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ADHINISTRATIVE PROTECTION FOR THE INVESTOR

It has become extremely difficult in ashington to find time for setting
down impressions about one's work in relation to the general legal order.
Just us we had attained « moderate stability in our relutions with the
exchanges, when cooperation had become the watchword, when misunderstanding
was on the way out and peace seemed to reign, the utility war broke out on
all fronts. It was an unhappy development, not of the Commission's making,
and has served to defer indefinitely the solution of many serious problems
of our corporate life. The litigation has many interesting aspects, but it
leaves little time for reflective thought about the objectives we should
consciously seek, It leaves little opportunity for that essential self-
analysis which is good for the soul of an important Commission is well as
for the soul of the individual.

There are meny who still express resentment regarding the increasing
growth of governmentul boards and commissions. It is seldom phrused as &
conservative warning that excess in this field has its dangers., Frequently
criticism takes the form of a blind unreasoning prejudice against an of-
ficialdom which usurps the prerodatives of the Zourt. But the issue has
long since been foreclosed.

Chief Justice Hughes in 1913, speaking before the New York State Bar
Association, not only sensed the turn of the times but advocuted the exten-
sion of executive justice in tvhe necessary task of protecting the varied
interests which an urban civilization must securc. At the same time he
called attention to the e¢vils which should bte avoided if the system is to
justify itself., He said:

"¥ * * there have been constant manifestations of a deepening con-
viction of tne impotency of liegisletures with respect to some of the
most important departments of luw-making. Zomplaints must be heard,
expert investigations conducted, complex situations delaiberately and
imparti=lly .nalyzed, .and legislative rules intelligently adapted to
a myriad of insvances falling within a general class. Tt was not
difficult to frame legislation estzblishing a general stanlard, but

to translate an accepted principle into regulations wiscly adapted to
particular cases required an experienced body sitting continuously and
removed as far as possible from the blandishiments and intrigues of
politics, This administrative type is not essentially new in itself,
but the extension of its use in Svate and !lation constitutes a new
departure. * ¥ * The ideal which has been presented In justification
of these new agencies, and that which alone heolds promise of benefit
rather than of hurt to the community, is the ideal oI special knowl-
edge, flexibility, disinterestedness and sound judgment in applying
broad legislative principles that are essential to the protection of
the community, and of every useful activity affected, to the lntricate
situations created by expanding enterprise. B3ut merc burezucracy, -
narrow, partisan, .or inexpert -~ is grossly injurious; it not only
fajls of the immediate purpose of the law and is opposed to traditions
which, happily, are still honored, but its failure createg z fceling
of discouragement bordering on pessimism which forms the most serioqus
obstacle to resl improvements in the adjustment of governmental methods
to new exigencies.,®
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. The American people are not well versed in the .art of preventhe
Justice - perhaps in part because the art is extrenmely difficult and the
common law technique *is essentlally a priori. Angther reason, I think, is
-that we are an emotional people and desire reform wrapped up. in colorful
. drama with a stageful of competing villians. Pessimists conclude that this
phenomenon of government by scandal is .a manifestation of the mass mind at
its worst. Despite the hysteria of the opposition press and the temporary
embarrassment of those who are the gouats, our national policy has aleJS
been to remove lasting political and economic abuses not by « revolutionary
"purging"” but by the slower and more orderly process of modpnate reform,

The elusive problem of scciety after it leaves the primitive stage is
one of controll;ng with reasonable efficiency the misuse of power whetner
it be polltlc:l or economic,” whether it be open or notoripus or unseen and
subtle. With the growing complexity of American life, "the lejal order has
sought to adapt its technique to the demand for greater efficiency and the
need for control. (This movement has been siow and, therefore, character~
istically legal. The tardiness of our lLegal development is the reason ror
many of the complaints against the law,)

The statutes which our Commission administvers represent the considered
judgment of Congress that the common law technique and even state adminis—
trative supervision were¢ inadequate to meet the investment problews of our
modern corporate life. '

Apart from a minor point affecting the power of the (ommission to have
its own representatives handle litigation, there has been no final decision
clarifying the important questions of interpretation raised Jy the Securities
legislation of 1933 and 1934 To be sure many suits have been brougat
.against the Commission. Por the most part, however, they concern the problem
of the allocation of sovereignty as between the 'state und ‘national governs
ments, After the issue of constltutionality has been determined there will
sti1l remain an interprétative tasik requiring years of judicial review., I
.am quite contfident that the law student a generation hence wil; have tne
opportunity of knowing the final answers to the numerous serious problenms
presented by these laws., As in the past we may expect that the courts will
‘do much in bhe'way of creative law-maxing, not oﬁly where the statute is
silent, but .also where the statule contains language of a most contrary
nature, )

