, 1945) cert. den. October 8,

1945; I'n re Chicago Railways Company, 160 F. 2d 59 (C. A. 7, 1947).
t"tgt mzzy be observed that the Commission’s brief before the Supreme Court contained the following
statement:

“The validity, as a matter of gublic policy, of a covenant for interest on interest, as applied to interest
accruing since the date of 8 Federal equity receivership or bankruptey proceedings, might conceivably
be regarded as a proper subject for independent decision by the Federal court, even in the absence of direct
legislation. The consequence of such a holding would be to afford greater uniformity and certainty in
dealing with a problem which appears to be arising with increasing frequency in reorganization proceedings
and occasionslly in the Staje courts. We recognize, however, that there is no precedent for such a rule.
The closest analogy would appear to be those cases holding that the equitable status of certain claims is a
matter of bankruptey law.”
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payments promptly was the result of judicial action and bondholders
should not receive added compensation by way of penalty.

The Commission was not successful in another case involving the
payment of interest to creditors. The Commission urged in that
case that the aggregate claim of principal and interest which had
accrued prior to the commencement of the proceeding should be
treated as though it were a judgment against the estate. Such a
judgment would carry interest on the over-all amount up to the
date of payment and would include interest on the interest which had
accrued prior to the date of the proceeding. The Commission argued
that the filing of the petition for reorganization restrained creditors
from pursuing their usual remedy by way of judgment and execution,
but this stay should not be utilized to affect the substantive rights
which would normally follow when creditors obtain a judgment.
The district court sustained the Commission’s view but the court of
appeals reversed, holding that interest was not payable on that por-
tion of the claim which represented unpaid interest accrued prior to
the date of the chapter X petition, citing the Vanston case.® Another
issue in that case was settled by the court’s holding that interest on
the principal amount of the claim continued to accrue, after the
institution of chapter X proceedings, at the contract rather than the
legal or ‘“judgment” rate where the covenant was to pay interest
until the principal “shall be duly paid.”

In two subsequent cases the Commission was sustained in its
position regarding interest. In Empire Trust Co. v. Eguitable Office
Building Corp., a debenture provision for the payment of interest at
5 percent “until such principal shall be paid’’ was likewise construed
as fixing the postmaturity rate applicable during the pendency of the
reorganization proceeding and as negativing the 6 percent legal rate
which might otherwise have been applicable.®® In Delatour v.
Prudence Realization Corp., where guaranteed certificates of participa-
tion in a 6 percent mortgage issued by the debtor provided for the
remission of only 5% percent interest to the public certificate holders
by the guarantor servicing-agent, the public certificate holders were
nevertheless allowed the 6 percent mortgage interest to the exclusion
of the guarantor following default on the guaranty.® The court
held that the one-half percent interest represented compensation due
the guarantor for its guaranty and for servicing the mortgage, both
of which terminated upon default.

Feasibility

That reorganizations are often attributable to a lack of feasibility
in prior reorganizations is attested by the fact that numerous chapter
X proceedings involve companies which had previously been “reorgan-
ized” in equity receivership cases or under section 77B. In order to
avoid a similar record as to chapter X cases, with its attendant expense
and injury to investors, the Commission gives & great deal of attention
to the economic soundness and feasibility of plans. In this connection
the Cominission is particularly concerned with the adequacy of work-
ing capital: the relationship of funded debt and the capital structure

9:6 In re Realty Associales Securities Corporation, 163 ¥, 2d 387 (1947), reversing 68 F. Supp. 416 (8.D.N. Y.

#7167 F. 2d 346 (C. A. 2, 1848),
#0167 F. 2d 621 (O. A. 2, 1048).
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as a8 whole to property values; the adequacy of corporate earning power
in relation to interest and dividend requirements; the necessity for
capital expenditures; and the effect of the new capitalization upon the
company’s prospective credit. During the past 5 years the Commis-
sion has continued to encounter opposition on the part of representa-
tives of security holders who are reluctant to scale down debt because
they desire to retain tax deductions based on interest payments.
These parties are disposed to base values and capital structures upon
inflated earnings because they either overlook the extent to which
earnings are inflated or hope they will continue long enough to permit
debt to be reduced to manageable proportions. In most cases, even
where the Commission’s view of a feasible debt issue has not been
accepted, the debt adopted under the plan of reorganization was
reduced to a much greater extent than desired originally by the parties,

Modification of Plan

The Equitable Office Building case presented the problem of amend-
ing a plan after it had been approved and confirmed by the court and
was about to be consummated by the transfer of assets to a new
reorganized company and by the distribution of new securities. Two
common stockholders, dissatisfied with the small amount of new com-
mon stock allotted to them under the plan, presented a financing
proposal under which stockholders would receive rights to buy the
stock of the new company, an underwriter would buy all unsubscribed
shares, and the proceeds would be used to pay debenture holders in
full. The marked improvement in the real estate market made this
proposal possible. Debenture holders opposed this proposal since the
market price of debentures had risen far above the amount due on the
debentures, reflecting the market’s appraisal of the increase in values.
The Commission supported the stockholders’ petition to amend the
plan on the ground that debenture holders had no vested rights under
the plan prior to consummation of the plan and that stockholders
should be permitted to salvage whatever equity existed. The court
of appeals sustained the petition of the stockholders, holding that
even after confirmation debenture holders had no legally protected
interest beyond prineipal and interest due them.®
Consummation of Plan

Frequently, the plan of reorganization contains provisions relating
to the terms to be incorporated in corporate charters, bylaws, trust
indentures, and other instruments which are to govern the internal
structure of the reorganized debtor. In other cases these details are
left for the approval of the court upon consummation of the plan. In
both cases, the Commission pays careful attention to these matters
and endeavors to obtain the inclusion of protective features and safe-
guards for investors. Among numerous other matters, the Commis-
sion has urged and generally favored provisions for cumulative voting
for directors, pre-emptive rights for stockholders, provisions making
lists of stockholders available for inspection, the ratification by stock-
holders of the selection of auditors, and, in certain instances, a limita-
tion upon compensation for management. The use of the voting
trust as a control device has been suggested in various cases in which
the Commission participated. Unless justified by the special and

M Knight v. Wertheim, 168 F, 2d 838 (O. A. 2, 1046).
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unusual circumstances of the case, the Commission has opposed the
voting trust because it disenfranchises stockholders who are entitled
to a voice in the management of the enterprise. In those cases where
the Commission has agreed that a voting trust was necessary in the
interests of security holders, or where the voting trust was adopted
over the Commission’s objection, the Commission has sought to have
the voting trust agreement contain appropriate safeguards in the
interests of investors.

ADVISORY REPORTS

The preparation of advisory reports pursuant to section 172 of
chapter X represents only a small part of the activities of the Com-
mission in chapter X proceedings. Nevertheless, because of their
wide distribution and because they are usually filed in the larger cases,
which have a greater public interest, the advisory reports occupy a
prominent position in the reorganization field. They are a principal
means of contact between the Commission and the public in chapter
X matters. Generally speaking, an advisory report is prepared only
in connection with a proceeding involving a large public interest and
in which significant problems exist. The Commission has not filed
formal advisory reports in the bulk of the cases in which it has partici-
pated, but in all these cases it has advised the court in detail, orally
or by memorandum, of its views with respect to the various plans of
reorganization proposed in the proceeding.

During the past 5 years the Commission has filed eight advisory and
six supplemental reports. During the 1949 fiscal year, the Commis-
sion prepared three advisory reports, in the proceedings involving
Inland Gas Corp. and American Fuel & Power Co., Aireon Manufac-
turing Corp., and International Railway Co.



PARTZV
ADMINISTRATION OF THE TRUST INDENTURE ACT OF 1939

The term “trust indenture” when applied to corporate debt secu-
rities refers to an instrument underlying the securities in which cove-
nants of the issuer for the protection of the security holder are set
forth. A ‘“trustee,” usually a large bank, is commonly designated to
perform certain acts on behalf of the security holders. Before passage
of the Trust Indenture Act of 1939 the usual provisions in indentures
exculpating trustees so fully exonerated them from any responsibilities
to perform their duties that one court said that the term * trustee’ is
a8 “misnomer” (Haggard v. Chase National Bank, 287 N. Y. S. 541, 570)
and the Commission, in part VI of its Protective Committee Study
(1936)—relating to corporate trustees—stated that the *“so-called
trustee’” was ‘“merely a clerical agency.”” The act operates by requir-
ing the inclusion in indentures to be qualified of specified provisions
which provide means by which the rights of holders of securities
issued under such indentures may be protected and enforced. These
provisions relate primarily to the corporate trustee who must not
possess conflicting interests; must not after default, or within 4 months
prior thereto, improve his position as a creditor to the detriment of the
indenture securities; must make annual and periodic reports to bond-
holders; must maintain bondholders lists to provide a method of com-
munication between bondholders as to their rights under the indenture
and the bonds; and must be authorized to file suits and proofs of
claims on behalf of the bondholders. The act outlaws exculpatory
clauses used in the past to eliminate the liability of the indenture
trustee to his indenture security holders and imposes on the trustee,
after default, the duty to exercise the rights and powers vested in it,
and to use the same degree of care and skill in their exercise as a
prudent man would use in the conduct of his own affairs. Specified
evidence must be supplied by the obligor to the indenture trustee with
respect to the recording of the indenture and with respect to conditions
pﬁicedent to action to be taken by the trustee at the request of the
obligor.

The provisions of the Securities Act of 1933 and the Trust Indenture
Act are so integrated that registration pursuant to the Securities Act
of 1933 of securities to be issued under a trust indenture is not per-
mitted to become effective unless the indenture conforms to the re-
quirements expressed in the Trust Indenture Act of 1939, and such an
indenture is automatically ‘“qualified” when registration becomes
effective as to the securities themselves.! An application for qual-
ification of an indenture covering securities not required to be reg-
istered under the Securities Act of 1933, which is filed with the Com-
mission under the Trust Indenture Act, is processed substantially as
though such application were a registration statement filed pursuant
to the Securities Act of 1933.

The exemption provisions of the act incorporate most of the exemptions contained in the Securities Act
1933 and include several additional exemptions,
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The significance of the act in defining rights under indentures is
llustrated in The Continental Bank & Trust Co. of New York v. The
First Natioral Petroleum Trust? decided in 1946. The case involved
an interpretation of an indenture qualified under the Trust Indenture
Act. The indenture trustee sought to recover certain items of
overdue interest upon debentures. Intervenors, representing a
majority in amount of outstanding debentures, directed the trustee
not to bring any proceedings for a stated period and to waive the
default. A motion of the Commission for leave to appear, file a
brief and present oral arguments, as amicus curiae, was granted.

The court decided that an interpretation of the indenture qualified
under the act necessarily involves an interpretation of the act. With
respect to the attempt of the holders of a majority of outstanding
debentures to postpone and waive default in the interest payment,
the opinion stated that such action was contrary to the mandatory
provisions of section 316 (b) of the act which expressly prohibits
impairment of the right of a debenture holder to receive payment of
interest except where, under section 316 (a) (2), holders of not less
than 75 percent in principal amount of outstanding debentures con-
sent to postponement for not more than 3 years.

STATISTICS OF INDENTURES QUALIFIED

For the past 5 years debt securities have been qualified under the
act at the rate of about 2% billions of dollars in aggregate amount
each year. Specific figures are shown below:

Number of
. Aggregate
Fiscal year indentures
¥ ualified amount
98 | $1,791,190,320
136 2, 088, 457, 658
96 2, 664,671, 361

122 2, 445, 903, 580
124 2, 558,312, 365

576 | 12, 448,535,284

More detailed figures for the 1949 fiscal year are given below:
Total number of indentures filed under the Trust Indenture Act of 1939

Aggregate

Number amount
Indentures pending June 30, 1948 - . 7 $263, 780, 600
Indentures filed during fiscal year. === ... == reeeend] 127 2, 605, 823, 365
Total ool sl o L e e me st e T e T e e ST 134 2, 869, 603, 965

Disposition during fiscal d

Tndentures quolified-oe." St A S . 124 | 2,558,312,365

Amount reduced by amendment_ =l ——lceee. S - 10, 650,
Indentures deleted by amendment or withdrawn__.=. . 1 2, 500, 000
Indentures pending June 30, 1040, .o oo e imeccemceeee 9 298, 141, 600
Total.. ! s 134 | 2, 869,603,965

167 F. SBupp.’859 (D. C. R. L. 1046).
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During the 1949 fiscal year the following additional material relating
to trust indentures was filed and examined for compliance with the
appropriate standards and requirements:

One hundred fifty-five statements of eligibility and qualification
under the Trust Indenture Act;

Fifteen amendments to trustee statements of eligibility and
qualification;

One hundred fifteen supplements S-T, covering special items of
information concerning indenture securities registered under the
Securities Act of 1933;

Thirty-four amendments to supplements S-T;

Twenty-four applications for findings by the Commission relating
to exemptions from special provisions of the Trust Indenture Act
of 1930; and

Five hundred forty-one reports of indenture trustees pursuant
to section 313 of the Trust Indenture Act of 1939.



PART VI

ADMINISTRATION OF THE INVESTMENT COMPANY
ACT OF 1940

The Investment Company Act of 1940 requires registration of and
regulates investment companies—companies engaged primarily in
the business of investing, reinvesting, and trading in securities.
Among other things, the act requires disclosure of the finances and
investment policies of these companies in order to afford investors
full and complete information with respect to their activities; pro-
hibits such compsanies from changing the nature of their business or
their investment policies without the approval of the stockholders;
bars persons guilty of security frauds from serving as officers and
directors of such companies; regulates the means of custody of the
assets of investment companies and requires the bonding of officers
and directors having access to such assets; prevents underwriters,
investment bankers, and brokers from constituting more than a minor-
ity of the directors of such companies; requires management contracts
in the first instance to be submitted to security holders for their
approval; prohibits transactions between such companies and their
oﬂipcers and directors except on the approval of the Commission;
forbids 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.

REGISTRATION UNDER THE ACT

During the past 5 years, 69 new investment companies have been
registered under the Investment Company Act of 1940—predomi-
nantly open-end management companies (companies which redeem
their shares on presentation by the stockholders). During the same
5-year period about 185 registered management open-end and manage-
ment c?osed-end investment companies reported to the Commission
sales to the public of approximately $1,500,000,000 of their securities,
and redemptions and retirements of approximately $800,000,000,
leaving a net investment in such companies over the period by the
public of approximately $700,000,000. As of June 30, 1949, 358
investment companies were registered under the act. They have
total assets of approximately $3,700,000,000. These companies
are as follows:

Number of registered investment companies at July 1, 1944__ 371
Number of new investment companies registered during the
S-year period. _ . _ . 69
Number of registered investment companies whose registration
was terminated during the 5-yearperiod__. . _______________
Number of registered investment companies at June 30, 1949__ 358
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The 69 investment companies registered during the 5-year period
are classified as follows:

Management open-end . ___ . _____ . _______ . ______________. 42
Management closed-end 24
Bt o e oo e 3

Total - - e 69

The 358 investment companies registered at June 30, 1949, are
classified as follows:
Management open-end __ . ___________________
Management closed-end._.

Unib e o oo
Face amount.. .. __..___...__

Types and Investment Policies of Companies Formed

As indicated above most of the investment companies formed during
the last 5-year period have been of the open-end type, investing
primarily in common stocks although there was some tendency to
adopt a “balanced” investment policy, a policy which would require
the investment portfolios of the companies to include a specified
minimum of cash, bonds, or preferred stocks. In other cases, new in-
vestment companies have adopted so-called formula timing plans
whereby common stocks would be bought or sold at predetermined
levels of stock market averages. Another company, in a variation
from usual investment policies, has stipulated that normally at least
50 percent of its assets would be invested in so-called small com-
panies, defined as companies each with net worth of less than $15,-
000,000. One company has adopted a policy of limiting its invest-
ments as much as possible to securities of companies doing business
in the investment company’s State of incorporation.

One of the closed-end management companies formed during the
last 5 fiscal years is American Research & Development Corp.
Formed in 1946, the company announced and has carried forward a
policy of supplying venture capital to industry. Its management
includes professors at the Harvard School of Business Administration
as well as staff members of the Massachusetts Institute of Tech-
nology. At its inception the company desired to raise capital pri-
marily from insurance companies and other investment companies.
Although it was not contemplated that any one investment company
would Invest more than 5 percent of its assets in the new company,
it was desired to permit individual investment companies to acquire
more than 5 percent of the voting securities of the new company.
This proposal ran counter to the antipyramiding provisions of the act.
The new company applied to the Commission for an order excepting
the new company from this prohibition of the act. Because of the
nature of the new company’s proposed investment policies and the
fact that no one investment company would be in a position to exercise
cont:rol1 over the new company, the Commission granted the appli-
cation,

On its initial offering of securities American Research & Develop-
ment Corp. raised approximately $3,000,000, of which 10 percent was

t Investment Company Act release No, 934 (1946).
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contributed by insurance companies and 20 percent by investment
companies. These capital funds were invested in a wide variety of
new enterprises in various developmental stages, including a company
engaged in the manufacture of atomic radiation detecting devices,
and radioactive isotopes; & company engaged in catching, deveining
and freezing shrimp and other shell fish; a company engaged in tunsa
fishing and canning in the south seas; and companies engaged in
developing new inventions, such as house heating devices based on
the principle of jet combustion.

During the last fiscal year a second offering of the new company’s
securities was made to the general public in an amount which, if all
sold, would realize to the company an additional $4,000,000 of capital
for investment in new enterprises.

Selling Literature

The act requires literature (other than the statutory prospectus)
used in selling open-end investment company shares to be filed with
the Commission within 10 days after such literature is first employed
as selling material. During the last 5 years increasing use was made
in such literature of charts and schedules purporting to depict the
performance records of open-end companies. Many of these depic-
tions appeared to be misleading and inaccurate in material aspects.
Accordingly, during the 1949 fiscal year the Commission, in a public
release, commented upon aspects in which it deemed these charts and
schedules to be misleading. As a result of this release, representa-
tives of the Commission’s staff and of the National Association of
Securities Dealers and the National Association of Investment Com-
panies held a series of conferences in which a more uniform and
accurate method of portraying the performance of investment com-
panies was evolved to serve as a guide to the industry in general. In
an attempt to remove misleading comparisons from selling literature
conferences are now in progress in respect of charts and graphs pur-
porting to compare the performance of investment companies with
that of well-known stock market averages.

Other Data

The number of documents filed under the act by registered invest-
ment companies during the 1948 and 1949 fiscal years, together with
other related statistics, are tabulated below:

Fiscal year ended
June 30—
1948 1949

Number of registered investment companies:

Beginning of year.... 352 359

Registered during year. . ..o ceeccecce e 18 12

Terminations of registrations during year.. - 11 13

Number of companies registered at end of year_.._. 359 358
Notifications of registration___.. 18 12
Registration statements. . e aiceccetomecaanne - 14 12
Amendments to registration st: L2 ——- 38 31
Annual reports. . 218 228
Amendments to annual reports 28 46
Quarterly reports 762 788
Periodic reports, containing financial statements. to stockholders 688 662
Reports of repurchases of secutities by closed-end management companies.._........ 102 72
Copies of sales literature, - 2,110 1,910
Applications for exemption from various provisions of the act.....ecoxvz-a- yorozevenan 61 49
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Fiscal year ended
June 30—
1948 1949
Applications for determination that registered investment company has ceased to Qe
an investment company. . __-..___._..._ = 12 14
Amendments to applications______ = 42 35
Total applications: R I
Beginning of year. == 50 44
Filed during year____: sImliiiilniiaimollimac: 73 63
Disposed of during year__.... .- 79 75
Pending at end of year. . oo occemmemcne oo S, 4 32

APPLICATIONS FILED

Another function of the Commission in administering the act is to
pass on applications by investment companies for exemptions from
its provisions. The act permits exemption under appropriate stand-
ards. An example of the type of relief sought is the case of American
Research and Development Corporation which has already been
described.

On May 23, 1947, the Commission adopted rule N-5, which pro-
vides, in all but a limited number of cases, for a simplified procedure
designed to expedite the disposition of uncontested proceedings
initiated by application or upon the Commission’s own motion
pursuant to any section of the act or any rule or regulation thereunder.
The rule makes provision for the publication in the Federal Register
of the initiation of such proceedings and affords ample opportunity
for any interested person to request a hearing.

The most numerous of the applications filed arise out of the pro-
visions of the statute which forbid, in the absence of approval by the
Commission, purchases or sales of property or securities among in-
vestment companies and their affiliated persons. To approve such
transactions the Commission must find that they are fair as to price
and involve no overreaching. As a result the applications involve
unusual questions of valuation and inside influence. For example,
an investment company filed an application to sell a controlling block
of stock in a bank to an affiliated person. After consideration of a
record containing complex financial statistics in respect of, among
other things, the earning power and nature of the assets of the bank,
its competitive standing among banks in the same locality, the nature
of its loans and other transactions, and the market value of its stock
compared to that of other banks, the Commission concluded that the
company had not sustained the burden of proof that the price was
fair and therefore denied the application. Subsequently, a new
application was filed fixing a higher price for the securities and this
application was granted.

Data of the nature and disposition of various applications filed
under the act during the 194549 fiscal years follow:
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Nature and disposition of various applications filed under the Investment Company Act
of 1940 during the 6-year period July 1, 1944, to June 30, 1849

oags Number Filed Pending at
Section of the act vlvlgsdgfevghich application pending at | during | Disposed of during period | June 30,
July 1,1944| period 1949
2 (a) (9) Determination of question of 5 10(1 gl_?nted; 2 denied; 12 . _..___._..
control. wi Wl
3 (b) (2) Determination that applicant is 5 13]10 wgmuted; 1 denfed; 6 1
not an investment company. thdrawn.
6 (b) Employees’ security company 1 5|1 granted; 1 denied; 3 1
exemptions. withdrawn.
6 (c) Various exemptions not specifically 10 102 | 90 granted; 1 denied; 13 8
rovided for by other sections of the act. withdrawn.
6 (d) Exemption for small closedend in- |_._.._.._._. 1| 1granted.._. -
vestment companies offering securities
in intrastate commerce.
8 (f) Determination that a registered in- 7 81 | 76 granted; 2 denied; 7 3
vestment company has ceased to be an withdrawn.
investment company.
9 (b) Exem&tion of ineligible persons to 87 [-emnmmnn~| 11 granted———=e=e=cf— 13
serve as officers, directors, ete. .
10 (f) Exemption of certain underwriting |_..._....._.. 7| 7granted. . oo )i
ions.
11 (a) Approval of ferms of proposed 1 3 | 3 granted; 1 withdrawn.___{______.._...
security exchange offers.
12 (g) Approval of acquisition of control {.ueu — 1} 1withdrawn. oo .o_o.
of insurance company.
17 (b) Exemption for proposed transac- 7 135 | 111 granted; 3 denied; 21 7
tions between registered investment withdrawn.
companies and affiliates.
17 (d) Approval of certain bonus and |.--c-ooee . 39 { 34 granted; 3 withdrawn._._ 2
profit-sharing plans.
23 (c) (3) Approval of terms under which 1 9 | 6 granted; 3 withdrawn..._ 1
closed-end investment company may
purchase its outstanding securities.
25 (b) Advisory report on proposed plan |._____....___ 211 report made; 1 with- [_.____.._....
of reorganization. drawn.

CHANGES IN RULES

The act, in numerous instances, authorizes the Commission, within
standards set by Congress, to prescribe rules and regulations to insure
the protection of security holders of investment companies. Important
instances of such exercise of the Commission’s rule-making power over
these companies during the past 5 years have been in connection with
the custody of their portfolio assets, the bonding of their employees
having access to such assets, and pension and profit-sharing plans.

The act permits investment companies to maintain their assets in
the custody of a bank or in their own custody. In the latter case the
Commission may by rule prescribe the conditions of such custody.
The act, however, does not define ‘“‘custody of a bank’ as against
custody of its assets by the company itself. Accordingly, the Com-
mission during the last 5 years has amended its custody rule to
define “custody of a bank’” as custody subject to the investment
company’s direction but without power in the company’s officers or
employees to withdraw such assets on their mere receipt given to the

A new rule promulgated by the Commission during the last 5 years
requires the bonding of officers and employees of investment companies
who have access to their assets or the general power to direct the dis-
position of such assets. The rule leaves to the best judgment of the
management of the investment company the amount and conditions
of the bond. However, the bond is required to be filed with the
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Commussion, and the Commission, after hearing, can direct an increase
in the amount of the bond or preseribe other conditions for the pro-
tection of investors. An analysis by the Commission of the bonds
filed will enable the Commission to determine standards for bonding
in the light of the total assets of the companies and other factors.

Rule N-17D-1—Bonus, Profit-sharing, and Pension Plans

On February 6, 1946, the Commission adopted a new rule regarding
bonus, profit-sharing and pension plans provided by registered invest-
ment companies and their controlled companies for their directors,
officers, and other affiliated persons. The rule provides that prior to
the submission of any such plan to security holders for approval, or if
not so submitted prior to the adoption thereof, an application regard-
ing the plan shall be filed with the Commission, which has 10 days to
scrutinize the plan and determine whether or not a hearing should be
held thereon. The purpose of the rule is to protect registered invest-
ment companies and their controlled companies and the security
holders of such companies against contribution to such plans on an
unfair and inequitable basis. The rule provides thatithe Commission
will, in passing upon such applications, be guided by the standards
contained in the various pertinent sections of the act.

The type of situation which rule N-17D-1 was designed to meet is
illustrated by the following case: The management of a group of
closely affiliated investment companies proposed that each invest-
ment company in the group adopt an “employees incentive profit-
sharing plan and trust.” The proposed profit-sharing plan provided
that each investment company should contribute the lesser of (@)
15 percent of the available profits of the investment company or (b)
an amount which represented three times the contributions made by
officers or employees. This latter amount was to be cumulative,
provided that in any one year the investment company should not
contribute more than 15 percent of its available profits. The employee
contribution was fixed at an amount each employee might elect, but
to constitute not less than 2 percent nor more than 5 percent of the
salary received by such employee during the year in which the con-
tribution is made. The proposed plan made no provision for the
payment of dividend arrearages by the companies before they could
make their contributions to the plan, although at least one of the
investment companies involved had dividend arrearages outstanding
on its preferred stock. The plan also permitted officers and employees
to include unrealized gains on securities as company ‘‘profits’’ for the
purpose of calculating each company’s contribution to the plan.
After consideration of the provisions of rule N-17D~-1, the manage-
ment determined not to submit the proposed profit-sharing plan to
the Commission under the rule. The plan was thereafter abandoned.

Rule N-28B-1—Insured Real Estate Loans

On June 7, 1946, the Commission adopted rule N-28B~1, which
authorizes real estate loans partially or wholly guaranteed under the
Servicemen’s Readjustment Act (the so-called GI bill) as qualified
investments for face amount certificate companies. Such companies
are authorized to invest only in investments of a kind in which life
insurance companies are permitted to invest in under the provisions
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of the Code of the District of Columbia and in such other investments
as the Commission may authorize as qualified investments. At the
time of the adoption of this rule insurance companies were not author-
ized by the Code of the District of Columbia to invest in loans guar-
anteed under the GI bill but were so authorized by the GI bill itself.
The effect of the new rule was to extend a similar authorization to face
amount certificate companies.

LITIGATION UNDER THE INVESTMENT COMPANY ACT

There has been little need to resort to the courts for enforcement
of the provisions of the act. During the last five fiscal years the
Commission began injunctive action to restrain violations of the act
in three cases. In two of these, S. E. C. v. Otis, et al?and S. E. C.
v. First Investment Co. of Concord, N. H.? the courts, acting under
section 36 of the act, enjoined officers and directors of registered
investment companies from further serving in such capacities on the
grounds that they had been guilty of gross misconduct and gross
abuse of trust in connection with their management of the companies
involved. In the Ofis case, involving British Type Investors, Inc.,
the Commission agreed to dismiss its complaint after the defendants
agreed to a reorganization of the company and to make restitution of
benefits acquired by them aggregating over $1,000,000 in value. In
the case against First Investment Co. of Concord, N. H., a liquidating
agent was appointed to wind up the affairs of the company. In the
third case, S. E. C. v. Aldred Investment Trust,* the Commission sought
and obtained the appointment of receivers to safeguard the interests
of investors.

In the Aldred case, Gordon B. Hanlon, for less than $20,000, acquired
a majority of Aldred’s common stock. The stock itself had no asset
value but gave Hanlon control of approximately $2,500,000 in assets.
Aldred had a funded debt of $5,900,000 and had been insolvent since
1937. Absent a default in interest, the shareholders could not termi-
nate the trust until the year 2002. Earnings were insufficient to meet
the trust’s interest requirements. To prevent default in interest
and possible termination of the trust, a large proportion of interest
was paid out of capital. Various plans of reorganization proposed
by Hanlon, giving him ownership of equity securities, were never
effectuated because the Commission considered them to be unfair to
the debenture holders. Thereafter, without adequately informing
the trust’s security holders, Hanlon radically changed Aldred’s
investment policy by selling approximately one-third of the trust’s
choicest securities in order to obtain funds with which to acquire
majority control of Suffolk Downs race track. After an extended
trial the district court entered a judgment permanently enjoining
Hanlon and certain other defendants from serving as officers and
trustees of Aldred. The judgment also provided for the appointment
of receivers with power either to reorganize or liquidate the trust in
the interest of investors. The decision of the district court was
approved by the United States Court of Appeals for the First Circuit

2 D. C. 8. D. N. Y., October 24, 1944,
3 Civil No. 400, D. ©. N. H., June 19, 1945,
458 Bupp. 724 (D. Mass. 1045), affir'd. 151 F. 2d 254 (C. A. 1, 1045), cert. den. 326 U. 8. 795 (1046).
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and an application for a writ of certiorari was denied by the United
States Supreme Court.

In 8. E. C. v. First Investment Company of Concord, New Hampshire,
the Commission sought an injunction to restrain Charles L. Jackman
from serving or acting in the capacity of officer, director, member of
the advisory board or investment adviser of the company or of any
other registered investment company and to enjoin all defendants
permanently from violating section 10 (b) of the Securities Exchange
Act of 1934 and rule X-10B-5 thereunder. The complaint alleged
that Jackman, while serving as president and director of the company,
has been guilty of gross misconduct and gross abuse of trust within the
meaning of section 36 of the act. It was further alleged that Jackman
operated and managed the company for his own benefit to the detri-
ment of investors and had caused First Investment’s stockholders to
sell their securities to his nominee by false and misleading information
regarding the company’s financial condition. The purchases were
made at from $6 to $6.75 per share, without disclosure that the stock
had an asset coverage of from $18 to $20 per share. In addition, the
company did not file with the Commission or submit to its stockholders
any of the financial reports required by the Investment Company Act.
It was further alleged that Jackman caused the company to engage in
numerous financial transactions with corporations controlled by him in
violation of various sections of the Investment Company Act. Defend-
ants consented to an injunction under the terms of which Jackman
was permanently prohibited from serving the company or any other
registered investment company in any capacity and defendants were
permanently restrained from engaging in any acts or practices in viola-
tion of section 10 (b) of the Securities Exchange Act and rule X-10B-5
in the manner described in the complaint, Jackman also agreed to
make restitution.

In S. E. C. v. Otis, et al., the Commission alleged that the officers
and directors of British Type Investors, Inc., through control of the
company’s class B stock (which had no asset value but carried all
voting rights), engaged in a series of transactions to dilute the asset
value of the class A stock for their own benefit. Class A stockholders
had no voice in the management of the company, although they had
the only equity position. It was also alleged that Automatic Products,
Inc., an investment company controlled by British, had failed to
register as an investment company in violation of the act. After the
Commission filed its complaint, defendants agreed to make restitution
and to a reorganization of British to give its class A stockholders the
right to elect five of its seven directors, and Automatic filed notifica-
tion of registration. The action was then dismissed on stipulation.



PART vI1

ADMINISTRATION OF THE INVESTMENT ADVISERS
ACT OF 1940

The Investment Advisers Act of 1940 requires the registration of
investment advisers, persons engaged for compensation in the business
of advising others with respect to securities, The Commission is
empowered to deny registration to or revoke registration of such
advisers if they have been convicted or enjoined because of misconduct
in connection with security transactions or have made false statements
in their applications for registration. The act also makes it unlawful
for investment advisers to engage in practices which constitute fraud
or deceib; 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 invest-
ment advisory contracts without the client’s consent.

Statistics of investment adviser registrations, 1949 fiscal year

Effective registrations at close of preceding fiseal year_.____..______.__.__ 1, 048
Applications pending at close of preceding fiscal year_ . .._______________ 15
Applications filed during fiseal year- .. . __ . ______.____ 135
Total e 1,198
Registrations canceled or withdrawn during year_ _____________________ 137
Registrations denied or revoked during year__________________________ 0
Applications withdrawn during year_ . . ___.______.___
Registrations effective at end of year_________________________________ 1,044
Applications pending at end of year_ .. _____ . ____ . ___________._____ 14
Total . o e cemceee e 1,198

Approximately 230 registered investment advisers represent in their
applications that they engage exclusively in supervising their clients’
investments on the basis of the individual needs of each client. The
services of about 226 others are chiefly through publicatiors of various
types. 234 investment advisers are registered also as brokers and deal-
ers in securities. Most of the remainder offer various combinations of
investment services.

Administrative Proceedings

One proceeding was instituted during the 1949 fiscal year to revoke
or deny registration under the act. This action was based on a decree
entered on December 23, 1948, by the Supreme Court of the State of
New York for New York County enjoining Frederic N. Goldsmith,
doing business as F. N. Goldsmith Financial Service, from acting as an
investment adviser, broker, or dealer in that State. The Commission,
which was conducting an investigation of Goldsmith at the time the
action was brought in the State court, thereafter instituted proceedings
to determine whether Goldsmith’s registration should be revoked or
suspended. The case in New York evoked considerable newspaper
publicity, in which it was reported that Goldsmith’s weekly financial
letter for stock trading involved coded advice picked up from comic

862940—50——12 159
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strips and humor columns and that Goldsmith had said that he had
learned about the code at a seance from the spirit of a one-time market
speculator. The case was pending at the end of the fiscal year.

The Commission revoked the registration of an investment adviser
in one other proceeding during the last 5 years. Investment Registry
of America, Inc., had been registered as a broker and dealer and also as
an investment adviser. On January 10, 1946, the Commission, after
notice and hearing, ordered both registrations revoked. The revoca-
tion of registration as investment adviser was based on misrepresenta-
tion in the application for registration. In that application Invest-
ment Registry of America, Inc., had declared that its contract with
customers provided for a maximum fee of 5 percent of the securities
which it selected for its customers. This, the Commission found, was a
material misrepresentstion in willful violation of section 207 of the
Investment Advisers Act, for the ‘“selection” fee frequently ran as
high as 9 percent. The increased rate was usually hidden as “‘charges’
in the confirmations which the firm sent to its clients.

Investigations

The powers of the Commission under the act are limited. It has
the power, however, to make investigations when it appears that the act
has been or is about to be violated, and has the power of subpoena
to aid its investigations. When an investigation establishes violations
of the act, the Commission may seek to enjoin such violations and
may take disciplinary action.

The Commission has received a substantial number of complaints
against certain investment advisers whose advice consists chiefly of
predictions and recommendations furnished in bulletins, market letters,
and other publications issued periodically and sold at a regular sub-
scription price. The number of such complaints generally increases,
as might well be expected, during periods of market decline. In some
cases these publications purport to analyze market conditions and to
predict future trends. In other cases, they recommend the purchase
of particular stocks on the prediction that the price of the stock will
rise. Frequently, such recommendations are accompanied by informa-
tion about the issuer of the stock and by various comparisons with other
stocks, purporting to show a basis for the prediction that the market
price of the recommended stock will rise. Subscribers have com-
plained frequently that they suffered losses by following such advice.

The Commission investigates these complaints whenever it has rea-
sonable grounds to believe that the recommendations and predictions
are tainted with bad faith or made without foundation, or that the
adviser’s activities are fraudulent in any other respect. The mere
fact, however, that advice given has turned out to be worthless is not
sufficient basis for investigation.

The Commission has no power to inspect the books and records of
investment advisers, as it has with respect to brokers and dealers. Its
powers to deny and revoke investment adviser registrations are more
limited than its powers to deny and revoke broker-dealer registrations.
Because of these limitations, as pointed out in more detail in the tenth
annual report, a broad field intimately related to the securities markets
is left unprotected and unsupervised, and the Commission’s efforts
to enforce the act are greatly curtailed.
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LITIGATION UNDER THE INVESTMENT ADVISERS ACT

The most important court action to date involving a registered
investment adviser is that of Arleen W. Hughes v. 8. E. C.!' Mrs.
Hughes was registered both as a broker-dealer under the Securities
Exchange Act of 1934 and as an investment adviser under the Invest-
ment Advisers Act. In her capacity as a dealer, she sold securities
which she owned to her investment advisory clients after she had
advised them, in her capacity as an investment adviser, to invest in
such securities. She failed to make adequate disclosure of her owner-
ship of the securities and of other facts concerning her personal interest
in the transactions. The Commission revoked her registration as a
broker-dealer after finding that it constituted fraud for her to sell
her own securities to her investment advisory clients without disclosure
that her interests were in some respects adverse to their interests.
Mrs. Hughes thereafter petitioned the court to review the Com-
mission’s action. The case is more fully described in part IT of this
report in the section on litigation under the Securities Exchange Act.