In the meantime the Commisgion is creating a common;law of ivs own which
we hope will exert o« weighty influence on the courts., In our work we have
constantly in mind thé views of Hr. Justice Cardoza., Speaking of vhe consid-
eration to be given to an admlnzstratxve 1nterpretdtion, he sajd:

"The interpretation of the Commlssion charged with.phe responsibility of

setting its machinery in motion, of making the parts work efficiently

.and smoothly while they are yet untried and new":is entitled-to "pecu~

© 1idr weight". WNorwégian Nitrogen Products Co. v, United States, 238
" U, s, 204, 315, = - -
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Largely because of the vitriolic condemnation adopted by critics of
these two statutes, I was prepared for a radical departure from the usual
type of law when I first came to Washington. I was very agreeably surprised
by the essential conservatism of both acts, Frequent contact with these
ilaws has convinced me that these laws were in no real sense a departure
from the generally accepted fundamentals of the fnglo~2American common law.
VWhat innovation there is apart from the administrative features can be found
in the remedies given by the legislation, not in the formulation of rights
and obligations.,

Cf course, there are some new concepis found in the statutes. 3y and
large, however, they represent but a wmore realistic application of the basic
principle of the common law vo modern conditions., The artificial insistence
upon the preservation of the corporate fiction is doomed Ly these statutes -
the extent to be determined by the courts. The statutory concept of con-
trol (even admitting the weakness from the viewpoint of predictability)
is a recognition of certain present-day features ol American business life.

Tonignt I amw going to deal with several features of these important
laws, particularly witn reference to their general relation to the pre-
existing law.

Lev me begin appropriately at the promotional stage und discuss a sub-
Juet which is indubitably an American phencmenon--at least we huve given it
the blessing of mass production-—I refer to watered stock.

411 jurisdictions condemn the practice of watering stock. The usual
legislative prohibition purports to be very definite in outlawing this form
of fraud. In a number of stzates the resentment over the early traction
companies’ inflationary capitalization found expression in constituvional
prohitition to the effect that stock should not bve issued "except for money
paid, labor done or property actually received"”, and that "all rictitious
increase of stock or indebtedness shall be void"., Such enactments were
defective, particularly when applied to concrete facts. 4 common companion
provision made the judgment of the directors as to the value of the consid-
eration other than cash conclusive in the absence or "fraud"” or "actual
fraud". This is somewhat lixe the American attiuvude on prohibitvion. We
wanted the law on the boek as representative of our piety and idealism; at
the same time we wanted our liquor--in great volume—--—and had it., Similarly,
by solemn declaration, we state our opposition to stock waterindg, but at
the same time we continue to wink at promotional overvaluation which has
proven to be soclially most expansive.

It would be unfair to speak too harshly regarding the judicial approach
to the problem of overvaluation although it must be said in all candor that
the treatment of the subject of valuation by our highest courts nas been
nothing to write home about. This is true in the field of promotional
activities as well as in the field of rate répgulation. The less said about
the series of Tourt decisions reviewing the actions of ratve tribunals the
better. A review of the American cases on utility regulation requires one
conclusion, to wit , valuution has become nothing but a huge guess.

-
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!lany students of the subject, however, have complained that the law is
a series of unrelated cases where generalization is impossible; where the
court's conclusions are cbviously "ad hoc" without indication of the path
for future decision. John Dickinson stated that in his opinion "hvery stock
watering case involves a number of variables, each of which is more or less
pertinent to the question of overvaluation." It is not surprising then that
courts have not developed a pattern which will fit every case, or even any
substantial group of cases. Stock watering is almost 2 "wilderness of
single instances.” ) .

It should clsohe said in defense of courts that the lnfrequencg of actions
raising the quéstion of stock watering plus the multiform Jud1c141 burdens
which our system imposes on judges with a naive expectation of specialized
skill, makes it almdst impossible that a scientific.approach could be formu~
lated, The distinction which economic theory makes between the cost of a
commodity and its value, the important relationship between the two for
practical purposes, are seldom adverted to in the judicial discussion of
overvaluation. Value in the case law of this country is referred to in
vague and sterile language., There is a blind adherence to terms without any
.analysis of concepts -~ such terms as "fair value" ~ "full value" - "actual
‘value" = "real value".

There has been no lack of appreciation on the part of smerican
legislatures of the evils of stock waterinj--—the inevitable frazud on the
investing public which follows capital inflation. Stock watering partakes
of many of the evils of currency debasement. The orthodox method of setting
up a balance sheet makes it inevitablce that stocx watering should result
in misrepresentation.