Two injunction actions have been brought under the Investment
Advisers Act during the past 5 years. In one the Commission, after
agreeing to the opening of a final judgment which had been entered
with the consent of the defendant, did not oppose a dismissal of the
action when it appeared that the provable facts would not support
an injunction.? In the other the Commission was granted an injunc-
tion against a radio commentator who, in the course of his broad-
casts, purported to give unbiased investment advice concerning an
oil venture without disclosing to his listeners that he was in the
employ of the promoters of the venture.®

1—F.2d — (C. A. D. C,, May 9, 1940).
3 8. E. C. v. Todd, Civil No, 6149, D. Mags., October 4, 1948. See 13 BEC Ann. Rep. 113 (1847),
2 8. E. C. v. Wilson, Civi No. 15649, E. D. 1., February 3, 1945.



. PART VIII

OTHER ACTIVITIES OF THE COMMISSION UNDER THE
VARIOUS STATUTES

THE COMMISSION IN THE COURTS
Civil Proceedings

Complete lists of all cases in which the Commission appeared
before a Federal or State court, either as a party or as amicus curiae,
during the fiscal year, and the status of such cases at the close of
the year, are contained in appendix tables 26 to 35.

At the beginning of the 1949 fiscal year 21 injunctive and related
enforcement proceedings instituted by the Commission in connection
with fraudulent and other illegal practices in the sale of securities
were pending before the courts; 18 additional proceedings were
instituted during the year and 19 cases were disposed of, so that 20
of such proceedings were pending at the end of the year. In addition,
the Commission participated in a large number of reorganization
cases under the Bankruptey Act; in 19 proceedings in the district
courts under section 11 (e) of the Public Utility Holding Company
Act and in 31 miscellaneous actions, usually as amicus curiae or
intervenor, to advise the court of its views regarding the construction
of provisions of statutes administered by the Commission which were
involved in private lawsuits. The Commission also participated in
47 appeals. Of these, 13 came before the courts on petition for
review of an administrative order; 8 arose out of corporate reorganiza-
tions in which the Commission had taken an active part; 6 were
appeals in actions brought by or against the Commission; 10 were
appeals from orders entered pursuant to section 11 (e) of the Public
Utility Holding Company Act; and 10 were appeals in cases in which
the Commission appeared as amicus curiae or intervenor.

The significant aspects of the Commission’s litigation over the
past 5 years are discussed in the sections of this report devoted to the
respective statutes administered by the Commission. Most basic
questions of constitutionality under the acts were determined prior
to the last 5 years, but in 1946 the constitutionality of the integration
and dissolution provisions of the Public Utility Holding Company
Act was sustained by the Supreme Court. Since then most of the
cases under that act have arisen in connection with decisions of the
Commission ruling upon the fairness and equity of the plans filed
under section 11 (e) of the act. Cases under the other acts have
dealt not with major constitutional issues but with problems incident
to enforcement.

Criminal Proceedings

The statutes administered by the Commission provide for the trans-
mission of evidence of violations to the Attorney General who may
institute criminal proceedings. The Commission, largely through its
regional offices, investigates suspected violations and, in cases where
the facts appear to warrant criminal proceedings, prepares detailed
reports which are forwarded to the Attorney General. When it is
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decided to institute criminal proceedings, the Commission may assign
such of its employees as have participated in the investigation to
assist in the preparation of the case for presentation to the grand
jury, in the conduct of the trial, and in the preparation of briefs on
appeal. Parole reports relating to convicted offenders are prepared
by the Commission’s staff. Where the investigation discloses viola-
tions of statutes other than those administered by the Commission,
reference is made to the appropriate Federal or State agency.

Up to June 30, 1949, indictments had been returned against 2,564
defendants in 432 cases developed by the Commission. By the end
of the 1949 fiscal year, 403 of these cases had been disposed of as to
1 or more defendants and convictions had been obtained in 355
cases—over 88 percent of such cases—against a total of 1,251 defend-
ants.! During the past 5 years 89 indictments were returned against
248 defendants and convictions were obtained against 160 defendants.
Twenty-two of such indictments, involving 47 defendants, were
returned during the last fiscal year.?

In the criminal appeals decided in the last five years, judgments of
conviction were affirmed as to 54 defendants and reversed as to only
8 defendants.® In addition, appeals were dismissed as to 5 defendants
and 4 others withdrew their appeals. At the close of the fiscal year,
2 criminal cases involving 5 defendants were still pending in the
appellate courts.

The criminal cases developed by the Commission during the past
5 years were extremely varied in nature, although they continue to
reflect the same general patterns described in the Tenth Annual Report.
For the most part they involved fraud in the promotion of new
businesses, inventions, and fraternal organizations; fraudulent schemes
in connection with the sale of oil and gas interests and mining ven-
tures; “front money’” schemes; frauds perpetrated by brokers and
dealers in securities and their representatives; frauds in whisky ware-
house receipts transactions; and fraudulent purchases and sales of
securities by corporate “insiders.” The victims of the schemes
employed in these cases resided in almost every state in the country.

Generally, the perpetration of these frauds was accompanied by the
willful avoidance of the registration provisions of the Securities Act of
1933, which are designed to provide investors with a full and fair
disclosure of material facts about the securities being sold. A sub-
stantial number of the fraud cases, therefore, also charged violation of
the registration provisions of that act. Other violations presented
included the manipulation of the price of stock registered on a national
securities exchange, the filing of false reports by a corporation whose
securities were registered on such an exchange, and failure to keep
required books and records and the filing of false financial statements
by registered broker-dealers. A more detailed discussion of certain
of the cases prosecuted during the period is contained below.

t In a number of the 48 remaining cases, which resulted in acquittals or dismissals as to all defendants, the
indictments were dismissed because of the death of the defendants invelved.

2 The status of all erimingl eases pending during the past fiscal year is set forth in appendix table 27.
l,3p1t>l(:nﬂcix m& 37, and 38 contain condensed statistical summaries of all criminal pmceegleilga developed

y the Co on.

3 Ons of these defendants, whose case was remanded for 8 new trial, pleaded guilty upon retrial. Two
others represented corporate defendants in a single case, where the convictions were reversed on jurisdic-
tional grounds, conviction of the individual defendant involved being affirmed. In only one case did the
reversal result in the acquittal of all defendants indicted.
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The indictment returned during the past year in U. 8. v. Presion
T. Tucker et al. (N.D. I1L.) contains charges of fraud arising out of the
postwar promotion of the “Tucker”’ automobile, in connection with
which approximately 28 million dollars was raised from the public.
The indictment in this case alleges that the defendants, as part of a
scheme to defraud in the sale of class A common stock of the Tucker
Corp., the sale of dealer and distributor franchises for the ‘“Tucker”
automobile, and the sale of luggage and accessories for use in it, caused
to be disseminated, by means of an extensive advertising and pub-
licity campaign, various false and fraudulent representations includ-
ing, among others, representations as to the various features embodied
in the automobile, the status of its development and production,
and the imminence of mass production.

In addition, the indictment alleges that the defendants caused the
corporation to exhibit to the public automobiles which were falsely
described as containing the various advertised features, willfully con-
cealing the fact that automobiles shown did not contain many of the
important advertised features and that many of the components con-
tained in these automobiles were known by them to be unworkable
and unsatisfactory. The indictment also charges that the defendants
caused the Tucker Corp. to expend substantial amounts of the monies
obtained from investors for the personal benefit and profit of the
defendants.*

Prior to the return of this indictment, the Commission had con-
ducted a series of inquiries into the affairs of the Tucker Corp. as a
result of certain filings made by the corporation with the Commission.
In May 1947 a registration statement was filed under the Securities
Act of 1933 relating to a proposed public offering of 4,000,000 shares
of the Tucker class A common stock, $1 par value, to be offered to the
public at $5 a share for a total of $20,000,000. The proceeds were to
be used for the mass-production of & medium-priced automobile, to
be known as the “Tucker,” featuring a rear engine and other innova-
tions departing substantially from conventional automobile design.

The Commission instituted stop-order proceedings alleging mis-
statements and omissions to state material fact in regard to numerous
items of required information in the registration statement, financial
statements, the accountants’ certificate, certain exhibits, and the
prospectus. In the course of these proceedings, it appeared that
the prospectus and registration statement as originally filed failed to
disclose adequately and accurately the names of all promoters and the
amount of consideration received directly or indirectly from the com-
pany by each promoter, officer, and director; the stage of develop-
ment of the mechanical features of the proposed automobile; the
status of the company’s patent position; the application of the pro-
ceeds of the proposed offering and the company’s working capital
requirements; the business experience of the executive officers; the
nature and the extent of the interest of Preston Tucker, president of
the corporation, in Ypsilanti Machine & Tool Co.; the interests of
affiliates and other persons in property acquired by the company;
material litigation; the scope-of the audit and the auditing procedures

4 Tnal of these charges commenced on October 4, 1940. Subsequent to the pre; tion of this re; the
Jury returned a verdiet of not guilty as to all defendants, preparm port
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followed by the certifying accountants; and the failure of the ac-
counts to reflect all liabilities of the company.

During the course of and after the close of hearings in the stop-
order proceedings, the corporation filed material amendments which,
on the basis of all of the information then available to the Commis-
sion, appeared to correct satisfactorily the material deficiencies pre-
viously contained in the registration statement. The Commission
thereupon issued an opinion stating that for this reason the proceed-
ings would be dismissed and the registration statement, as amended,
would be permitted to become effective.® In its opinion the Com-
mission discussed the facts adduced in the proceedings and noted the
contrast between the information set forth in the amended prospectus
and the statements made in the corporation’s previous publicity
regarding its plans, many of which statements appeared to be grossly
misleading and, in many cases, false. Accordingly, the Commission
specifically warned the prospective investor of the danger of relying
upon past judgments based on prior literature concerning Tucker
Corp. in determining whether to purchase the securities. The
opinion also pointed out the limits of the Commission’s jurisdiction
which, under the Securities Act, is restricted to requiring that all
pertinent information be supplied so as to enable the investor to make
an informed judgment. It was emphasized that in permitting the
registration statement, as amended, to become effective, the Com-
mission was in no way ‘‘passing on the merit or lack of merit of the
securities offered, the registrant’s product or the possibility of success
or failure of the enterprise.”

On May 10, 1948, Tucker Corp. filed with the Commission its first
annual report pursuant to section 15 (d) of the Securities Exchange
Act of 1934. On the basis of the information contained in this report,
as well as certain other information received from various other
sources since the date of the stop-order opinion, the Commission, on
May 28, 1948, authorized an investigation to determine whether
certain provisions of the Securities Act and Securities Exchange Act
had been violated by the Tucker Corp., Preston Tucker, and the
underwriting firm of Floyd D. Cerf Co., Inc. The facts discovered
in the course of this investigation were referred to the Attorney Gen-
eral with a recommendation for criminal prosecution.

In U. 8. v. Paul A. Schumpert et ¢l. (M. D, Tenn.), indictments
were based upon the fraudulent sale of stock in the promotion of a
small-loan company.® The defendants were charged, among other
things, with employing the “Ponzi’’ type of swindle,” causing the
corporation to pay ‘‘dividends” without disclosing that such “divi-
dends” had not been earned but were paid out of capital and were a
partial return of the investment. Shortly after the close of the last
fiscal year, Paul A. Schumpert, the principal defendant pleaded guilty
and was sentenced to 22 years imprisonment.

Some of the other cases in which convictions were obtained for the
fraudulent promotion of new businesses or inventions are U. S. v.

§ Becurities Act release No. 3236 (1947)

¢ An additional indictment involving the same type of promotion in connection with another small-loan
company is pending in U. 8. v. Paul A. Schumpert, et al. (8. D. Miss.). )

1 The “Ponzi” technique which is frequently employed by securities swindlers also was involved in theo
following cases: U. S. v. Frank V. Raymond (D. Md.) (sale of ofl interests); U. S. v. Magnus G. Thomle
(D. Mass.) (saleof stock of silver-mining company); and U. 8. v. Cactus 0il Co., et al. (D. Del.) (sale of stock
of oil company). Convictions have been obtained in all of these cases.
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Elden Adam McElfresh (N. D. Ohio), (sale of profit-sharing agreements
in an alleged system for railroad terminal and yard operations);
U. S.v. Federal Fyr-Ex Company, Inc., et al. (5. D. N. Y.), (promotion
of a spurious “business” for the manufacture of a fire extinguisher);
U. S. v. John H. Boal (N.D. Cal.), (sale of securities in the promotion
of a corporation purportedly to engage in the manufacture of artificial
gas from hydrocarbon oils); U. n§ v. W. R. Frentzel et al. (W. D.
Wash.), (sale of profit-sharing agreements in connection with the sale
of traps for ocean crab fishing); U. S. v. George Howell et al. (S. D.
Texas) and U. S. v. Wilmington Fire Insurance Co. et al. (D. Del.),
(sale of stock of insurance companies); U, 8. v. Thomas A. Neely
(N. D. I1l.), (sale of securities of various corporations which, it was
represented, would provide barge-transportation facilities to a number
of prominent steel and oil companies); U. S. v. Gerhardt A. Duemling
(D. Nev.), (sale of stock of a steel tool manufacturing corporation);
U. S. v. Bennett S. Dennison (S. D. Cal.), (sale of securities relating to
the production and sale of building materials); U. 8. v. Clifford S.
Johnson et al. (D. Mont.), (sale of royalty interests in an ice shaving
device, known as “Cliffs Ice Shaver’); U. S. v. Chester S. Plasket
(W. D. Texas), (sale of royalty interests and other securities in con-
nection with the promotion of two inventions, known as the “Magic
Fountain Shaving Brush” and as the “Magicflo Siphon Jigger”, a
plastic liquor dispensing device); U. S. v. Harvey H. Hevenor (S. D.
N. Y.), (sale of stock in connection with the promotion of new type
mechanical fuses for anti-aircraft projectiles); U. S. v. August F.
Slater (S. D. Cal.), (corporate promotion of a new parking device for
automobiles); U. S. v. Leslie G. Bowen et al. (W. D. Mo.), (sale of
various securities relating to the development and sale of mechanical
devices for use in the manufacture of bicycles); and U. S. v. Chemical
Research Foundation, Inc., et al. (D. Del.), (sale of stock of a company
which, it was stated, would exploit certain pharmaceutical formulae).?

The employment of “front money” schemes designed to defraud
persons desirous of obtaining capital for the financing of new busi-
nesses or the expansion of established ones was involved in U. S. v.
Amster Leonard et al. (E. D. Mich.) and U. 8. v. Octe C. Walker
(N. D. Texas). The defendants in these cases were convicted of
fraudulently inducing persons seeking new capital to pay over “‘ad-
vance fees” or “front money” upon the false representation that
they would be assisted in raising the necessary capital, when in
fact the defendants knew they could not and did not intend to raise
any such new capital.

A number of convictions were obtained in cases involving the
promotion of mining ventures. In the perpetration of this type of
fraud false representations generally are made as to the ownership of
the mining properties which are the subject of the promotion; the
amount of commercial ore deposits contained in such properties; and
the use which is to be made of the monies received from investors.
Cases of this type included U. 8. v. Harry J. Mallen (N. D. 1l1.)
(gold mine); U. 8. v. Bennett S. Dennison (S. D. Cal.) (gold mine);
U. 8. v. Wallace B. O'Keefe (W. D. Wash.) (gold mine); U. S. v.

§ An Indictment charging the fraudulent sale of securities in connection with the promotion of a phono-
graph record manufacturing company is presently pending in U. 8. v, Harry W, Bank et al. (3. D. N, Y.).
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James A. Allen et al. (B. D. Wash.)® (silver mine); and U. S. v. F. E.
Nemec et al. (E. D. Wash.)? (gold properties).” In the Nemec case
the indictment charged also that the defendants fraudulently claimed
that they had acquired a secret process for the recovery of gold and
other metals and that this process had been invented by one of the
defendants who was falsely described as a nuclear physicist, eminent
chemical engineer, and key atomic scientist in the development of the
atomic bomb at the Hanford project.”

Similar to the mining frauds are those perpetrated in connection
with the sale of oil, gas, and other mineral interests. Typical cases
are U. 8. v. James F. Boyer et al. (S. D. Fla.) and U. S. v. Aubrey M.
Poynter et al. (E. D. La.)® in which the principal defendants were
convicted on charges of employing what is colloquially described as a
“reloading” scheme.'* In these cases it was charged, among other
things, that the defendants induced investors to make repeated pur-
chases of oil leases by causing fictitious offers to be made to investors
for their holdings at prices which would have yielded them tremendous
profits. The offers, however, were conditioned upon the investors
obtaining additional leases from the defendants. After investors
made such additional purchases, the offers ceased and investors were
unable to locate the offerors, who, in fact, were accomplices in the
scheme.

Fraudulent sales of securities of alleged fraternal associations formed
the basis for the convictions in U. S. v. Hugh G. Carruthers et al.
(N. D. IL) and U. 8. v. Preston E. Douglass (N. D. Ill.)."* The
Carruthers case involved the promotion of the Neological Foundation,
which was represented as having been organized for the spiritual
improvement and economic self-betterment of persons who joined the
foundation and adhered to its so-called ‘“neological”’ course of trai
Carruthers was charged with fraudulently converting funds obtamed
from members of the foundation for the alleged purpose of carrym%
various business enterprises to be operated by the foundation, includ-
ing the manufacture and sale of hair shampoo and a tonic Iaxatlve,
course of instruction in personal development, and a daily newspaper.

In the Douglass case, the defendant was charged with selling ‘“‘stock”
of the Frederick Dougla.ss Afro-American Cooperative Industry
Builders Association, Inc., a nonprofit Illinois corporation (which was
prohibited by statute from i issuing stock) by means of false represen-
tations. glass obtained funds by telling investors that the
association ha been organized for the purposes of improving the eco-

’ Appeal pendmg as to one defendant.
10 Appeals mggx’; g as to four defendants.
ll Other g stock promotwns resulting in eunvictions were U, S. v. Franklin Lamon ¢f al. (D. Del.);
8. v. James H. Collins et al. (8. DCal) and U. 8. v. Magnus G. Thomle (D. Mass.).
ﬂ At the trial this defendant pleaded guilty and testified tlmt he had no background as a nuclear physicist,
etc., but rather was a chiropractor who had been employed at the Hanford project as & water tester.
13'Qther cases in which convictions were obtained for the fraudulent sale of such interests or of the stock of
oil companies are U. S. v. FrankMamﬁddetaI (W.D. Tex.); U. S. v. Jacob M. Danziger et al. (8. D. Cal.);
U. 8. v. George A. Earnhardt et al. (S. d.); U.S. v. iﬁ'ank V. Ra; mond(D Md.); U. 8. v. Gzor eA
Kingetal, (8. D 111), U. 8.v. Somuel S. Ala:anderdal. (8.D.N.Y.); U.S.v Grayson ¢t al. (8.
N. .),U ulmmy (SDIowa),USvBartCecilLucaa( DNY) USv
el . 8. v. William J. Connon (D. Colo.). Indict in similar cases
. Jack R. Whltc(D Neb.); U. S. v, Galen B. Finch (8. D )andUSvClaudc
D). InU. 8. v. Benjamin F. Austin (E. D. Mich.) the defendant was convicted
stock of afl oil company in violation of the registration provisions of the Securities Act.
mlm-lraudmvolvmg the sale ofmlningcompmystocksischargedin U. 8. v. Nye A. Wimcr @.
N J' ), where trial of the defendant is
In U. 8, v. Robert H. Kells (D. D, C ) the defendant was convicted of fraudulently selling corporate
stock through the medium of an alleged philanthropic and nonprofit association which he had organized.

's
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nomic status and welfare of the Negro race and to furnish investors
with employment in cooperative stores and on farms which the
association was to develop and establish. In truth, the defendant
utilized the enterprise solely for his personal benefit.

The convictions obtained in U. S. v. Gilbert M. Bates (N. D, Towa);
U. S. v. Stanley Grayson et al. (S. D. N. Y.); U. S. v. Clarence Everett
Martin (N. D. I1.); U. 8. v. Mazwell Goldberg et al. (D. Mass.);
U. 8. v. W. R. Hempstead Co. et al. (D. R. 1.); and U. §. v. Kenneth
Leo Bauer et al. (D. N. J.) are among those pertaining to frauds com-
mitted by securities brokers and dealers and their representatives.'s
In the Bates case the defendant was convicted for fraud predicated
upon the sale of securities to uninformed customers at prices not
reasonably related to the prevailing market prices, without appro-
priate disclosure. The indictment in the Grayson case charged a fraud-
ulent “switch”’ scheme, wherein investors were induced to divulge
lists of their securities on the pretense that the defendants would,
after analysis, provide them with free investment advice.” There-
after, investors were induced to sell such securities and to purchase
from the defendants various fractional undivided interests in oil, gas,
and other mineral rights at prices substantially in excess of the maxi-
mum recoverable returns which it was estimated investors could obtain
from the mineral assets underlying such securities. In the Martin
case the defendant was charged with employing a scheme to defraud
representatives of the estates of deceased and incompetent persons
in that he falsely represented that he would dlsgose of the securities
owned by these estates at current market prices, but instead concealed
the true current market value of such securilies and purchased them
for his own account at prices less than the prevailing market prices.

The fraudulent practices charged in the Goldberg case included the
unauthorized pledging of customers’ securities, forgery of customers’
checks, and the sale of spurious stock certificates and debentures.
The defendants in the Hempstead case were convicted of fraud based,
in part, upon the operation of a securities business while insolvent.
The fraud for which convictions were obtained in U. S. v. Kenneth
Leo Bauer et al. (D. N. J.) was found in the solicitation of customers’
orders for the purchase and sale of securities, the deliberate and willful
failure to execute such orders, and the subsequent conversion of
customers’ monies and securities.’®

18 Other such fraud cases were U. S. v. Guaranty Underwriters ¢ al. (8. D. Fla.), (unreasonable spreads);
U. 8. v. Floride Bond and Share, Inc., ¢ al (S. D. Fla.), (unreasonable spreads and secret profits); U. 8. v.
Samuel S. Alexander, e al. (3. D. N. Y.), (misrepresentations in sale of oil royalties and_charging exces-
sive prices without adequate disclosure); U. S. v. Edwin P Woodman SD. Mass.), (insolvency and con-
version of customers’ securities); U. 8. v. Charles J. Callanan (D. Mass.) (conversion of customers’ secu-
ritles); U. 8. v. Arthur Edwin Daye (S. D. Fla), (conversion of customers’ securities); U. S. v. Arthur
Brigscoe Wilson (N. D., 111.) (conversion of customers’ seeurities); U. S. v. Wells E. Turner (W. D. Wisc.)
(conversion of customers’ funds and securities); and U. 8. v. Arthur L. Augustine (N. D. Iowa) (con-
version of customers’ funds and securities). The convictions obtained in the .Alerander, Woodman
Hempstead, an 1/ cases were based not only upon fraud but also upon the failare of the reglstered
broker-dealers involved to keep the books and records required by the ties Exchange Act of 1934
and the rules thereunder, and in the three cases last mentioned, the filing of false financial statements with
the Commission under that act. U. 8. v. Glen J. Hildebrand (S. D. 111.) is another instance of conviction
obtained for failure to keep books and records.

17 A fraudulent “switeh” scheme involving transactions in whisky warehouse receipts resulted in the
conviction of a number of defendants in U, S. v. Mark A. Freeman et ¢l. (N, D. E. D. 11.). The defend-
ants were charged with inducing owners of whisky warehouse receipts to exchange them for bottling con-
tracts, with a corporation organized by the defendants, by falsely representing that the whisky would be
bottled, rectified and sold for the investors for a small fee, whereas in fact the defendants sold or hypothe-
cated the warehouse receipts and converted the Bioeeeds to their own use. U. 8. v, Frank L. Ryon ef al,
(E. D. N. C.) also Involved convictions for frangd In connection with whisky warehouse receipt transactions.

13 In contrast to these cases is U. 8. v. John N. Landberg (E D. Pa.), involving a customer who

trated a fraud on securitieg brokers. For details of the scheme see S. E. C. v. Landberg (8. D.N.Y.),
cussed hereinafter, in which an injunction was obtained recently against this defendant for simflar activities.
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In U. 8. v. Edgar M. Griswold (N. D. Ohio); U. S. v. Ellis R. Taylor
(N. D. IL.); and U. 8. v. William A. Hancock (S. D. N. Y.) convie-
tions were obtained for fraudulent conduct in connection with the

urchase of securities in violation of section 10(b) of the Securities
%xchange Act of 1934 and rule X-10B-5 thereunder. In the Griswold
case, the defendant was convicted on charges of defrauding various
persons, principally tavern owners, in transactions relating to the
stock of a prominent distilling company. Whisky purchase rights
had been attached to the stock. Griswold was charged with fa]iely
representing to purchasers that the stock would be worthless after
the whisky rights were exercised and that it could not be retained by
the purchasers after such exercise. It was further established that
Griswold obtained the stock for his own use and benefit by virtue of
these false representations and his failure to disclose that even after
the exercise of the whisky rights the stock had a market value of not
less than $24 a share.

The Taylor case involved the fraudulent acquisition of securities
from minority holders by a corporate insider. Taylor, who was
president of the corporation involved, was convicted on charges that
he purchased the stock of minority stockholders by falsely represent-
ing the value of the shares and the financial condition of the corpora-
tion and by the concealment of his identity as the actual purchaser of
the stock and of facts known to him but not to the sellers as to the
true value of the shares. In the Hancock case, the defendant was
charged with employing a scheme to defraud an investment company
which employed him as a securities trader. According to the indict-
ment, Hancock deliberately delayed placing orders for the purchase
and sale of securities for his company until after he had informed his
accomplices of the prices and amounts of the securities orders that he
intended to enter on behalf of the company, which enabled his accom-
plices to buy or sell such securities in dummy accounts and in turn to
sell them to or purchase them from the investment company at profits
of approximately $300,000.1°

The fraudulent sale of stock by a corporate insider is charged in the
indictments recently returned in U. S. v. Serge Rubinsiein ¢t al.
(S. D. N. Y.) in which the defendant Rubinstein is alleged to have
obtained an illegal profit of approximately $3,000,000 in the sale of
his stock in a corporation of which he was president. According to
the indictments, the scheme to defraud involved the dissemination
of various false representations intended to establish the favorable
financial condition, earnings, and business potentialities of the cor-
poration involved in order to facilitate the sale of his own stock in the
corporation. Rubinstein, concealed his activities by falsely represent-
ing that he neither had sold nor intended, for a specified future
period, to sell any of his stock.

U. 8. v. Albert B. Windt et al. (N. D. Cal.) involved the manipula-
tion of the stock of a mining company listed on the San Francisco
Mining Exchange. The defendants were convicted of raising and
conspiring to raise the market price of the stock through a senes of
mampulative transactions designed to create the appearance of active

¥ Defondant was convicted after the close of the 1940 fiscal year.
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trading and intended to raise the price of such stock so as to induce
others to purchase the stock at higher prices.

In U. 8. v. Liggett & Myers Tobacco Co. et al. (E. D. Pa.) the cor-
poration, whose securities were registered on a national securities
exchange, was convicted of making false and misleading statements
in annual reports required to be filed by it under section 13 of the
Securities Exchange Act of 1934. The corporation was charged with
willfully concealing facts relating to the existence of a profit-sharing
plan for certain officers and employees of the company.

During the past 5 years the Commission has continued to receive
a flood of complaints and inquiries from members of the public, state
authorities, and Better Business Bureaus regarding the activities of
a fringe group of stock promoters operating out of Toronto, Canada,
who have been selling securities to residents of the United States in
willful violation of our securities laws. These promotions are con-
ducted by a numerically small group which is in no way representative
of the vast majority of persons engaged in the securities business in
Canada.® Nevertheless, the activities of these offenders have
resulted in extremely large dollar amount losses to United States
investors. The Commission has conducted investigations of these
unlawful promotions wherever possible. Indictments, for the most
part secret, have been obtained 1in a number of cases based primarily
upon the employment of schemes to defraud in the sale of securities.

owever, existing treaty arrangements between Canada and this
country do not permit the extradition of the violators, and, con-
sequently, it has been virtually impossible to bring the cases to trial.*
In 1941 the Commission, recognizing this weakness in enforcement
structure, initiated, in conjunction with the State Department and
the Department of Justice, efforts to secure a new treaty with Canada
which would permit the extradition of persons violating Federal and
State securities laws. The treaty was ratified by the United States
in May 1942, but has not yet been ratified by the Canadian
Parliament. : ,

Two cases of this type made public during the past year demonstrate
the lack of effective sanctions in this area of enforcement. In U. S.
v. Albert Edward DePalma (N. D. Ohio) and U. S. v. Noel H. Knowles
(E. D. N. Y.) indictments were returned charging that the defendants
had sold Canadian mining stocks to United States investors by means
of false representations and as part of a scheme to defraud. DePalma
and Knowles, who are residents of Canada, were apprehended within
the United States and released on bonds of $50,000 and $25,000
respectively. Both defendants, however, forfeited their bail and fled
to Canada rather than stand trial on the fraud charges. Their return
Eo th(iis country cannot be secured under our existing treaty with

anada.

The Commission has endeavored also to meet the problem by turn-
ing over to the Post Office Department information gathered in the
course of the investigations conducted in these cases. As a result, a

1 Every year millions of dollars worth of securities are offered in this country by Canadian issuers in full
compliance with our laws. -

2 U, 8.v. E. M. McLean ¢ al. (E. D. Mich.), affirmed sub nom, Kaufman v. U. 8., 163 F. 2d 404 (C. A.
6, 1947), cert. den., 333 U, 8, 857 (1948), involved convictions obtained against three such defendants who
were apprehended in this country and {ried for selling securities from Toronto to United States investors
by means of false and fraudulent misrepresentations. -
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number of “fictitious name and fraud orders” have been issued recently
which, in effect, close the mails to communications addressed to the
violaters covered by the orders. It seems plain, however, that
revision of existing extradition arrangements with Canada is necessary
if investors in this country are to be provided with effective protection
against securities frauds originating in Canada.

COMPLAINTS AND INVESTIGATIONS

During the 1949 fiscal year the Commission received 7,048 items of
mail concerned with alleged securities violations. These communica-
tions are classified administratively as ‘“‘complaint enforcement”
correspondence. While they relate to complaints and alleged viola-
tions of various laws administered by the Commission, the bulk of them
deals with the enforcement of the Securities Act of 1933 and the regis-
tration provisions of the Securities Exchange Act of 1934.

This material constitutes an important source of information con-
cerning possible securities violations. Investigations made by the
Commission’s staff and contacts maintained with other governmental
or private agencies provide additional sources of such information.
Where it appears on the basis of any such data that any securities
violation may have occurred, the Cominission conducts appropriate
investigations by means of correspondence or the assignment of cases
to field investigators to ascertain the facts of the particular case.

The extent of the investigatory activities of the Commission during
the past year under the Securities Act of 1933, the Securities Exchange
Act of 1934; sections 12 (e) and (h) of the Public Utility Holding Com-
pany Act of 1935; the Investment Company Act of 1940; and the
Investment Advisers Act of 1940 is reflected in the following table:

Investigations of violations of the acts administered by the Commission !

Froliml- | Docketed3| Total
Pending at June 30, 1948 494 986 1,480
Opened July 1, 1948, to June 30, 1949:
New cases. . 292 195 487
Transferred from preliminary. 32 32
Total number of cases to be sccounted for.... . oo 786 1,213 1,999
Closed - S 218 163 381
Transferred to docketed =1 3 — 32
Pending at June 30, 1949 == 536 1,050 1, 586

t These figures include the oil and gas investigations which are separately tabulated and discussed else-

where in this report.
2 Investigations carried on through correspondence and limited field work:
# Investigations assigned to field investigators.

Securities Violations File

To assist in the enforcement of the statutes which it administers,
and to provide a further means of preventing fraud in the purchase and
sale of securities, the Commission has established a securities viola-
tions file. 'This file is a clearing house of information about persons
charged with violations of Federal and State securities statutes. It is
kept up to date through the cooperation of the United States Post
Office Department, the Federal Bureau of Investigation, parole and
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probation officials, State securities commissions, Federal and State
prosecuting attorneys, police officials, members of the National Asso-
ciation of Better Business Bureaus, Inc., and members of the United
States Chamber of Commerce. By the end of the 1949 fiscal year this
file contained data about 51,165 persons against whom Federal or
State action had been taken in connection with securities violations.

During the past year alone additional items of information relating
to 5,577 persons were added to these files, including information con-
cerning 2,065 persons not previously identified therein.

Extensive use is made of this clearing house of information. During
the past year, in connection with the maintenance of the files, the
Commission received 4,670 ‘‘securities violations” letters or reports
(apart from those mentioned above which are classified as “complaint
enforcement””) and dispatched 3,421 communications in turn to
cooperating agencies.

ACTIVITIES OF THE COMMISSION IN ACCOUNTING AND AUDITING

Successive reports of the Commission have called attention to the
fact that the detailed provisions of the several acts administered by
the Commission recognize the importance of adequate financial state-
ments and their certification by independent public accountants in
ensuring the availability of information necessary for the protection
of investors and in the conduct of the Commission’s work under the
acts. These acts grant the Commission broad authority to prescribe,
among other matters, the form and content of financial statements
required to be filed by registrants subject to the Securities Act of
1933 and the Securities Exchange Act of 1934, to prescribe uniform
systems of accounts for registrants subject to the Public Utility
Holding Company Act of 1935, and to provide for a reasonable degree
of uniformity in accounting policies and principles to be followed by
registered investment companies in maintaining their accounting
records and in preparing financial statements required by the Invest-
ment Company Act of 1940. Acting under this authority the Com-
mission has prescribed uniform systems of accounts for certain public
utility holding companies and for public utility mutual and subsidiary
service companies. The principal accounting requirements prescribed
under the acts of 1933, 1934, and 1940 are set forth in regulation S-X,
which governs the form and content of most financial statements
filed under these acts. In addition, under the Securities Exchange
Act, rules have been adopted governing record keeping, financial re-
porting, and the auditing of the books of exchange members, brokers,
and dealers.

Part X of the Commission’s tenth annual report described the
development of the Commission’s accounting requirements and noted
that in this process much assistance was found in the experience and
counsel of the accounting staffs of companies subject to our jurisdiction
and professional associations of accountants and individual account-
ants. Cooperating committees from these sources and other govern-
mental agencies having similar problems of accounting, auditing and
standards of professional conduct were particularly active during this
formative period. Persons familiar with the problems of accounti
and financial reporting realize that such matters are not govern
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by a completely integrated body of accounting principles and a de-
tailed statement of auditing procedures despite notable progress in
these fields reflected in publications by such groups as the American
Accounting Association and the American Institute of Accountants,
the National Association of Railroad and Utilities Commissioners and
by this Commission and other governmental agencies.

Examination of Financial Statements

Assurance that generally accepted accounting principles and stand-
ards of auditing (where certified financial statements are required) are
observed is basic in many of the Commission’s activities under all of the
acts and in all of the major operating divisions of the Commission.
Such assurance is sought through the activities of the Commission’s
accounting staff which is so organized as to permit expeditious handling
of accounting work and to ensure uniformity of treatment of the prob-
lems that arise in the work of all the divisions. A substantial part
of this work involves the examination of the financial statements and
other accounting data included in material filed with the Commission.
Questions raised ordinarily are brought to the attention of the regis-
trant by letter. Solutions may then be reached by conference or
correspondence. The solution may be the satisfaction of the staff
with the material as filed or the filing of amendments to comply with
our rules and regulations; very rarely is resort taken to a formal pro-
ceeding to resolve a conflict in views.

It should be noted that members of the Commission’s accounting
staff are always available to advise prospective registrants and their
accountants, in conference or by correspondence prior to filing, with
respect to interpretation and application of the Commission’s accoint-
ing requirements to particular situations. Valuable time and expense
may be saved by this procedure when unique problems are recognized
or where registrants and certifying accountants are without previous
experience with Commission procedures.

Public Discussion of Accounting Problems

Some indication of the influence of the Commission’s work in
accounting is found in the numerous inquiries on accounting subjects
received from companies and accountants not subject to our jurisdic-
tion. Inquiries also include requests from teachers and students of
accounting for assistance in research projects and for copies of Ac-
counting Series releases and regulations for use in college classes in
accounting and auditing. A singular request of this type warrants
specific comment here. Recognizing a professional obligation to

ublic accountants who participated actively in the war, the American
})nstitute of Accountants prepared & refresher course for public ac-
countants, This course, published in 1945 under the title “Con-
temporary Accounting,’”’ covered developments during the war in the
various fields of accounting and auditing. The Commission made a
contribution to this work in the form of a chapter on “Requirements
of the Securities and Exchange Commission’’ prepared by the then
chief accountant and a member of his staff. Believing that such
public discussion of the Commission’s work in accounting is helpful
to present and prospective registrants and to their accountants,
members of the Commission and the chief accountant have accepted
invitations to appear at accounting conferences and meetings of
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various accounting organizations on numerous occasions. Such occa-
sions afford an excellent opportunity to discuss current trends in the
development of accounting principles, auditing standards, financial
reporting practices and professional ethics in accounting. Comments
received assist materially in the continuous reappraisal of our account-
ing rules and regulations and in their administration.

A review of the Commission’s annual reports for the fiscal years
ended June 30, 1945, 1946, 1947, and 1948 and of the papers referred
to in the preceding paragraph reveal that the following topics have
been considered during the 5-year period: historical versus earnin
power concept of the income statement; relation between financia.
and tax accounting practices; corporate consolidations, reorganiza-
tions and mergers; termination and renegotiation of war contracts;
war and postwar reserves; charges and credits to earned surplus (a
problem under almost continuous discussion); reporting of so-called
“tax savings” or “charges in lieu of taxes’’; accounting for emergency
war facilities; the single step income statement; the statement of
financial position versus the orthodox form of balance sheet; public
utility depreciation; employees’ pensions; inventory reserves for future
price declines; depreciation and current price levels, development of
new terminology for reserves and surplus; improvements in form of
financial statements; problems arising from the use of the “lifo”
(last-in first-out) method of inventory valuation; and buy-sell-lease
financing. A mere listing of these items is sufficient to emphasize the
cyclical character of some of the persistent accounting problems and
tl{e influence of the closing year of the war and reconversion period.