Nowhere is the judicial non-interference with directorate valuation
more clearly revealed than in mining promotions. The technical issues
raised in a problem of stock watering in a nmining promotion are usually
"serious and difficult. In one casec recently in which the Commission was
involved--a palpable case of overvaluution--the Commission's case alone
cccupied two months, even though not more than $100,0C2 was involved.

It has been suggested that no promoters who have tvurnea over property
for shares be allowed to sev up a balunce sheet for the first year, This,
at least it is claimed, would have the acdvantage of restricting the numerous
fraudulent schemes which absolutely need the dollar sign on the pro forma
balance sheet as the basis of their sales argument,

In a recent report by a Canadian Commission, the evil of stock watering
was discussed. ) .
"o strike at this. practxce (of stock watering) reported the Commission,
"we make two recommendastions: first, that it should be made illegal for
directors, promoters, etc.,, vo issue fully paid-up shares unless the
company receives for these shares, zdejquate consideravion in cash,
property, or services. The duty of investigating and determining the
.adequacy of such consideration, where such adequacy is involved in any
litigation, should be placed squarely on the Courts. Although the
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present legal situation is nct perfectly clear it would appear that

in practice, Canadian Courts show a reluctance, which amounts to
virtual refusal, to inquire into the adequacy of consideration if it

is in some form other than cash. If, in some way, the duty of such
inquiry could be definitely placed on the Courts, a most valuable step
forward would have been taken, ‘e do not think that this would be
placing any burden on the courts which they could not adequately dis-
chiarge. It is a customary practice for Courts today to place a value
on an arr, an eye, or a reputation. There is no reason why they

should be unable to place a value on a body of assets given as con-
sideration for an issue of stock. If the decision of the Courts should
be that adequate consideration was not given, then liability for the
balance of the consideration unpaid should attach to the directors
concerned, if it could be shown (a) that such directors had knowledge
of the inadequacy of the consideration, or (b) failed to take reasonable
steps to ascertain the adequacy of the consideration."

The soft spot in our system of control to prevent stock watering has
been the method of valuing the cousideration exchanged for the shares. The
courts have failed to develop any deiinite measure of value, Except in
extreme cases where the "rawness" is so apparent that the transaction appear:
to be "smeared with frwud" the task ol those who would challenge promoters!
valuation is extremely tediocus and dirficult. In discussing this phenhomenon
Professor Dodd of Columbia has enumerated the following reasons for the
failure of courts to develop a more definite test of overvaluation:

"(1) The common-law heritage that 'fraud' is an essential element in
any legal overvaluation of property for stock-~issue purposes. (2)
Statutory expression of this common-law rule, (2) The fact that stock
.alleged to have been 'watered' has usually been issued for producers'
goods of more or less unique character, or for services, each of which
has lacked independent realizability in a going market and both of
which are difficult to evaluate at best, (4) The absence of any stat-
utory definition of the term 'value' and a prevalent uncertainty as to
vhe neaning of the term. (5) The tendency of the courts, which is due
to .a considerable extent to the absence of objective data concerning
the value of the consideration involved in wmdany cases, to concede that
'value' means 'value to the corporation,' coupled with a tendency to
indulge a presumption that the directors are best qualified to adjudge
the value so defined; (8) The retrospective character of the valuation,
The valuation of the court is made as of the date upon which the stock
was issued., The time elapsed between the date of the stock issue and
the date of the trial varies from a few months to fifteen or twenty
years. (7)) The fact that in many cases the facts and pleadings do not
require the court to determine an exact valuation for the non-cash
consideration which was given for the stock. Finally, (8) The fact
that a number of courts seem to doubt whether creditors are in fact
deceived by overcapitalization and for that reason tend to give the
benefit of the doubt concerning the valuation to the directors. All
of these factors encourage the use of a hazy and more or less flexible
standard of valuation in stock-watering cases and contribute to the
ineffectiveness of any system of control of excessive stock issues.”
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Although the Securities Act -is basically but a4 registry statute enacted
on the theory tvhat the requirement of truthful disclosure would be adequate
to control the manifold security evils, indirectly the. Congress has given
the Commission a few important powers pf regulatjon. The provision whieh ha
importance for this discussion is found in -Section 19 (a), which enumerates
the special powers of tie Commission. "Among other things the Commission
shall have authority to prescribe the form or forms in which the required,
information shall be set forth, the items or details to be shown in the
balance sheet, and earning statement, and the methods to be followed in the
preparation of accounts . . . in the appraisal or valuation of assets and
liabilities # . ." A similar power is.given to the Commission by Section
13 (b) of the Securities Exchange Act of 1934,

The Commission is expected to take action pursuant to these powers
which will permit the development of a -more objective, more unifornm
principle of valuation. Its advantages in the long run over the haphazard
control through the judicial process, where the elements I have referred to
prevent a scientific technique, are tremendous. Already we see the Commis-
sion laying the foundation for a realistic control over the basic evils,

In the Brandywine Brewing cuse which is found in the first voluse of the
Commission’s reports at page 123, there is an announcement that no statue
tory provision regarding the conclusions of an appraisal or the food faith
of the promoter or director can foreclose the Commission's. right to ascer-
tain the facts in accordance witn its standards. 3Such a contention is sound
and arises no problem of constitutional law since, ex hypothesi, the
Commission is spelling out the details of Congressional action in the field
where Congressional power is plenary. In this opinion. the. Commission stated:

"Statutory provisions in the state of incorporation making values
fixed by directors conclusive for certaln purposes in the absence of fraud
cannot foreclose this Commission's inquiry as to trutnafulaness of za state-
ment that a corporation has received service of .a certain value reasonably
determined, nor prevent such a statement from being tested for truth under
the standards set by the 3Securities .act. Under these standards, if the
valuation of services is so grossly and unreasonably excessive as to be
outside the range of reasouable difference of opinion, this item of
$71,000 in the balance sheet amounts to -a wmisstatement of a material fact."

In the orderly evolution of the Securities legislation, one c¢an look
forward to a gradual improvement not only in the methods of accounting, but
also in the technique of making appraisals~—of. fixing values for the purpose
af security issues. There is a fine opportunity for constructive effort
which would put limits to the extent of which entrepreneurs may impose on
creditors and future shareholders. The advantages of the jgrant of power
to the Commission are considerable, not the least of whichh will be the
gradual improvement of corporate morality by the educational process
implicit in government by administration. There is littl= reason for head-
ing the unsupported -fear that such control will discourage the _assembling
of capital for new enterprises., Even if we are to assume that Jmerica is
not yet at maturity and may be treated as a young and unexploited country,
no one can demonstrate. that the national economy is advanced by permitting
the unsound and reckiess promotions which have characterized our history for
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over fifty years, ‘Vhatever capital may be lost by the imposition of stan-
dards of elementary honesty will be insignificant compared to the huge
losses to the investor which will be prevented by tihis method of supervision.

One of the interesting discoveries turned up by our Statistical Depart-
ment in a study of representative promotions has been the recent public
resistance to speculative financing. It is notv arged that the Federal
Securities legislation is responsible for the apparent wariness of the

*investor. In fact, there are many instances to prove that there are many
investors who are still quite reckless., 3ut it is not without significance
that of the proposed offerings less than 5% had been taken by the public
during a preriod of sixz months. Dr. Goldschmidt refers to the status of
these corporations as being somewuere between life and death, not enough
funds to make Jjood on their promises, and not enougn creditors to bring on
liquidation. As he described tlLe situation, the promoters are "on relief.”

The Securities and Securities Exchange 4cts have frequently been at—
tacked as efforts to impose upon securities issuers and securities dealers
standards of morality too high for average attainment. The opponents of
this legislation have argued that it goes far beyond the common law in
prescribing rights and duties and that the common law, 18 worked out throughk
centuries of judicial uecision, was an accurate estimate of the public
morality~-~that the law shoula not require a greater standard of conduct than
that which people desire .and live by. It follows, they contend, that the
Securities Act, as an attempt to raise the standard of business morality
above that of the public, must inevitably fail, as did the Volstead Act,
which sought to superimpose upon our twentieth-century civilization a mores
of a kind unacceptable to the public, 73ut these arguments are premised on
the erroneous assumption that the common law closed its eyes to promoters’
.and business managers' frauds, that it was inadejuate to rewmedy such
injuries.

Vhatever ma) have been the weuknesses of our system from the viewpoint
of difficulties of proof zrom tune angle of remedies, the common law at
least in the statenent of principles was critical of those engaged in the
promotion and management of corporate enterprises who violated simple
standards of fair dealing.,’

One of the nost serious charves leveled ab the framers of the secu-
rities ledislation lias to do with the nature of the liability imposed as a
civil sanction. Tuis charge of burdensome liability is today repeated by
many people who, I am sure, never read the Act. TLe languayge, we can
.admit, is not orthodox-—in fact, a few weeks ago in SBoston it was attacked
-aS unconstitutional because of indefiniteness, But the principle is not
novel-~"or any oiission to state a material fact necessary in order to
make the statements made, in the light of the circumstances under which
they were made, not misleading®™ This is ancient common law dogma—--that a
half a truth may be a whole lie. Lord Blackburu, in the case of Smith v,
Chadwick, 9 App. Cas. 187, dealt with an analojous contention in an action
of deceit. He said:
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"If, with intent to lead the plaintiff vo act upon it, they put fortn a
statement which they know may bear two meanings, one of which is false
to their knowledge, and thereby the plaintiff, putting that meaning on
it is misled, I do not think they qaﬂ escape by saying he ought to have
put the other. If they palter with him in a double sense, it may be
they lie like truth; but I think they lie, and it is fraud. Indeed, as

a question of casuistry I am inclined to think the fraud is aggravated

by .a shabby attempt to get the benefit of a fraud without incurring

the responsibility"”. .