Some of the problems created by the war (such as reserves for
reconversion) were relatively short lived and were disposed of to a
large extent during the 5-year period under review. The varying
accounting treatments given to emergency war facilities have had a
more lingering influence. Where the emergency facilities were used
only during the war period and could not be converted to peace time
use, the accelerated amortization applied appears to have been appro-
priate accounting. Where, however, war plants were written off but
converted to peacetime use with full efficiency, the post war years
benefit from the use of the property without the burden of a deprecia-
tion charge. Where postwar use of the properties was anticipated
and normal depreciation rates were used for accounting purposes
although full emergency facility amortization was claimed during the
war period for tax purposes, the postwar period bears a depreciation
charge from which no tax benefit is derived. Further accounting
complications developed in both of these situations when postwar
plant additions were made at excessive construction costs. It is clear
that in this f?‘[(ist;wa‘r period both intraindustry and interindustry com-
parisons of financial results are seriously affected by these differences
1n accounting treatment of plant costs. Full disclosure of the methods
employed in accounting for fully depreeiated assets (whether prewar,
war emergency or postwar) and postwar additions is essential in the
absence of umform treatment throughout industry. These problems
have not proven as simple as many commentators on the subject
have suggested. In any case, the Commission has given userious
g(i)sncsliderat,ion to these problems as subsequent paragraphs will

ose.
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Revisions of Regulation S=X and Forms

Regulation S-X, the Commission’s principal accounting regulation
under the Securities Act of 1933, the Securities Exchange Act of 1934
and the Investment Company Act of 1940, was adopted in 1940.
In addition to minor technical changes and the recognition of certain
temporary conditions growing out of the war, two major changes
were made in this regulation during the period under review. After
approximately 5 years’ experience in examining financial statements
of management investment companies filed pursuant to the accounting
requirements laid down in article 6 of the regulation, a complete
revision was proposed and submitted to interested parties for com-
ment. Extensive comments were received and carefully considered
and a formal public conference was held following which remaining
problems were discussed with representatives of the industry. The
revised article 6 in effect since 1946 has resulted in substantial uni-
formity in the accounting practices of the companies affected and in
more informative and useful financial statements for investors.

A corresponding accounting regulation for face-amount certificate
companies was proposed last year as article 68.22 This proposal is
still under discussion with persons who will be governed by its pro-
visions.

The most recent change in regulation S-X is the inclusion of a new
article 5~A 2 referred to in last year’s report and adopted early in this
fiscal year. This new article provides for simplified financial state-
ments for commercial, industrial and mining companies in the promo-
tional, exploratory or development stage previously provided for only
in Securities Act registration forms for these companies, extending
the use of such simplified statements to applications for registration
on Form 10 and to annual reports on Forms 10-K and 1-MD under
the Securities Exchange Act for companies of the type indicated.

In previous reports and elsewhere in this report comment may be
found as to revision of forms and the elimination of those found to be
obsolete. In addition to the program of revision of the forms most
widely used, regulation S-X is undergoing a thorough reappraisal
with a view to the elimination of obsolete material and the incorpora-
tion of provisions relating to accounting terminology and financial
statement disclosure developed in the last few years. This program
is a major undertaking and will require careful consideration of a
number of controversial and complex problems involving accounting
principles and auditing standards, as well as the form and content of
financial statements.

Incidental to the above program the Commission has received
suggestions to the effect that financial statements contained in pub-
lished reports to stockholders should be accepted in lieu of the financial
statements required by certain of our forms. Apparently those
msking these suggestions have overlooked the fact that a similar
previous suggestion was adopted in amendments to Form 10-K for
commercial, industrial and utility companies and to Form N-30A-1
for investment companies. Accounting Series Release No. 41 adopted
December 22, 1942, dealt with the accounting aspects of these

1 Accounting Beries release No. 63 (1947).
A Accounting Series release No. 66 (1948).
862040—50——15
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amendments. Briefly, the amendments permit companies to file
copies of their regular annual reports to stockholders in place of
certain of the financial statements required to be filed by such forms,
if the financial statements included in the annual report to stock-
holders substantially conform to the requirements of regulation S-X.
The release discusses in some detail the interpretation to be given to
the words “substantially conform.” Despite this provision intended
to simplify compliance as well as to encourage high standards in finan-
cial statements furnished to stockholders, only a few registrants have
taken advantage of this rule.

The requirements of rule X-13A-13 and Form 8-K for the filing
with the Commission of a quarterly report of sales may also be
satisfied by the filing in lieu thereof of a copy of the published report
to stockholders provided such report contains as a minimum the total
amount of gross sales less discounts, returns and allowances, and
operating revenues. Although a representative list of corporations
has taken advantage of this permission, the use of the alternative has
not been as widespread as was expected.

Review of Commission Decisions

Reports for the past 4 years have contained detailed consideration
of Commission decisions involving points of accounting and auditing
of particular interest to accountants. A brief summary will indicate
the nature of the problems encountered.

The close of the war and reconversion to peacetime activity and
expansion in industry produced several cases in which inventories
were found to be overstated due to overoptimism, improper accounting
methods or other causes.* A number of similar cases were observed
and corrected as a result of the Commission’s regular examining
procedure and without formal Commission action or published opinion.
In one of the published cases in which the misleading financial state-
ments had been certified by independent public accountants, the
Commission deemed it necessary, by a separate action, to inquire
into the auditing procedures followed by the accountants and into
other circumstances having a bearing upon the failure to detect the
substantial overvaluation of the inventories in question. In this
proceeding the accountants stipulated that the statements of fact
and conclusions based thereon in the Commission’s published report
might be considered as evidence. While the hearing officer found
all of the parties at fault in some degree, the Commission adopted his
recornmendation that in view of the remedial measures taken by the
accounting firm to strengthen its control procedures, and, further,
in view of the prior adverse publicity and certain mitigating circum-
stances, the proceedings should be dismissed with the recommendation
that the public, and particularly the accounting profession, be in-
formed that when a firm of public accountants permits a report or
certificate to be executed in its name the Commission will hold such
firm fully accountable. This was done by publication of the findings
of the hearing examiner.® The following comment on this opinion
is quoted from the June 1949 number of The New York Certified
Public Accountant: ‘“The tenor of the opinion is far more important

3¢ For example, see Securities Act releases Nos. 3255 (1947) and 3277 (1947).
# Accounting Series release No, 67 (1849).
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to accountants generally than is the result reached on the specific
facts, since the admonitions included a strong invitation to all prac-
titioners to review their existing organizational procedures and
practices, and where indicated to take appropriate remedial measures.”’
It is believed that the opinion has had this beneficial effect and will
help to strengthen the protection which certification of financial
statements by independent public accountants is intended to afford
to investors.

A second class of cases involving accounting which has led to Com-
mission opinions during the past five years arose in connection with
promotional enterprises. These cases usually reveal failures to
disclose significant information concerning the relationship of the
promoters to the enterprise, omission of habilities from the balance
sheets, overstatement or improper description of assets and inappro-
priate and misleading accountants’ certificates.®® A situation of this
kind briefly described in the Thirteenth Annual Report # resulted
in a proceeding under rule IT (e) of the Commission’s Rules of Practice
as a result of which the firm of certified public accountants and the
partner in charge of the engagement were found to have engaged in
improper professional conduct under our rules. Briefly, the partner
in question attached the firm’s certificate to a balance sheet which
contained certain misstatements of assets and labilities, including
the improper showing among the assets of a leasehold at $100,000,
an amount equal to the par value of the common stock issued therefor,
when it was admitted that this amount was an overstatement. The
opinion concluded “that it was improper to indicate that the stock
had been issued at its full par value, whereas, in fact, it had been
issued at & discount.” The accountants’ certificate was held to be
false and misleading in that it was couched in terms which implied
the existence of an accounting system and accounting records when in
fact there were no books of account, no accounting system and no
accounting records other than a few vouchers and rough notes in the
certifying accountants’ own files. In addition, it was found that the
partner, and therefore the firm, was not independent as represented
and required by the Securities Act of 1933 because the partner had
become so enmeshed in the promotion of the enterprise that he was
in reality a promoter rather than an independent certified public
accountant.®

A third class of cases revealed situations in which inadequate or
misleading financial statements were employed to assist the manage-
ment in a program of acquiring the company’s securities at less than
their fair value.”

A fourth group of accounting cases arises in the administration
of the rules governing securities brokers and dealers. Difficulties were
encountered in this field of regulation largely because of the large
number of small firms and the fact that many of the required audits
were performed by accountants unfamiliar with the Commission’s
requirements and apparently not well trained in the improved proce-
dures of brokerage auditing practice. Leaders in the accounting

 Bee Securities Act releases Nos. 3151 (1946), 3236 (1947), 3197 (1947), 3110 (1946) and 3267 (1047).

¥ P. 13, Health Institute, Inc.

3 Accounting Series release No. 68 (1949).

’;%ug% change Act releases Nos. 3822 (1946) and 3716 (1945); Litigation releases Nos. 302 (1045)
an .
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profession have aided in our efforts to improve the quality of broker-
dealer audits and reports.®® In addition the Commission’s staff,
through correspondence and direct contact by regional office repre-
sentatives, has devoted considerable time to exp%aining to brokers
and dealers and their accountants the reporting auditing requirements
of the pertinent rule X-17A-5 and Form %—17A—5, which have
been in effect since 1943, where it was apparent that inexperience
rather than deliberate evasion was the cause of the unsatisfactory
reports filed. Nevertheless, our investigations not infrequently
disclose failure to keep proper books and records specified under
rule X-17A~-3 and willful violation of our reporting requirements
referred to above. A case of this kind which resulted in disciplinary
action against the certifying public accountants was described in last
year’s report.® Two cases reported in Commission opinions this year
resulting in withdrawal or revocation of broker-dealer registrations
did not involve public accountants.®® Other cases reviewed in past
reports during this period are cited in the margin,®

Current Problems in Accounting and Auditing

In a preceding paragraph several representative accounting prob-
lems considered in the past five years were mentioned. Detailed
reconsideration of those matters which have been discussed at some
length in prior years’ reports would not appear to be necessary here.
However, changing business conditions not only create new problems
in accounting, but often call for reexamination of old problems.

A persistent problem in reporting has been that of reflecting possible
adverse business developments in the future. Accounting devices
used include the creation of general purpose contingency reserves and
reserves designated for special purposes such as possible future price
declines in inventories and for replacement of plant assets in periods
of higher price levels. As stated in our fourteenth annual report,
administrative policy on this question has been that provisions of this
type should be reflected as appropriations of surplus and should be
reported in the surplus statement rather than on the profit and loss
statement. This view encountered resistance from certain registrants
and their accountants due in part to the equivocal position taken in
several research bulletins issued by the Committee on Accounting
Procedure of the American Institute of Accountants and to which
position our chief accountant had taken exception. As indicated in
our last report, the Institute committee recognized that considerable
confusion in the reporting of operating results was created by the
optional reporting methods permitted under their bulletins and sought
to remedy the situation by the adoption of a new bulletin 3 in which
the option permitting appropriation from net income was withdrawn.

Minority dissents to the bulletin and developments in practice
since its publication indicate that its subject matter is still controver-
sial. However, the majority view of the committee reflects a policy,
consistent with that of the Commission, that the income statement
should show net income for the period without additions or deductions

¢ See editorial, “A Warning to Auditors,” The Journal of Accountancy, June 1946.

u Accounting Series release No. 59 (1947). See slso Accounting series release No. 51 (1945).
32 Securities Exchange Act releases Nos. 4138 51948) and 4265 (1949).

1 Becurities Exchange Act releases Nos 3593 (1044), 3716 (1945), 3772 (1946), and 3982 (1047).
# Accounting Research Bulletin No. 35, October 1948,
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of items which are properly excluded from the determination of net
income such as the types of provisions for future events mentioned
above. This policy is reflected in rule 5-03-16 of regulation S-X
which provides that the final caption on profit and loss or income state-
ments shall be Net Income or Loss.

Mentioned in last year’s report was an example of the application
of the replacement theory of depreciation as compared to the generally
accepted accounting concept that depreciation is the amortization of
the cost of fixed assets over their anticipated useful lives. A small
number of registrants applied some departure from the accepted
principle in reports filed with the Commission during the year. Ex-
ception was taken in all of these cases, and conferences, in which
representatives of registrants, the Commission and the staff partici-
pated, were held to consider the general question and its appfi)ca,tion
in particular cases. The conclusion rea(clhed was that depreciation
charges in financial statements filed with the Commission should con-
tinue to be based upon cost. Revisions of financial statements on
file have been made in accordance with this conclusion. In some cases
accounting recognition has been given to the high rates of production
enjoyed in postwar years by accelerating depreciation charges in
periods during which productive capacity was used in excess of normal
average production over a representative period of years. Similarly,
the amortization of plant costs incurred to capture a temporarily ex-
panded demand was deemed to comply with the generally applicable
accounting principle of matching costs with revenues. In such cases
a clear explanation of the circumstances justifying the early amortiza-
tion of costs has been obtained. The policy agopted by the Com-
mission is consistent with that adopted by representative professional
accounting groups in this country % and in Great Britain.®

In the Commission’s thirteenth annual report attention was called
to the practice of aceepting, prior to that time, accountants’ certificates
accompanying financial statements of public utility companies in
which the accountants avoided expression of an opinion with respect
to the adequacy of the provision and the reserve for depreciation.
Since that time Commission policy has been to require that in the
event of inadequacy of either the provision or the reserve the account-
ant must make clear his position as to both. A related problem is the
proper disclosure of the reserve for depreciation in the balance sheet.
Because of a custom of long standing in the utility industry pursuant
to which such reserves were shown grouped with other reserves on the
liability side of the balance sheet in accordance with prescribed uniform
systems of accounts adopted by the various federal and state regula-
tory bodies, this Commission’s regulation S-X which prescribes the
form and content of financial statements to be filed under the acts
contains, for such companies, an exception to the general rule that
valuation and qualifying reserves shall be shown separately in the
statements as deductions from the specific assets to which they apply.
However, the general rule has had wide acceptance among account-
ants for many years and it would appear that it should now be applied

 See “Depreciation and High Costs,” Accounting Research Bulletin No. 33, American Institute of Ac-
%rl!l)l&tgnts, a%ecember 1947, reaffirmed October 14, 1948, 1n a8 memorandum of the Committee on Accounting

ure addressed to members of the Institute
# For a brief consideration of the subject citing American and British views see The Canadtan Chartered

Accountant, July 1949, p. 21.
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to public utility companies since the uniform system of accounts
promulgated by the National Association of Railroad and Utilities
Commissioners now permits, but does not require, the deduction of
reserves for depreciation, depletion and amortization from the related
asset accounts on the balance sheet. Some states and the Federal
Power Commission, the Interstate Commerce Commission and the
Civil Aeronautics Board, adopted this treatment of the reserve as a
requirement. A requirement to this effect is being considered in
connection with the amendment of regulation S-X now in process.

The use of the word “reserve’”’ in the foregoing discussion prompts
a reference to a movement in accounting circles which should have
the support of all concerned. There has been much lay criticism of
certain technical terms used in accounting, Two terms that have
received the brunt of the attack are “reserve’” and “surplus.” The
accounting staff has discussed the matter with representatives of the
accounting profession and in response to specific inquiries has indicated
that there 1s no barrier in the Commission’s present accounting require-
ments to the adoption of properly descriptive substitute terminology
in financial statements filed with the Commission. In addition, the
chief accountant of the Commission has publicly endorsed the move-
ment. A recent review of a number of reports to stockholders in-
dicates a growing acceptance of these proposals to adopt new termi-
nology intended to be more illuminating.

Briefly, it is proposed to restrict the term ‘‘reserve’” to appropriations
of surplus which should be shown as part of the stockholders’ equity
in the balance sheet. The term would not be used to designate
accounts properly classified as liabilities or as deductions from assets.
Clear-cut distinctions are difficult in some cases but substantial im-
provements have been made in financial statements filed with the
Commission.

Some large corporations have approached the abandonment of the
term “‘surplus’’ with caution, adopting the device of using both the
old and new terms, showing one or the other in parentheses. New
terms found in published reports include ‘“net income retained for
use io the business,” “profit employed in the business,” ‘“‘income
retained in the business,” “net earnings retained for use in the busi-
ness,” “accumulated earnings—in use in the business,” “reinvestment
of profits,” and “earnings employed in the business.” Corporate
financial history in many individual cases will present complications
which will require special disclosure. A common example is the
situation in which earnings have been capitalized by the payment of
stock dividends or by an increase in the stated value of any class of
outstanding shares. Consideration must also be given to the proper
presentation of appropriations from surplus to create reserves or to
imndicate restrictions on surplus from a variety of causes. An un-
qualified use of the suggested substitute terms would appear to be
technically incorrect and misleading when earnings have been capi-
talized or appropriated and shown otherwise than as a part of the
recaptioned earned surplus. The phrases mentioned above connote
that a given account represents all of the earnings which have been
retained. In order for a balance sheet using such terminology to be
accurate and meaningful the account thus captioned must be pre-
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sented in a manner which will reflect all earnings retained in the busi-
ness, even though capitalized, or otherwise appropriated.

A problem actively discussed during the year grows out of a form
of financing which has had a rapid postwar growth in popularity.
There are several variations found, but a common example involves
the construction of a building, its immediate sale to a second party
accompanied by a long-term lease back to the seller, usually with
renewal options. In some cases a third party, usually an insurance
company or an educational institution, lends the necessary funds to
the lessor, taking a mortgage on the property. In still other cases
the lessor-owner of the real estate builds to specifications furnished by
the lessee. The device is common in the chain store field but is not
restricted to it. The problem for the accountant when faced with
these situations is to determine how much disclosure is necessary for
the investor to interpret properly the effect upon the financial condi-
tion of the company. -

The Commission’s practice with respect to the treatment of these
situations depends upon the terms of the contracts, Thers are,
basically, three types of contracts. Some are simple lease arrange-
ments containing no provision for acquisition by the tenant of title
to the property. Specific instructions for the reporting of long-term
leases, including those of the type under discussion, are now pre-
seribed in item 5 of rule 12~16 of regulation S-X, dealing with ‘“‘Sup-
plementary Profit and Loss Information,” which requires a statement
of the aggregate annual amount, if significant, of the rentals upon all
real property now leased to the registrant and its subsidiaries for
terms expiring more than three years after the date of filing, and the
number of such leases. If the rentals are conditional the minimum
annual amount thereof is to be stated. It is also essential, in view of
the fixed commitment involved, that adequate information with
respect to such leases be submitted as supplemental information to
the balance sheet, preferablyjin*the form of a footnote keyed to a
caption in the.balance sheet.