It is not my intention here to enter into a denhiled discussion of the
common law in its relation to corporations and corporate promoters. But I
should like to direct your attention to two or three of the recent decisions
of the Supreme Court which evidence the fact that judicial insight regardless
of the lax ethical standards of the twenties has once again caught up with
business immorality and condemned it.

There first comes to mind the dmerican Tobacco cases, Rogers v.
Guaranty Trust Co., and Rogers v. Hill, which were decided by the Supreme
Court in the October term of 1932, 4 siort statement of the fagts which
led to the liiigation will be nelpful. In 191% the American Tobacco Company
stockholders passed a by-law authorizing the diversion to six senior officers
of 10% of .any annual profits in excess of those realized in 1810, Since
1912 the capital of the company has mnore than doubled; protfits héve increased
five~fold. Between 1221 and 1930, over ten million dollars were distridbuted
to executives under this by-law. In 1930 the president of the American
Tobacco Company, Nr. Hill, received a cash bonus of more than $842,000 in
.addition to a stipulated salary and credits aggregating alumost $£350,000,
Moreover, during that period the directors had, without authority from
cﬁarter or by-laws, put through several stock subscription plans, the bene-
fits of which accrued in large part to the directors. In 18930 these direc~
tors submitted to shareholders a new employees' stock subscription plan.
Except that the sale of shares was to be at not less than par, the plan--
thougn this grant of unlimited power should hardly be dignified dy such an
.appellation~~vested in the directors absolute discretion as to the distri-
bution of the shares. Aad the directors submitting the plan were careful
t0 make express provision for their inclusion, <Cajoled by the promise of
-an extra dividend if the plan were adopted, the stockholders almost unan-
imously approved it. Eear in mind thaet this wis eupnemistically termed
“an employees' stock subscription plan”., ‘3ut by the first distribution under
the plan, recommended by the president and voted by nhe directors, the
latter received 80% of the shares allotted, and at a price of §25 a share,
The then market price was 3112 =2 share, Tne differgntial represented a
benefit to president Hill of well over a million dollars,

A stockholder; r. Rogers, considering himséif,aegrieved bi these facts,
brought separate suits attacking the bonus and stock subscription plans.
The course of his litigation was long .and Hiscouraging, In Rogers'v.
Guaranty I'rust (Co., the Supreme Tourt granted certiorari on the suit involving
the svock subscription plan. But the majority found only 'that the District
Court for the Southern District of New York had rightly exercised its dis-
cretion in refusing to take jurisdiction of this suit involving a New Jersey
corporation, .and dismissed the case. However, a stirring dissent by
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Mr. Justice Stone, in which Justices Cardozo and jrandeis concurred, fore-
shadowed the future attitude of the Court toward such business practices.

The dissenters, after finding that the Courts of the Southern District had
Jurisdiction, went on to state, in regard to the contention that this manage-
ment was entitled to daccept and retain the lardge cash bonuses because of

the large profits mzde by the company:
"Their business competence does not confer upon them the privilege of
making concealed or uniuthorized profits or relieve them of the-ele-
mentary obligatvion which the law imposes on all corporate direciors
to deal frankly and openly with stocknolders in seeking their consent
to benefit personally by reason of their relationship to the corpora-
tion",

And both HMr. Justice Stone aud “lr. Justice Tardozo emphasized the

"fundasiental duty of directors to derive no profit from their own of-
fiecial actions, without the consent of the stoclkholders, obtained

after full and fair revelation oI every circuwstvance which might reason-
ably influcnce twher to withhold their consent”

It was to this rule that the entire Court adhered when, later in the
same term, the ‘cash bonus plan came before them in a case free from juris-
dictional defects., .ir. Justice Buller, specking for a una.aimous Court, noted
the presumption in favor of bonus payments made in 2ccordance with a by-law
passed by stockholders, but he turther noted that this rule could not

"be used to justify payments of sumS$ as salaries so large as in sub-
stance and effect to amount to spoliation or waste of the corporate
property"s

He further stated

“The dissenting opinion of Judge Stone indicates the applicable rule.
If a bonus payment has mo relatiun vo the value of services for which
it is given, it is in reality a gifv in part, and the majority stock-
holders had no power to give away corporatve property against the pPOv
test of the minority".