A second type of contract involves the purchase or repurchase of
the property by the lessee, and provides that the periodic payments
made under the agreement will be applied against the purchase price
of the property. Such arrangements are clearly purchase or repurchase
contracts, and should be shown at their full contract cost, less appro-
griate allowance for depreciation, on the asset side of the lessee’s

alance sheet, with the liability under the purchase contract reflected
under an appropriate caption on the lia%ility side. Here, again,
adequate information concerning such arrangements should be
ap;i‘ropriately disclosed.
he third type of contract incorporates an agreement which permits
but does not obligate the lessee to acquire title to the property either
during the life of the lease or upon its termination. In these situations
it is necessary to go beyond the form of such contracts and determine
whether, in substance, the lessee actually intends to acquire the
property. Among the factors to be weighed in reaching a decision are:

1. W{ether the rentals are to be apl;fied against the purchase price,
and if so, whether they are out of line with rentals under leases not
containing acquisition provisions;
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2, The estimated value of the property at the time the purchase
option becomes exercisable as compared with the agreed purchase
price, if any; .

3. Whether the contract provides for an extension of the lease
per@og, and the amount of the rentals to be paid during the extended

eriod.

P If it is determined, after consideration of all the factors in a particu-
lar case, that the agreement is in fact a purchase or repurchase contract,
it follows that it must be reflected in the balance sheet as in the second
type of case. If, on the other hand, the agreement constitutes a dona
Jfide lease arrangement, it will be necessary only to submit the required
informlation as a supplement to the financial statements as in the first
example.

Mol;t. of the articles concerning ‘“net-lease” financing appearing in
various financial and accounting publications either do not refer to
some of the significant problems inherent in this practice, or give
them only passing mention. One of the principal problems to the
lessee is, of course, the fixed commitment for a long term of years.
In the cases which have come to our attention the arrangements do
not appear to he subject to adjustment to conform to changes in
business conditions, a situation which may present considerable
hazard in periods of declining business activity.

A case in point is that of the Childs Co. The Commission’, advisory
report ¥ on the propo.ed plans of reorganization of this company
discloses that the “need for cash to repay bank loans caused the com-
pany to dispose of a number of its best properties and take back leases
at rentals which later proved burdensome.” Among the factors
enumerated by the trustee as contributing to the chain’s financial
difficulties were excessive rentals paid by many of the stores and
obsolete restaurant locations which were impossible to abandon
because of lease obligations.

It is true, of course, that the purchase of property subject to a
mortgage also commits the mortgagor to periodic payments of interest
and to repayment of the principal amount. However, the number of
such commitments which may be incurred by any one mortgagor is
somewhat restricted by virtue of the fact that ordinarily a mortgage
cannot be obtained for the full value of the property, and the purchaser
must provide the balance himself. Because this restriction is not
present in the typical ‘‘sell-lease” transaction, and there is a real
danger that the lessee will commit himself for payments which he will
be unable to meet under adverse conditions, full disclosure of such
lease obligation. is necessary in order to make the financial statements
not misleading.

DIVISION OF OPINION WRITING

The Division of Opinion Writing aids the Commission in the prepa-
ration of findings, opinions, and orders promulgated by the Com-
mission in contested and other cases and controversies arising under
the Securities Act of 1933, the Securities Exchange Act of 1934, the
Holding Company Act of 1935, the Trust Indenture Act of 1939, the
Investment Company Act of 1940 and the Investment Advisers Act

3 Corporate Reorganization Release No. 67, September 30, 1946,
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of 1940. These statutes provide for a wide variety of administrative
proceedings which require quasi-judicial determination by the Com-
mission. Formal opinions are issued in all cases where the nature of
the matter to be decided, whether substantive or procedural, is of
sufficient importance to warrant a formal expression of views.

The Division of Opinion Writing is an independent staff office which
is directly responsible to the Commission. It receives all assignments
and instructions from and makes recommendations and submits its
work to the Commission directly. It is headed by a director, who is
assisted by an assistant director, supervising attorneys and a staff
of drafting attorneys and a financial analyst.

While engaged in the preparation of opinions assigned to the
Division of Opinion Writing, the members of this Division are com-
pletely isolated from members of the operating division actively
participating in the proceedings and it is an invariable rule that
those assigned to prepare such an opinion must not have had any
prior participation in any phase of the proceedings with respect to
which the opinion is to be prepared. Commission experts are from
time to time consulted on technical problems arising in the course of
the preparation of opinions and findings, but these experts are never
individuals who have participated in the preparation of the case or
testified at the hearing.

The director or assistant director of the Division of Opinion Writin,
together with the members of the staff of the Division who are assigne
to work on a particular case, attend the oral argument of the cases
before the Commission and frequently keep abreast of current hear-
ings. Prior to the oral argument, the Division makes a preliminary
review of the record and prepares and submits to the Commission a
summary of the facts and issues raised in the hearings before the
hearing officer, as well as in any proposed findings and supporting
briefs, the hearing officer’s recommended decision, and exceptions
thereto taken by the parties. Following oral argument or, if no oral
argument has been held, then at such time as the case is ready for
decision, the Division of Opinion Writing is instructed by the Com-
mission respecting the nature and content of the opinion and order
to be prepared.

In preparing the draft of the Commission’s formal opinion, the
entire record in the proceedings is read by a member of the staff of
the Division of Opinion Writing and in some cases he also prepares
a narrative abstract of the record. Upon completion of a draft
opinion and abstract of the record, and after their review and revision
within the Division of Opinion Writing, they are submitted to the
Commission, If the study of the record in the case by the Division
of Opinion Writing has revealed evidence of violations warranting a
reference to the Attorney General for criminal prosecution, or has dis-
closed the desirability or the need for any changes in administrative
procedures or techniques, appropriate recommendations are made
to the Commission at the time the draft opinion in the case is sub-
mitted.

The draft opinion as submitted may be modified, amended, or com-
pletely rewritten in accordance with the Commission’s final instruc-
tions. When the opinion accurately expresses the views and con-
clusions of the Commission, it is adopted and promulgated as the
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official decision of the Commission. In some cases concurring or
dissenting opinions are issued by individual Commissioners who wish
to express their separate views on matters covered by the opinion
adopted by the majority of the Commission. In such cases the
Division of Opinion Writing is occasionally instructed to prepare
drafts of such concurring or dissenting opinions and confers respecting
them with the individual Commissioners involved, submits drafts
directly to them, and makes such modifications and revisions as are
directed.

The findings of fact, opinions, and orders adopted and promulgated
by the Commission serve as an aid and guide to the bench and bar,
With minor exceptions (. g., certain opinions dealing with requests
for confidential treatment) all are publicly released and distributed to
representatives of the press and persons on the Commission’s mailin,
list. In addition, the findings and opinions are printed and published
by the Government Printing Office in bound volumes under the title
“Securities and Exchange Commission Decisions and Reports.”

The Division of Opinion Writing uses a system of drafting and
reviewing attorneys to check and recheck against the record, in order
that the cases assigned to it receive the meticulous consideration which
their importance and substantial nature require, and to ensure that
the findings and opinion of the Commission will reflect with complete
correctness the facts in the record and the applicable law. The Com-
mission believes this to be the only effective way to achieve consistent
accuracy in dealing with cases having the technical complexities that
characterize the matters it is required to decide.

The foregoing represents the primary function of the Division of
Opinion Writing—to aid in the preparation of findings, opinions, and
orders promulgated by the Commission in contested cases arising
under the statutes it administers. The creation of the Division of
Opinion Writing as an independent staff unit in 1942 was based on the
view that the fair exercise of the Commission’s adjudicatory functions
in many types of cases made it appropriate that it be assisted in that
function by members of its staff who were independent of any other
employees who participated in any of the investigative or prosecutory
functions of the Commission. Originally initiated as a matter of
Commission policy, this arrangement’s desirability was subsequently
given express recognition in the specific provisions of the Administra-
tive Procedure Act which in certain types of cases require that there
be a complete separation of function between quasi-prosecutory
functions and quasi-judicial functions. The existence of the Division
of Opinion Writing thus made it possible for the Commission even
before the passage of the Administrative Procedure Act to meet fully
the separation of function requirements contained in Sections 5 (c),
7 and 8 of that act.

Following the adoption -of the Administrative Procedure Act in
June 1946, the Commission’s Rules of Practice and procedure were
revised in order to effect full compliance with the provisions of the act.
Revised Rules of Practice were adopted effective September 11, 1946,
when most provisions of the act became effective, and there were
also prepared for publication in the Federal Register, as required by
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the act, descriptions of the Commission’s organization and procedures,
lists of forms, and a compilation of interpretative opinions theretofore
issued for the guidance of the public. These materials were prepared
under the joint direction of the Division of Opinion Writing and the
Office of the General Counsel.

The Commission, through its revised Rules of Practice, has sought
to provide a flexible procedure which will be suited to the needs and
desires of the participants in the proceeding before it, as well as guar-
antee them the procedural safeguards required by the general principles
of due process and the provisions of the Administrative Procedure Act.
Thus, in many instances the Commission, at the request of some
participants, has availed itself of the assistance of the Division of
Opinion Writing in the preparation of its findings even though separa-
tion of functions was not technically required by law. Further, under
rule III of the Commission’s Rules of Practice, the moving party may,
subject to contrary determination by the Commission, specify the
procedures considered necessary or appropriate in the proceedings,
with particular reference to (1) whether there should be a recom-
mended decision by a hearing officer; (2) whether there should be a
recommended decision by any other responsible officer of the Com-
mission; (3) whether the inferested Division of the Commission’s
staff, or only the Division of Opinion Writing, may assist in the
preparation of the Commission’s decision and (4) whether there should
be a 30-day waiting period between the issuance of the Commission’s
order and the date 1t is to become effective. Other parties may object
to the procedures or specify other procedures, but in the absence of
such objection or specification of additional procedures may be deemed
to have waived objection to the specified procedure and to the omission
of any procedure not specified.

In addition to its primary function, the Division of Opinion Writing
is also given assignments of a general nature which are not inconsistent
with the objective of the separation of the investigatory and quasi-
judicial functions. Thus, the Division has been assigned continuing
joint responsibility with the Office of the General Counsel in dealing
with problems amsing under the Administrative Procedure Act. It
has also been given the responsibility of preparing a compilation of
administrative decisions and other authorities under the various
statutes administered by the Commission, and from time to time it is
given other special assignments by the Commission.

The Division of Opinion Writing also assists the operating divisions
of the Commission in the preparation of opinions in ceriain uncon-
tested cases where participation by the operating division in the deci-
sional process is proper under the Administrative Procedure Act. In
some instances members of the Division of Opinion Writing are also
assigned to assist the Office of the General Counsel in connection
with court appeals taken from Commission decisions initially drafted
in the Division. *

Some of the more significant opinions issued by the Commission
during the year are commented upon in this report under the discus-
sions of the various statutes.
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INTERNATIONAL FINANCIAL AND ECONOMIC MATTERS

Registration statements covering $15,353,450 of securities issued
by foreign companies were filed during the fiscal year 1949. Because
og the withdrawal of one statement covering an offering of $7,500,000
of securities of a Canadian oil company, only $7,853,450 of securities
of foreign issuers were effectively registered.

Upon the outbreak of World War II the national securities
exchanges suspended dealings in all securities of German, Japanese,
Italian, and other axis origins. Shortly thereafter the Commission,
upon cousultation with the Departments of State and Treasury,
requested that brokers and dealers refrain from effecting transactions
in these securities. Following the filing of a registration statement
by the Republic of Italy in December 1947, covering an offer of
exchange for the outstanding dollar bonds of the Kingdom of Italy
and certain municipal and corporate obligations, the Commission
withdrew its request as to Italian securities.

In recognition of the interest of United States bondholders and
upon request of the securities exchanges upon which the bonds were
traded, the Commission has consulted with the Departments of State,
Treasury, Justice, and the Army as to the questions involved in the
eventual resumption of trading in German, Japanese, and other
former axis issues. Events which have taken place since these bonds
were suspended from trading have been reviewed. The uncertain
status of prewar dollar obligations of Germany and Japan, the lack
of & peace treaty with either country, and the substantial dollar
obligations they have incurred during the period of occupation have
been noted. The Commission has concurred in the conclusion that it
would not be in the interest of United States foreign policy or of
public investors to approve the resumption of trading in German or
Japanese securities at this time.

The Commission maintains, through its Adviser on Foreign Invest-
ment, facilities for liaison with other agencies which might have
jurisdiction over or interest in problems of foreign finance. The
Commission has continued its representation on the Staff Committee
of the National Advisory Council on International Monetary and
Financial Problems. It has continued to cooperate with other agencies
concerned with the development of the Government’s foreign economic
program through the Executive Committee on Economic Foreign
Policy and its subcommittees on Foreign Investment Policy, Private
Monopolies and Cartels, and the United Nations Economic Subcom-
mittee. The Commission isrepresented also on the Federal Committee
on International Statistics formed to advise and assist the United
States member of the United Nations Statistical Commission.

Ip furtherance of the European Recovery Program, the Commission
participated in the preparation for presentation to the Congress of
documents on the financial problems of the program through member-
ship on the Financial Policy Subcommittee of the Correlation Com-
mittee on ERP. At the request of the Administrator for Economic
Cooperation, the Commission’s Adviser on Foreign Investment pre-
pared a statement on private United States investments in foreign
countries, and the prospects for private investment in certain ERP
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countries. This statement was submitted in connection with the
hearings on H. R. 2362 (a bill to Amend the Economic Cooperation
Act of 1948) before the Committee on Foreign Affairs of the House of
Representatives.

The Commission has also contributed to the formulation and
implementation of the President’s Point IV Program for the provision
of technical assistance to and the encouragement of private investment
in underdeveloped countries. In this connection the Adviser on
Foreign Investment has participated as a member of the working
groups on the financial aspects of the program, assisting in the drafting
of principles for the investment clauses of treaties to provide pros-
pective United States investors with guaranties through the Export-
Import Bank against risks peculiar to foreign investments.

The Commission, through the office of its Adviser on Foreign
Investment, maintains a constant surveillance of foreign exchange
regulations and capital controls of other countries, noting particularly
the effect of such regulations and controls upon United States investors
abroad. One of the purposes of this review is to be assured that
accurate disclosure of foreign exchange controls is made in registra-
tion statements and prospectuses used in connection with public
offerings of foreign securities in the United States. During the year
the Commission has had ocecasion to bring to the notice of the Depart-
ment of State for appropriate action instances of apparent or potential
violation of the Securities Act of 1933 in the offering of foreign securi-
ties. The Commission continues to maintain surveillance of the
transactions in outstanding securities effected by foreigners in the
securities markets under the Commission’s jurisdiction.

The Commission, as a member of the Board of Visitors of the
Foreign Bondholders Protective Council Inc., continued consultation
with the Department of State on problems referred to the Board by
officers of the Council. Upon the invitation of the United States
Governor of the International Bank and Monetary Fund, the Chair-
man of the Commission and the Adviser on Foreign Investment took
part in the third annual meeting of these institutions held in Washing-
ton in September of 1948.

At the request of representatives of the National Advisory Council
on International Monetary and Financial Problems, the Commission
gave consideration to legislation to afford certain conditional exemp-
tions from the Securities Acts for obligations issued or guaranteed by
the bank. (See discussion, above, under the section dealing with the
Securities Act.)

ADVISORY AND INTERPRETATIVE ASSISTANCE

Constant requests by attorneys, accountants, persons engaged in
specialized fields of the securities business, and members of the general
public in connection with the acts administered by the Commission
has made an interpretative and advisory service an important part
of the Commission’s work. New problems arise continuously as
changes in patterns of financing and business conditions present novel
situations. When the frequency and importance of inquiries and the
proper administration of the statutes dictate, interpretations of
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general application are circulated in release form and are also published
in the Federal Register.

Representatives of new enterprises and small business ventures
constantly seek guidance and assistance under the various acts
which the Commission administers. For the most part, these in-
quiries involve the applicability of exemptions from the registration
provisions of the Securities Act, including the availability of special
exemptions for small issues of securities. Many small issuers have
thus received timely advice which enables them to comply with the
applicable statute with a minimum of effort and expense.

n order to avoid violating the acts administered by the Commis-
sion, those who must comply with these acts often seek preliminary
advice from the Commission concerning the application of the statu-
tory provisions to proposed transactions. This preliminary advice
has frequently proved mutually belpful to the securities industry and
to the Commission, inasmuch as 1t tends to avoid needless effort,
expense, and delay that might otherwise be necessary to correct
what would have been defective filings by the registrant.

Among the more frequent inquiries received are those which relate
to questions of control of an issuer by a particular person for the
purpose of determining whether registration of the issuer’s stock is
required under the Securities Act to cover sales by him; whether a
particular offering is public or private; whether a company is an
investment company, and the applicability of the various sections of
the Investment Company Act to proposed transactions; questions of
the extent to which brokers, dealers, investment advisers, statistical
agencies, and others may properly disseminate information about
securities free of the prospectus requirements of sections 5 and 10 of
the Securities Act; the manner and degree to which stabilization may
be maintained with respect to the market prices of outstanding
securities while a registered offering is in progress; and to whether
the disposition of various types of interests, such as membership in a
cooperative housing project, participation in pension funds, and the
lAike, constitute offers of securities within the meaning of the Securities

ct,

The volume and nature of the interpretations rendered in the
Commission’s ten regional offices have followed the pattern of those
rendered by the staff at the central office. Each regional office is
advised concerning inquiries received in the central office originatin
from persons located in the region covered by the respective regiomﬁ
office, and each office is advised also of all interpretations involving
unique situations. In addition, to assure uniformity of interpreta-
tions, the central office makes a complete review of interpretations
given by the regional offices.

CONFIDENTIAL TREATMENT OF APPLICATIONS,
REPORTS, OR DOCUMENTS

The Commission is empowered to grant confidential treatment,
upon application by registrants, to information contained in reports,
applications, or documents which they are required to file under the
Securities Act of 1933, the Securities Exchange Act of 1934, the Public
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Utility Holding Company Act of 1935, the Investment Company
Act of 1940, and the Investment Advisers Act of 1940. TUnder the
Securities Act of 1933 the Commission has adopted rule 580, which
provides that information as to material contracts, or portions thereof,
will be held confidential by the Commission if it determines that dis-
closure would impair the value of the contracts and is not necessary
for the protection of investors. The other four statutes referred to,
in general empower the Commission to hold confidential under cer-
tain conditions any information contained in any reports required
to be filed under those statutes. Disclosure of information confi-
dentially filed under the latter statutes is made only when the Com-
mission determines that disclosure is in the public interest.

The following table indicates the number of applications received
and actl‘,ed upon during the 1949 fiscal year and the number pending
at 1ts close:

Applications for confidential treatment—1949 fiscal year

onding | Number | Number | ‘onioed” | pending
pen umbder uamoer 8] penaing
Act under which filed July 1, | received | granted | or with- | Jume 30,
1948 drawn 1949
Securities Actof 19331 ________________| 4 10 13 0 1
Securities Exchange Act of 10343, ____.____ 1 46 39 8 10
Investment Co. Actof 19403 ______________ 0 52 52 0 0
T I 15 108 104 8 1

1 Filed under rule 485.
2 Filed under rules X-24B-2 and X~-13A-6B.
3 Filed under rule N—45A-1.

A marked drop in the number of applications filed occurred in the
1949 fiscal year. This resulted particularly from the revision in
November 1948, of item 7—A of regulation X-14, which reduced the
amount of information about the remuneration of officers and direc-
tors called for in proxy soliciting material—information frequently
made the subject of requests for confidential treatment. The con-
sequent drop in applications relating to proxy soliciting material
amounted to more than 75 percent.

Registrants may obtain a private hearing by the Commission under
rule X-24B-2 to offer arguments in support of their applications.
Out of 105 applications denied or withdrawn during the past 5 years,
there were 6 in which such hearings were requested and conducted.
In each of these cases the registrant, after the hearing, withdrew ap-
plication for confidential treatment. Registrants may also seek
judicial review of decisions made by the Commission adverse to them,
but no such petitions for such judicial review have been filed during
the past several years.

STATISTICS AND SPECIAL STUDIES

Saving Study

The Commission continued its series of quarterly releases on the
volume and composition of saving by individuals in the United
States. These releases show the aggregate volume of individuals’
saving; that is, the increase in their assets less the increase in their
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liabilities, exclusive of gaing or losses from revaluation of assets.
The figures also show the components contributing to this total,
such as changes in securities, cash, insurance, consumers’ indebted-
ness, and consumers’ durable goods.

Financial Position of Corporations

The series of quarterly releases on the working capital position of
all United States corporations, exclusive of banks and insurance
companies, was continued. These releases show the principal com-
ponents of current assets and current liabilities and an abbreviated
analysis of the sources and uses of corporate funds. Semiannual
supplementary tables were also released showing a detailed break-
down of current assets and liabilities for various industry and size
groups of corporations registered with the Commission.

The Commission, together with the Federal Trade Commission,
continued the joint series of quarterly industrial financial reports.
These reports were developed as an extension of the working capital
series and present a complete balance sheet and abbreviated income
account for all manufacturing corporations in the United States.
In addition, data are given for various size groups of corporations
and for minor industry groups. It is planned to extend this report
to cover nonmanufacturing corporations as well.

The Commission, together with the Department of Commerce,
continued also the joint series of quarterly releases on plant and
equipment expenditures by United States business other than agri-
culture. Shortly after the close of each quarter, these releases present
industry totals on the actual capital expenditures of that quarter
and anticipated expenditures for the next two quarters. These data
provide a useful index of present and future activity in the capital-
goods industries and capital markets and a valuable barometer of
business activity in general.

Sarvey of American Listed Corporations

During the 1949 fiscal year the Commission again released for
public and Government use the annual financial, operating and sta-
tiscal data filed with the Commission by registrants reporting under
the Securities Exchange Act of 1934 and the Securities Act of 1933.
These data are summarized in a series of reports known as the ‘“Sur-
vey of American Listed Corporations” showing individual data for
each company as well as industry totals for 1,891 companies in 157
industry groups. The object of these compilations of reports has
been to make more readily available to the investor, to the general
public, and to Government bureaus and agencies some of the finan-
cial information filed with the Commission. The survey as presently
constructed covers approximately 2,000 corporations of which about
1,350 are manufacturing companies.

The results of the survey have been presented in two forms, indi-
vidual industry reports and special statistical studies. The individ-
ual industry reports contain both combined and individual data for
registrants from 1934 to 1947, inclusive. A postwar study was made
of the industry classifications used in the survey reports and as a
result the industry groupings were increased to reflect finer categories.
The new groupings were first published in the 1945-46 survey series.
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The most recent series of reports, Data on Profits and Operations
Including Surplus 194647, was completed in the current fiscal year.
This series, consisting of 7 volumes (volumes 1 to 5 cover manufac-
turing industry groups and volumes 6 and 7 cover nonmanufacturing
industry groups), summarized 1,891 compsnies in 157 industry
groups. The 194647 series of surveys also contains a brief analysis
of dividends plus a tabulation of reserves showing the number of
companies and the dollar amounts and types of reserves created either
by charges to income or surplus. The data included are presented
on an over-all basis, covering all registrants, and are then presented
on an individual basis for each of the registrants comprising the
group, with all figures given on a comparative basis with the preceding
year. Principal 1tems furnished in these reports on profits and opera-
tions, including surplus, are annual data on sales; costs and/or operat-
ing expenses; operating profits; net profit before income taxes; net
profit after income taxes; depreciation, depletion, amortization, etc.;
maintenance and repairs; selling, general, and administrative ex-
penses; earned surplus at the beginning of the period; additions to
earned surplus (including net profit after income taxes); deductions
from earned surplus (other than dividends); dividends charged to
earned surplus, and earned surplus at the end of the period. Also
included are capital surplus at the beginning of the period; capital
surplus at the end of the period; and net worth at the beginning of
each period covered. In addition each item in the profit and loss
account is shown as a percentage of net sales, and net profit before
and after income taxes as a percentage of net worth. The data pre-
sented for the manufacturing industry groups supplement previous
reports on Data on Profits and Operations beginning with the year
1936. The data for the nonmanufacturing industry groups sup-
plement previous reports beginning with the year 1942. Surplus was
presented for the first time in the 1945—46 series.

A summary presenting a condensed profit and loss statement for
the most recent 10-year period from 1938 to 1947 was also publicly
released for all manufacturing companies and a similar summary was
released for a 5-year period from 1942 to 1946 for nonmanufacturing.

In previous years summaries were made of other important financial
items. Thus, in the 1943—44 and 194445 series of surveys a tabula-
tion was made showing data on termination and renegotiation of war
contracts. In the 1944-45 series two additional analyses were made,
which resulted in & summary of charges for depreciation and amorti-
zation of emergency facilities and for war costs, losses, and expenses.
During the 1945 fiscal year the Commission also published a series of
survey releases which covered balance sheet data for the years 1939
to 1943, inclusive.

Until 1942 most reports of the survey were made available to the
public, but at present, due to budgetary limitations, it is necessary to
limit distribution to depository libraries. Copies of all reports, how-
ever, have also been made available for general use in the offices of
the Commission in Washington, D. C., and in the Commission’s
regional offices. Photocopies may also be obtained of all or part of
these reports.

862940—50——14
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Investment Company Data

Data for closed-end and open-end management investment com-
panies were compiled and released to the public quarterly. These
reports show, in tabular form, aggregate figures for the purchases and
sales in both shares and dollars of the registrants’ capital stock and
of their own funded debt; portfolio changes during the period, com-
prising purchases, sales, and balance of change in their portfolio; and
the nature of their assets at the close of the quarter. The items in-
cluded in these assets are cash and cash items, Government securities,
securities of other investment companies, other securities, other
assets, and total assets.

The data in the published tables were obtained from quarterly re-
ports filed pursuant to sections 13 or 15 (d) of the Securities Exchange
Act of 1934 and section 30 (b) (1) of the Investment Company Act of
1940. Such reports are filed by management investment companies
registered under the latter act, except companies which issue periodic
payment plan certificates or which are sponsors or depositors of com-
panies issuing such certificates. The reports are filed by fiscal quar-
ters, and in most cases these correspond with calendar quarters; when
the fiscal quarter is not a calendar quarter, the data are grouped with
the calendar quarter to which the reported quarter most closely
corresponds.

Distribution of Registrants by Independent Accounting Firms

During the 1948 fiscal year a study was made of the distribution
of registrants by independent public accounting firms certifying
financial statements for 1946. The study includltla]f 2,265 registrants,
with aggregate assets of 100 billion dollars, which file annual reports
with the Commission under the Securities Exchange Act of 1934 and
the Securities Act of 1933. These firms’ reports were certified by 416
independent public accounting firms. They were classified by ag-
gregate assets of registrants served, showing the number of registrants,
number of industry groups, and the percentage of total number of
registrants covered. Also shown are a break-down of accounting
firms by interval, the number of firms certified to, and the aggregate
assets of these registrants.

Quarterly Sales Data

Under rule X-13A-13 companies filing annual reports on Form
10K were required to file quarterly sales data. These sales data were
compiled and released by the Commission and covered approximately
1,400 companies in 157 industry groups. The data have been released
quarterly in two forms, first in the aggregate, showing the comparable
totals for most companies, with a break-down of manufacturing, retail
trade and ““all others’ for the last eight calendar quarters, and second
for each individual company and %or each industry group for the
current calendar quarter, the comparable quarter of the previous year
and the quarter previous to the current quarter. During 1948 under
rule X-15D-13 companies filing annual reports on Form 1MD were
also required to file quarterly sales data. As a result thereof the
coverage of the quarterly sales data has been increased to include
approximately 350 additional companies,
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Financial Highlights

Another report, Financial Highlights, was released by the Com-
mission for the first time during the 1949 fiscal year. The survey is
a compilation of significant operating and balance sheet items for
1,322 corporations covering the years 1948 and 1947. This summary
presents net sales, net income, current assets, current liabilities, in-
ventories, land, buildings and equipment (net), total assets, and
capital stock and surplus (net worth) with computations of the cur-
rent ratio, working capital, and return on net worth. A further
break-down of the summary total is made to show aggregates for
manufacturing, nonmanufacturing, and retail trade. The study
resents combined figures for the most current financial data available
om the financial statements submitted by registrants under the
Securities Exchange Act of 1934 and the Securities Act of 1933.

PERSONNEL
As of June 30, 1949, the personnel of the Commission consisted
of the following:
Commissioners. - .- ____ . _________ 14
Staff:

Headquarters Office.___________________________ 787

Regional Offices_ _. . ___________________.______ 336
— 1,123
TOtalo - o oo 1,127

t 1 vacancy.

This represents a reduction of 21 employees from the total personnel
on June 80, 1948. Average employmeni has been reduced from
1,686 during the 1940 fiscal year to 1,150 during the 1949 year. Aver-
age employment during the last 5 years has been:

AVERAGE EMPLOYMENT—1945 TO 1949

g T
Fiscal year: emg%v%
1945 o eeceiecen 1, 130
1946 . o oo 1, 204
1947 e, 1,193
1948 e 1, 160
1949 e 1, 150

The preceding 5-year period has presented unusual problems in
the administration of the personnel program. The Commission has
shared with all agencies the difficulties arising out of the war and has
had, in addition, to face the problems presented by the return of its
central office from Philadelphia. The Division of Personnel is the
staff organization responsible for the administrative aspects of the
personnel program. Its regular work embraces employment, place-
ment, and separation; job evaluation and classification; employee
relations and services; training; operation of various committees and
boards such as the Committee of Expert Examiners (which conducts
examinations for positions peculiar to the Securities and Exchange
Commission); wage administration; the uniform efficiency rating
system; Commission regulations governing the personal securities
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and commodities transactions of its employees; and processing, record-
ing and reporting of all personnel matters. In addition the Division
is responsiblejforithe’conduct of pre-appointment character investiga-
tions; leave administration and accounting; and the maintenance of
an emergency medical unit staffed by a registered nurse.

Additions to the responsibilities of that Division during the past
5 or 6 years have included: (a¢) Administration of an employee
suggestion program; (b) administrative work for the Commission’s
committee of Expert Examiners; (¢) administraiive work in connec-
tion with the Federal Employees’ Loyalty Program; (d) wage ad-
ministration for duplicating shop employees under wage board pro-
cedures; (¢) the extension of the uniform efficiency rating system and
the statutory job classification plan to cover virtually all employees;
and (f) preparation of more comprehensive reports required by agen-
cies of the legislative and executive branches of government.

The staff of the Division of Personnel has gone down from 27 in
1943 to 16 as of June 30, 1949. This represents a reduction of 41
percent as compared to a reduction of 15 percent in the total staff of
the Commission during that period. This economy in operation has
been accomplished by the intensification of individual effort, the
elimination of records and procedures not absolutely required and
constant simplification of remaining functions. This reduction in
stafl is particularly significant if consideration is given to the added
duties and responsibilities imposed upon the Division of Personnel
during the past 5 or 6 years.

Five years ago, the Commission’s personnel was on a wartime basis.
After the cessation of hostilities the Commission was faced with the
problem of reemploying those men and women who had served in
the armed forces. Despite the fact that total employment remained
approximately 500 employees less than during the prewar period, all
veterans seeking reemployment were restored promptly to the active
rolls. In all more than 300 veterans were reemployed. A number of
veterans, although eligible for reemployment, preferred to seek
employment in other agencies or in private industry.

In May 1946, the President issued an Executive order suthorizing
the return of Federal employment to a peacetime basis. Under this
Executive order, the Securities and Exchange Commission accorded
the opportunity to its war service professional and technical employees
to compete for permanent civil service status. At present, approxi-
mately 89 percent of the staff has permanent civil service status or
permanent tenure, the remaining 11 percent being composed pri-
marily of recent additions to the staff in nonprofessional positions.

In January 1948 the Headquarters Office of the Commission was
removed from Philadelphia, Pa., to Washington, D. C. Although
the Commission lost very few of its professional employees (48 percent
of present executive, professional, and technical personnel have 10
or more years of service with the Commission), the move resulted in a
considerable turn-over in the clerical and stenographic brackets. The
replacement of those employees unable to move to Washington with
the Commissiop was accomplished with a minimum of disruption of
day-to-day work.
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FISCAL AFFAIRS

Appropriation title Appropria- | obligatea | V3obligated
Salaries and expenses $6, 027, 140 $6, 023, 450 $3, 690
Printing and binding 84, 000 91, 960 2,040
6,121, 140 6, 115, 410 5, 730

Receipts for the fiscal year 1949 !

Character of fee: Amount
Fees for registration of securities_ __________-____ . _______ ..  $454,612
Fees under Trust Indenture Aet____ . __________________._..__. 294, 173
Fees from registered exchanges__-. . __ . ______ - ____z_____zz___ 1, 000
Fees from photo duplications_ ... _____.__.__zz__ _._ eI 15,159
Miscellaneous receipts____ ... 22, 601

Total . . e 787, 545

1 This money must be turned into the general fund of the Treasury of the United States and is not avail-
able for expenditure by the Commission.

PUBLICATIONS

Public Releases

Releases of the Commission consist primarily of official announce-
ments of filings under and actions taken pursuant to the several acts
which it administers. These include notices of filings, hearing orders,
decisions, regulations and related matters.

During the fiscal year ended June 30, 1949, releases issued under
the several acts and in connection with its participation in cases under
chapter X of the Bankruptcy Act were as follows:

Act: Releases
Securities Act of 1983 .. 57
Securities Exchange Act of 1934_______________________________..__ 160
Public Utility Holding Company Aet of 1935___ __________________ 583
Trust Indenture Act of 1989 ___ . ____ . _..._ 6
Investment Company Act of 1940____ . __ . _ . ____..____._ 122
Investment Advisers Act of 1940____________ . ______________._._._ 1
Chapter X, Bankruptey Act_ .. _._ 3

Total. e 932

The following break-down of these releases for the month of June
1949 is fairly illustrative of their general nature:

Announcements of filings, orders for hearing, and notices giving oppor-
tunity to request hearing_________. . __________ . ___.I
Interim and final decisions and orders______________ . _______________.__ 56

The balance of the Commission’s releases are of an informational
nature, the following having been issued during the year:

Anno&ncements of publication of reports on corporate survey and statistical
studies _ _ - e e e -
Reports of court actions in injunction and criminal prosecution cases initiated
by the Commission.._____ . ________________________IIIz_-.zIizzzz:z:
Miscellaneous (announcements regarding appointments of Commissioners,
Staff Officials, and related matters). ... _ . . . _________________

Total releases for year, 1,187.
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Other Publications

Daily Registration Record.

Monthly Statistical Bulletin.

Bound Volume 15 of the Decisions and Reports (December 16,
1943, to May 15, 1944).

Twelve monthly issues of the Official Summary of Securities Trans-
actions and Holdings of Officers, Directors and Principal Stockholders.

The Fourteenth Annual Report of the Commission.

List of Securities Traded on Exchanges under the Securities Ex-
change Act of 1934, as of December 31, 1948.

List of Companies Registered under the Investment Company Act
of 1940, as of December 31, 1948.

Working Capital of 1,275 Registered Corporations, December, 1939
to December, 1948.

Survey of American Listed Corporations, Data on Profits and
Opéar‘ar(iiIons, Including Surplus, 1946-47, Parts I, II, 111, IV, V, VI,
an .

Survey of American Listed Corporations, Investment Companies,
Quarterly Data, 1948—49. .

Survey of American Listed Corporations, Brokers and Dealers,
Resources and Liabilities, 3,284 Companies, 1946—47.

Survey of American Listed Corporations, Quarterly Sales Data,
1948-49.

Survey of American Listed Corporations, Financial Highlights, 1948.

Survey of American Listed Corporations, Ten Years of Manufac-
turing, 1938-47.

Survey of American Listed Corporations, Five Years of Non-
manufacturing, 1942-46.

Survey by American Listed Corporations, Distribution of Regis-
trants by Independent Public Accounting Firms, 1946.

Work of Securities and Exchange Commission, as of June 6, 1949.

Accounting Series Release 65, June, 1948.

Accounting Series Release 66, October, 1948.

Accounting Series Release 67, April, 1949.

INFORMATION AVAILABLE FOR PUBLIC INSPECTION

The Commission maintains public reference rooms at the central
office in Washington, D. C., and in its regional offices in New York
City and Chicago, Ill.

Copies of all public information on file with the Commission, con-
tained in registration statements, a.};fylications, reports, declarations,
and other public documents, are available for inspection in the public
reference room at Washington. During the fiscal year 1949, 1,921

ersons visited this public reference room seeking such information.

n addition to providing facilities for personal inspection of registered
public information, there were received in the public reference room
thousands of letters and telephone calls from persons requesting
registered information. (This does not include requests for copies of
releases, forms, publications, etc.) Through the facilities provided for
the sale of copies of public registered information, 2,043 orders,
involving a total of 153,123 pages, were filled.
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Z(In its New York regional office, located at 120 Broadway, facilities
e provided for the inspection of certain public information on file
with the Commission. This includes copies of (1) applications for
registrations of securities on all national securities exchanges, except
the New York Stock Exchange and the New York Curb bExchange,
together with copies of annual reports, supplemental reports and
amendments thereto and (2) annual reports filed pursuant to the
provisions of section 15 (d) of the Securities Exchange Act of 1934
by issuers having securities registered under the Securities Act of.
1933, as amended. During the fiscal year 1949, 13,593 persons visited
the New York public reference room and more than 61,9529‘telephon"e
calls were received from persons seeking registered public information,
copies of forms, releases, and other material.