Thus, surprising as it may be, even before the enzctment of Federal securi-
ties legislation, there was a duty, and a stringeant duty, of [ull and frank
disclosure of matters concerning corporate affairs by those eatrusted with
the managament of corporate enterprise.

And this is reinforced by the decision, early this term, in the
HcCandless v. Furloud case, again on certiorari from the Circuit Court of
Appeals for the Second Circuit. Since this case presented problems closely
analogous to those arising under the Securities and Securities Exchange Acts,
I shall make a full statement of the facts. It involved a suit by a receiver
of .an insolvent corporation against its promoters, to recover profits pocketed
by them through sales of the corporation's securities to the public, Furlaud
.and Company, an investment house, was interested in the promotion of gas
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operations in western Pennsylvania, It acgquired options on nine tracts of
land in the name of its wholly-owned subsidiary, Xingston. The actual value
of these properties was approximately 32,500,000, and the option price some~
what lower. 3But Murlaud, declined to issue the figures of an honest ap-
praiser, succeeded in having the properties appraised at 37,000,000,

Furlaud then organized another subsidiary, Duquesne, to acquire and operate
the properties. It is unnecessary to relate the envire train of inter-
subsidiary transactions. Suffice it to say that, when the circuit "had been
completed, Duquesne possessed this property, worth aboutr $2,5C0,000, and
.about $365,000 of working capital. The public had purchased bonds and

notes which were liens on the property in the amount of 85,000,000, more than
$2,000,00C in excess of the cost of the property to Duquesne's affiliate, and
the public had paid about a million dollars more for a stock issue of the
company, These securities had been unloaded on the public through Furlaud's
subsidiaries. The appraisal of the properties owned or to be acquired by
Duquesne at 37,000, 000 was made .a selling point, and the lien bonds and notes
of the corporation were advertised as "issued in connection with the acquisi-
tion of properties and to provide cash for development, extensions and other
corporate purposes".

To state the result summarily, the public had invested around six million
dollars in securities upon the representation that the proceeds would be used
for the purchase-of lands and for cesh capital for the business, and upon
.an appriaisal which valued the properties to be acguired by the corporation
with these funds at around $7,000,000. In fact, approximately three-Iifths
of the money was applied to its designated usage--~-the rest found its way into
the pockets of the promoters through = series of sales by subsidiaries, The
Supreme Court, speaking through Iiir. Justice Cardozo, held the promoters of
the corporation liable as trustees for the profits made by them through their
intercorporate manipulations. The opinion deserves thorough perusal by
every lawyer engaged in corporate practice. I will quote but.a few sentences
to illustrate its tenor.

Said !ir, Justice Cardozo:

"Promoters of a corporation stand in a fiduciary relation to it, to this
extent at leasu, that they will be chargealble as trustees if they deal
with it unconscionably, oppressively or in violation of a statute".

"What is here is a bort growing out of the fraudulent depletion of the
assets by men chargeable as trustees if they have failed to act with
hoénor",

"Furlaud and Kingston, having made themselves partners to the scheme
whereby Duquesne was to be despoiled and its creditors were to be

de frauded, became accountable, we think, for anything that came to them
as the result of the conspiracy in excess of the consideration furnished
on their side".

Mr. Justice Roberts wrote a dissenting opinion for himself, Hr, Justice
'McReynolds, ¥r, Justice Sutherland and Mr. Justice Butler, It was the con~
tention of the minority that no recovery could be predicated on the record
because the District Court had made no definite finding of fraud or misreps
resentation and that consequently the corporation suffered no injury. The



- 11 -

minority opinion charged that the majority opinion was in the teeth of 0ld
Dominion Copper Combuny v. Lewisohn, 210 J.S. 208, and that in substance
that case must stand overruled.

"The facts just stated clearly indicate that the decision now wade in
effect overrulzs the 0ld Dominion casc. Tne so-culled fiduciary rela-
tion of promoters may be availed oif by the corporation only in virtue
cf the equity of innocent stockholuers defrauded by the promovers!'
scheme. $So holds the 0ld Dominion case, and so Lold many authorities
which are in accora,”

In the Circuit Court of 4pp=als for this Circuit Judge Learned Hand hiad
very strong feelings <bout the impropriety of the respoudent's conduct but
felt bound by the Cld Dominion case Lo .ule that no cause of action had bLeon
sitown.