In the Chicago regional office, located at 105 West Adams Street,
copies of applications for registration of securities on the New York
Stock Exchange and the New York Curb Exchange, together with
copies of all annual reports, supplemental reports and amendments
%ereto)_ are available for public inspection. During the fiscal year

949, 3,128 members of the public visited this public reference room,
and approximately 12,215 telephone calls were received from persons
seeking registered public information, forms, releases, and other
material of a public nature.

In addition to the material which is available in the New York and
Chicago public reference rooms, there are available in each of the Com-
mission’s regional offices copies of all prospectuses used in public offer-
ings of securities effectively registered under the Securities Act of 1933.
Duplicate copies of applications for registration of brokers or dealers
transacting business on over-the-counter markets, together with sup-
plemental statements thereto, filed under the Securities Exchange Act
of 1934, and duplicate copies of applications for registration of invest-
ment advisers and supplemental statements thereto,filed under the
Investment Advisers Act of 1940, are available for inspection in the
regional office having jurisdiction over the zone in which the regis-
trant’s principal office is located. Also, inasmuch as letters of noti-
fication under regulation A exempting small issues of securities from
registration requirements of the Securities Act of 1933, as amended,
may be filed with the regional office of the Commission for the region
in which the issuer’s principal place of business is located, copies of such
material are available for inspection at the particular regional office
where filed.

In the Commission’s San Francisco office, in which complete facil-
ities are provided for registration of securities and qualification of
indentures, copies of registration statements and applications for
qualifications of indentures filed at that office are available for public
inspection.

Copies of all applications for permanent registrations of securities on
national securities exchanges are available for public inspection at the
respective exchange upon which the securities are registered.
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PUBLIC HEARINGS

The following number of public hearings were held by the Commis-
gion under the acts indicated during the fiscal year 1949:

Securities Aet of 1933 - _ e 4
Securities Exchange Act of 1934____________ .. ____ 28
Public Utility Holding Company Act of 1935 _._ . __________________ 84
Trust Indenture Act of 1939 ______ ... 1
Investment Advisers Actof 1940 _______________ .. ________.. 1
Investment Company Actof 1940__ _______________ . _____________.__ 3

Formal hearings under Commission’s Rules of practice, made public during
fiscal year_ _ . ecmcemnn =
Formal hearings under Commission’s rules of practice, not made public dur-
ing fiseal year_.____ . ______.._.___ e cmcme——oeT

o
g
£
|

3

Total hearings for year, 127.
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TABLE 1.—Registrations fully effective under the Securities Act of 1938
PArT1.—DISTRIBUTION BY MONTHS, FISCAL YEAR ENDED JUNE 30, 1040
[Amounts in thousands of dollars] 1

All effectively registered Proposed for sale for account of issuers
Year and month Number of | Number of Number of | Number
umber o um of umber of om! of
statements{ issues Amount | otements|  issues Amount

31 36 30 306, 261

26 3 228,178 21 25 193, 652

31 45 306, 373 25 32 289, 200

36 55 450, 365 33 46 407, 54

34 42 349, 130 32 36 289, 841

33 46 988 26 32 315, 371

26 33 257, 226 19 2% 220, 522

36 67 328, 544 34 60 305, 084

42 72 341, 267 40 67 264, 560

556 63 496, 872 47 53 418, 252

36 43 1, 252, 366 a3 39 676, 954

43 52 486 40 44 487, 776

Total fiscal year 1849_._. 1429 588 | 5,333,362 3717 488 4, 204, 008

PArT 2—BREAKDOWN BY METHOD OF DISTRIBUTION AND TYPE OF SECURITY OF
THE VOLUME PROPOSED FOR CASH SALE FOR ACCOUNT OF THE ISSUERS, FISCAL

YEAR ENDED JUNE 30, 1949

[Amounts in thousands of dollars] !

Type of security
Method of distribution and group
to whom offered All types Secured | Unsecured| Preferred | Common Other
bonds bonds stock stock types?

All methods of distribution...___._. 4,204,008 | 1,026, 595 | 1,634, 482 325, 854 018, 802 298, 274
To geneml public_-----___._-_,- 3,136,729 | 1,026, 595 | 1,122, 269 285, 142 423, 701 279, 021
‘To security holders. . , 550 Q 511, 463 38, 389 434,707 [}
To other special groups. . _.....- 82,720 0 750 2,323 60,394 19, 254
Through investment bankers..__... 3,315,814 | 1,026,595 | 1,137,225 289, 728 601, 819 260, 448
By purchase and resale. . ... 2,758,454 | 1,026,505 | 1,131,745 | 278,774 | 321,340 0
To general public. oaou.oo._- 2,528,963 { 1,026, 595 | 1,007, 531 241,713 161, 125 [}
To security holders. . 231, 4680 Q0 34,214 37, 061 160, 215 0
To other special groups 0 0 0 0 [1]
On best efforts basis. . ..._....._ 557, 361 0 5, 480 10, 954 280, 479 260, 448
To general publie__ ... _. 514, 719 0 5,480 10, 477 238, 314 260, 448

To security holders__. 42, 641 0 0 477 42,165
To other special groups [ 0 0 0 0 0
By iSSUBrs_ _ oL 888, 194 (1] 497, 257 36,126 316, 984 37,826
To general publicm-. , 046 0 19, 259 32,953 24, 262 18,572
o security holder. 710, 427 0 477, 249 851 232,327 0
To other special groups. ....__... 82,720 0 750 2,323 60, 394 19, 254

See footnotes at end of table.
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TABLE 5.—A 16-year summary of corporale bonds! publicly offered and privately
placed in each year—1934 through 1949—by calendar year.

[Milljons of dollars}
Percent of
Totaloffer-; Publicly Placed

Year ings offered privately w;fg]vgaf;d
1934 372 280 92 4.7
1935 2,225 1,840 385 17.3
1936. 4,029 3, 660 369 9.2
16937 1,618 1,291 327 20.2
1938 - 2,044 1,353 691 33.8
1939 1,979 1,276 703 355
1940. 2,386 1,628 758 3.8
1941 2,389 1,578 811 33.9
1942, 917 506 411 4 8
1943, 90 621 369 37.3
1944 2,670 1,892 778 29,1
1945, 4,856 3,851 1,004 20.7
1948 4,882 3,019 1,863 38.2
1047___ 5,036 2, 889 2, 147 4.8
4948 6, 008 2, 965 3,043 50.6
1049 % b, 508 3, 2,042 37.1

! Bonds, notes, and debentures,
3 Prehminary figures estimated on basis of figures through July 1949,
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TaBLE 6

A SIXTEEN-YEAR SUMMARY OF NEW SEGURITIES
OFFERED FOR CASH IN THE UNITED STATES

AS TO TYPE OF 1SSUER, TYPE OF SECURITY, WHETHER PUBLICLY OFFERED OR PRIVATELY PLACED,
AND THE INTENDED USE OF THE PROGEEDS —- 1934 THROUGH 1949, @Y CALENDAR VEAR

::&::.":‘.’&‘.‘;.’, ALL NEW SECURITIES GLASSIFIED BY TYPE OF ISSUER p%mﬁs:sffﬁ?fs
so |- B2 conronate anp oruer '// so
= STATE AND MUNICIPAL % _]
l 7 Rt o %
30 |- Zé % - 30
s - % % -1 20
10 R % % % 10
11 %
) NEW CORPORATE SECURITIES GLASSIFIED BY TYPE OF SECURITY ,
‘T 2 o EEE
) , 0
//_
T b
.
vOLLARS, BiiIons NEW CORPORATE ISSUES CLASSIFIED BY INTENDED USE OF NET PROCEEDS oOtiARE BiCERans
] 7
T AELOTHER FumposES N
s - RN worxing caprmar s
] V] »uant ano couiPuent ‘
0 :
2 t 2
o J I Pz Iss 4 A 4 Zz vy Ig‘sl . O

yPﬂ(UIINAIV FIGURES ESTIMATED ON BASIS OF DATA THROUGH JULY 1949 05-3107
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224 SECURITIES AND EXCHANGE COMMISSION

TABLE 8.—Market value and volume of sales effected on securities exchanges for the

Jiscal year ended June 30, 1949

PART 1—ON ALL REGISTERED EXCHANGES

(In thousands)

Btocks 1 Bonds? Rights and warrants
'l‘ot]?lt
marke
Exchange value | Market |npop..| Market | Principal | Market | numner
(dollars) value of shares value amount value of units
(dollars) (dollars) | (dollars) | (dollars)
All registered exchanges, 11,025, 766 10,321,080 | 443,738 | 676,087 | 924,718 | 27,699 30,786
Baltimore %, - | 1,77 1,415 64 312 622
Boston 153,957 [ 152,905 3,950 17 24 1,035 802
Chicago Board————c—== - 2] 210 24
Chicago Btock 179,103 [ 178,830 7,055 .- 273 462
Cincinnati. -cceese=cmeee=1 45 120
Cleveland——cee—eeeeem== 33 85
Detroit. 227 760
Los Angeles 36 35 233 377
New Orleans 58 56
New York Curb— - 8 36, 539 49, 101 10, 980 7,456
New York Stock e 637, 084 872, 868 14,128 19,379
Philadelphia-Baltimore 4.__. 101, 4 100,347 3,601 809 855 3
Pittsburgh=— — 15, 138 15, 085 2 2 51 124
St Louis- 10,297 7 & 4 2 20
= 2,125 12, 828
San Fri ) Mining 549 4,710
S8an Francisco Stock__—____| 147,709 146, 400 9, 510 960 895 349 613
pokane—————= = , 625 1,625 2,176
6,102 5,837 269 265 256

Break-down of fiscal year totals by months

o1 1,175,815
791

. 412

754,472

1,105,815 44, 155
73

20, 583
744,694 | 30,493

§80,722 | 37,016
1,134,531 | 48,275
1,076,083 | 47,988

853, 531 38, 5468
719, 267 30, 841
751, 761 34,692
845, 296 37,746
760, 268 33,135
701, 624 33,268

90,827
67,315
67,313
78, 581
88, 261
89,347

1,711 1,101
816 1
1,069 1,830
, 550 3, 578
212 5,140
713 1,104
878 523
1,037 668
1,752 2,223
7,217 2,034
077 4,976
3,844 6, 169
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TaBLE 8.—Market value and volume of sales effected on securities exchanges for
the fiscal year ended June 30, 1949—Continued
ParT 2—0N ALL EXEMPTED EXCHANGES
[In thousands]

Stocks 1 Bonds? Rights and warrants
Toti?]t
marke
Exchange value Market Market | Prmeipal | Market { o po

Number
(dollars) value value amount value
(dollars) | ©f hATeS | (qoliars) | (dollars) | (dollars) | ©f uRits

All pted h 7,418 7,400 759 18 19 |oooeee [ ——
Colorado Springs...—ceewwee=— 225 225 272
Honolulu - Te===== t— 4,115 4,097 349 18 19 ==
Minneapolis-St. Paul_ 2,169 2,169 117
463 463 . 8 -
446 446 13

Break-down of fiscal year totals by moaths

1948
July. 633 633 54 .-
August 631 629 64 2 2
September————————————==— 612 61) 101 1 1
t 556 555 65 |- -
436 436 [ 1 = - -
817 815 77 2 2
704 699 65 5 17 S S ——
701 699 44 2 2
594 504 56 -
510 508 74 2 2
647 69 1 1
577 574 40 3 3

1 “8tocks” includes voting trust certificates, American depositary receipts, and certificates of deposit

for 8 L

3 “Bonds” includes mortgage certificates and certificates of deposit for bonds.

3 The Baltimore Stock Exchange and the Philadelphia Stock Exchange effected a plan of merger of the
business uf the 2 exchanges which resulted in the termination of the activities of the Baltimore Stock Ex-
change with the close of business Mar. 5, 1049,

4 Effective Mar. 7, 1949, the name of the Philadclphia Stock Exchange was changed to the Philadelphia-
Baltimore Stock Exchange.

Nork.—Value and volume of sales effected on registered securities exchanges are reported in connection
with fees paid under section 31 of the Securities Exchange Aet of 1934. For most exchanges the ﬁgures repre-
sent transactions cleared during the calendar month. Figures may differ from comparable data in the
Monthly Statistical Bulletin, due to revision of data by exchanges,
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TaBLE 13.—Special offerings effected on national securities exchanges for fiscal year
ended June 30, 1949

Ag- Number of offerings
Number of shares V%I(ue gregate by duration
Num- shares sg:gilt.il
soid Py
Exchange ber In (thons- | Iission Termi-| Others| Not
made | oo | Sub- ands | (thou- | nated | termi- | termi-
inal lscribed| S0l | g ol | sands | in 15 | nated | nated
offer Iars) of dol- | min- | same | same
. lars) utes day day
All exchanges:
Total oo oommeeeeee 25 {266,004 |268, 668 {263,733 | 5,750 161 [] 15 4
Completed.ceeeoneo 24 258,004 [265,447 1260,512 | 5,613 159 [ 15 3
Not completed - 1| 8000 | 3,221 | 3,221 137 2 1
Chi ) Btock Exch
Total 1] 2,700 2,700 | 2,700 103 3 1
1] 2,700 2700 2,700 103 3 1
Not completed -
New York Curb Exchange:
Total. oo ooomeeeeee 3 1 10,600 | 13,255 | 11,200 216 8 2 ) BN O
Completed .. ___ 3] 10,600 | 13,255 | 11,200 216 8 2 i
Not completed
New York Stock Exchange:
otal . e 18 |234,037 1233,948 (231,068 | 5,067 140 4 11 3
Completedaeeeen--_ 17 (226,037 |230, 727 {227,847 | 4,930 138 4 11 2
Not completed - 1 8,000| 3,221 3,221 137 2 1
San F'rancisoo Stock Ex-
change
tal ________________ 3 118,757 | 18,765 | 18,765 364 10 2 1
Completed == 3| 18,757 | 18,765 | 18,765 364 10 2 1
Not completed
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TaBLE 14.—Secondary distributions of listed stocks approved by national securilies
exchanges for fiscal year ended June 30, 1949 1

Number of secondaries
Number of shares V%lfue by duration
Num- Sha{gs
Exchange ber S0 Others| Not
& made . Available (thou- | Termi- termi- | termi-
Inorgl | % gis- | solq | Sauds | mated | poti | pated
nal offer of dol- | same 8
tribution lars) da next next
Y | day | day
All exchanges:
Total S5 97 14,564,313 14, 502, 679 |4, 480, 953 [129, 014 59 22 18
Completed 22 e 87 |3, 966,817 |3, 987,883 (4,009,346 }122,444 59 18 10
Not completed .. _____2 10| 597,496 | 604,796 | 471,607 | 6,570 [——— 6
ChIeago Stock Exchange:
Tot. 12 93, 247 93, 477 03,477 | 3,207 8 2 2
Completed_.“.ﬁmr 12 93, 247 93, 477 93,477 { 3,207 8 2 2
Not completed. .
New York Gurb Exchange:
Total 21} 348,163 | 344,265 | 340,650 | 10,076 12 7 2
Completed . eooeeeoo 20 | 338,163 | 334,265 | 335,975 | 10,030 12 6 2
Not completed s _____ 1 10, 000 10, 000 4,675 46 1
New York Stock Exchange:
Total ..—————————— 63 4,119,303 (4, 151,337 |4, 043, 226 |115, 641 38 13 12
Completed2® 22 ] 54 |3, 531,807 (3, 556, 541 |3, 576,204 109, 117 38 10 6
Not completed.....___| 9| 587,496 | 594,796 | 466,932 | 6,524 3 6
8t. Louis Btock Exchange:
Total 1 3, 600 3, 600 3, 600 90 1
Completed —se=c=ce=a=i— 1 3,600 3, 600 3, 600 90 1
Not completed. . .

1 Secondary distributions which exchanges have approved for member participation and have reported to

the Commission.

TasLE 15.—Classification by industry of issuers having securilies registered on
national securities exchanges as of June 30, 1948 and as of June 30, 1949

AsofJune | AsofJune
Industry 30, 1648 30, 1849
Agriculture.__ 8 7
Beverages (dlsti.llenes breweries, soft drinks) 53 49
Bulding and related companies (including lumber building materials, and
oonstrucnon; 93 91
emicals, drugs, and allied products. . 89 88
Financ!al and investment companies. 130 127
Food and related products. 109 104
Forelgn governments and political snbdivisions thereof .. __.______.___.__._ 70 71
Foreign private issuers other than Canadisan, Cuban and Philippine_._.___ 56 56
Iron and steel (excluding n v). 76 77
Machinery and tools (excluding transportatlon equjpment) ] 206 207
Merchandising (chain stores, department stores 168 167
Mining, coal.——————————C T 19 19
Mining, other than coal 221 223
Miscellaneous manufacturing. 39 40
011 and gas wells__ 52 53
reﬂn%ng and distributing.... 39 36
and pa nmdnnf: 39 40
r& ing, pub , and allied industries. ﬂ 21
15
Bnbber and leather products. s 36 36
Services (ad: vertising, amusements, hotels, restaurants) 48 52
Textiles and related, products. 67 68
Tobacco products. _ 18 18
’I‘mnsportaﬁon and oommunlcaﬁon (railroads, telephone, radio)......__.-__ 238 236
Transportatio 173 172
Utility holding ooms)ames (electnc, gas, water), . 31 26
Utility operating-holding companies. 15 12
Utility operating_.... 80 83
Total oo 2, 209 2,194
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TaBLE 16.— Number and amount of securities classified according fo basis for the
admission o dealing on all exchanges as of June 30, 1949

Stocks
Column I'! Column II ¢
Number of Number of
Issues shares Issues shares

Registered — 2; 2,965,371,336 | 2,570 2,965, 371, 336

Temporarily exempted from registrations________. 1 = 21 , 725, 21 , 725, 260
Admatted to unlisted trading privileges on registered

exchanges: 883 { 1,052,242,012 344 353, 595,077

Listed on exempted exchanges. 126 118, 490, 763 81 33, 578, 686
Admitted to unhsted trading privileges on exempted

exchanges 42 11, 192, 108 36 5,924, 704
Unduplicated total of stock issues and number of

shares admitted to dealing on all exch 3,052 3,415, 195, 153

Bonds
Principal Principal
Issues amount Issues amount

Registered 1 970 1$20, 777, 208, 047 979 |$20, 0777, 298, 047

Temporarily exempted from registration®_____________| 4 , 758, 4 51, 758, 000
Admitted to unlisted trading privileges on registered

exchanges_ 91 1,297, 434,936 84 774, 251,036

Listed on exempted exchanges, 7 22, 250, 000 7 22, 250, 000
Admitted to unlisted trading privileges on an ex-

empted exchal 1 140, 000 1 140, 000
Unduplicated total of bond issues and principal

amount admitted to dealing on all exchanges.__.| 1,075 | 21, 625,697,083

1 The purpose of column I is to show the number and amount of securities admitted to dealing under
the various bases for the admission of se