This is a magnificent illustration of the traditional common law mode
of development. There is an attempt by the uajority to distinguish the
earlier case, I am guite sure, however, thdat wien presenved with in uadistine
guisnable case another Court will say of course the minority is rignt, at
least to this extent: the 0lJd Dominion case muasi be regarded a3 overruled,

There are many varictions of this case which core quickly to mini. The
receiver sued as a representative of the credlitors. 3But suppose a suareanolder
sued - one who purchused his security cfter the deal. Vhat of 4 stockiolder
who votsd approval of the transaction, tut in actual ignorance of all the
facts? There will be many problems of multiple recovery presented by an
extvension of this case. 3utv time does Lot prevent further analysis,

Even 4t the risk of the accusution thut my conclusion is one of "post
hoc ergo propter hoc", I suggest taat the Zupreme Tourv of tue United States
was turned in ¢ new direction by the same forces which yenerated the suecu-
rities legislation of tne last few years. True, it is that such a conclusion
is beyond the powers of demonstration. But can there be any doult but that
a contrary result would not have been reached ten years earlier? You will
recall the thrilling toast to the law by the late Justice Holmes!

"Vnen I think of the law I see . princess mightier than she wio once
wrought at Bayeux, eternally weuving to her web dim figures of the everw
lengthening past ~ figures too dim to be noticed by the idle, too sym-
Lolic to be interpreted except by her pupils, but to ithe discerning c¢ye
disclosing every painful step and every world-shaking contest by which
maunxind has worked its way from savaege isolation %o organic social life.n

This is a poetic way of recording tne slow-lagging projress of the Law townsrd
the state of identification with the morul ideals of a given eri, In my
opinion, our highest court by this decision has emerged from the poruss of
error and by putting sznctions to corporate dishonesty has set its feet on
the highroad of honor among men.

The Securities Acl represcots a4 parullel philosophy to the McCuandless
case, In our orief history we have seen attempteua similar corporate manenver-
ings, similar wdtering of assets, similar writeups, similar frauuanlent mis-
conduct. But now the Fedexal CZovernment has a mechanism which will pravent
many forms of corporate misconduct. 3ut the law is novel only in remedy, not in
the standard of conduct which is identical with the ancient law,
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It Las oeen pointed out in the Columbia Law Review for last mouth
that despite the obviqus diiferewce from every practical aspect oetween
a family corporation and one uvi.e shares of which are publicly held, the
courts steadfastly refused to pake a differentistion which comwmon sense
regquires., TLt legislaviou we adminisver does not in téras wake this dis—
tinction, out b, necessary implication the statutes are applicable ouly
to comranies puyblicly owaned. The Securivies Acu of 1327 applies only to
public offerings aud while there can be a public offering of securities
of a'privately owned compauny, ia the usual case such a company wouid .0t
retain its private stavus very long. In the fxchange Act the applicatioan
of nearly all of the provisions to securities registered on national se-
curities exchanges makes most of the statute inapplicable to family
corporations.

The impertaunce of this distinctiou canuot be developed in this ad-
dress. It is perfeculy clear tnat if this disvimction were preserved
courts would avoid slavish Jdevotion to precedenis .articulavcd iu a period
which knew novhiug of the rise of maanagement as a seperate and distiact
interest -~ a period whicih was not faced with the vexiug proolems involved
in the separation of ownersiuip and convrol; a period which did not have
to wrestle with a concentration whicli ..a3 removed mauy of the checks which
operated to curb the misuse of wealth aand power, ’

The path of progress iu the law 1s aownere more cleurly purtrayed
than by cunsidering tvhe attituwde of company officials toaay reégarding
disclosures and the viewpoint of issuers fifty years ago. About that
time the l.ew York Stock ixchange soudlt Lo secure fiaamcial iaformation
from issuers whose stock was dealt ian ou its exchange. The Lelaware and
Lackawauna “estern hailroad {ompany replied with tarv finaljty!:

"We meake no reports awnd publish no siatemewts, aud Lave not done
anything of the kind for the lasu five years.”

Jiuen the 3ecurities Ixehange act ¢f 1974 bvecame eflective, issuers
almost without a dissent made available (o the puvlic a wost cumprehCn-
sive statement zfifccting e compenies' management and financial affairs,

Prior to 1374 the amount of information furuished by a corporatioa
was largely determined by the w.controlled discrecioun of the manageueat.
The listing cowumittees of tle better stock exchanges, .it is true, Lave
in recent years nade etforts to secure iamportiut information for in-
vestors. Unforuvundately, the stasdards set up by these cownmittees -
witich staudards were usuelly adegquabe as tu tae disclosure- required .~
were not-uniforul, enforced. A-aew corporatious manajed by stranjers to
thie listiug commitiee, or a corporavion which tlhe committee had sowe
special reason to iuvestigabe closely, wu3d Leld to a rigid obseérvance
of the listing requirements. 4An ola corporation seehing to list new
securities wus reguired to give out little information. Because of this
sometimés misplucea trusi sccurities were often accepted for listing
wnich would unot have peen listed aad the true facts ceen known. Theuw,
too, wany corporaiions were entitledto listing ubder 0ld contracts which
'reqhired very liutlé iu tlie’ wa, of periodic feporis. : ’
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Today ever, corporation whose securities are listed on a natiofnial
excusaie, whether old or new. regardless of the reputation of the man-
apement, must furnish a fairly compreiensive amount of iaformation with
respect vo its affairs. Theprinciple has been definitely established by
tne ACU that corporations which have beeun publicly financed and whose
securjties are owned in such suvstuntial nuwbers by the geperal public
as to be listed on u securities exchange have beco.e at least quasg i-pub-
iie in nature aad are under a duty to ihe investing public Lo give rca~
scaable publicity to the. results of their operationss:

The uecessary reversal in the practice of many corporations of dis-
clusiug very ilivvle ini'ormation to the-stockholders and general public
has, I realize, been jquite a shock to naany corporate executives., , The
spirit with which the wast majority ol corporations has accepted the -new
order 138 worthy of great praise, Mundgemenus have cowe to realize tpat
taey are stewards of vast interests for we iavesting public and conse-~
quently owe the owners of the busiaess uvie duty of adequate report upon
ti€ success or failure of operatious.

This requirement of publicity of corporate affairs i1s but another
indicatiou of the present-day realistic approach of the legislatures to
the proolews of vhe relavions between corporation stockholders and the
publiec. It is no londer fasi.iouablie to regard a corporation as an inl-
divisible. entity buil rather as a condlomeraticn of different and often
adverse igterests, the existverce of which necessitates an adequate dis-
closure of relevantu facts to wll parties involved,

While the general policy of the Act is ouz of disclosure of the re-
quired information, Cougress has.iudicated that in certain instences all
of this information need uct be publisied, A nuaper of interesting pro-~
blems of luw and business expediency arise therefrom.

Section 24, paragraeph (a), of the Act prohibits vhe Commission from
requiring vhe revealing of trade secrcis or processes, Altvhough a few
registrants, in petitions for review in the Circuit Court of‘Appeals,
claim that sales aad cust of sales coustitutes a yrade secret, it is ex-
recied that the courts will iimit vhese words inuwie Act to their 6rdinary
sweaning of an uapatented, secerev, commercially valuable plan, appliance,
foruwula, or process winieiu is uwsed for the waking, treating or processing
cf arvicles or materials which are irade commodities.

Paragraph (v) of 3Section 24 permits any person iiling an application
or report 10 make written cbyection to tue public disclosure of infor-
mation contsziued tuercin, The Jommissinae may, u. such cases, make avail-
abl. to tle public the informabtion contained in sny sSuch application or
report only when ia its judgment a disclosure orf such information is in
the public interest. -

The meaning aad intent of Lhis Section are somewhat confused, due no
doubt to the ifact thav tae Section representved 2 compromise between ad-
vocates ol different philosophies. Is the burden upon tie Commission to
show in each specific case that publication of tae' particular information
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is important tothe public interest® The words of the statute, taken
literally, might seem to permit such interpretation. On the other hand
Section 12 of the Act provides only for the inclusion of such information
in registration applications as tiie Commission shall require as necessary
or appropriate in the public interest or for the protection of investors.
Thus it would seem that the mere facl that registration applications are
required by the Commission to cnatain certain information amounts to &
determination vhat disclosure of such information is in the public in-
terest ~ the only purpose, of course, of inclusion of information in an
application veing its usefulness to the public, It seems, tnerefore,
that the proper interpretation of Section 24 (b) is that, in order to
secure confidential treatment, a registrantv must show by its written
obgectvions, or at any hearing ordered by the Commission, that the pe-
culiar circumsiauces of its case are such as to render inapplicable tue
general rule tvhat the public interest requires the discleosure of all iae
formation coutained jiu registration applications.

The s3tvatute is not at all clear on the point of whetner or not any
appeal exisuvs from a Commission determination that disclosure is in the
public interest. Section ?5 of the Act provides that any person agyrieved
by an order 1ssued by the Commission in a proceeding under the Act may
obtain review of such order in a circui} courv of appeals. Does the Com—
mission, under Section %4 (b)), issue an "order” in a "proceeding"® Sec-
tion 24 {b) merely requires the Commission to refrain from making public
information for which confidential vreatunent lhias been requested, unless
in its judgment disclosure is in the public interest. A hearing need
only be had in the discretion of the Commission. It may be argued, then,
that no “"proceeding” is contemplated by Section 24 (b), No "order" of
the Commission issued in any event. Whether or not 2 hearing is held,
the Commission can do no more than determine tnat disclosure is ia the
public interest; ihe actual disclosure follows by operation of law ratler
than by order of the Commission,

The statute further appears to rest tihe determination of the guesuvion
of whether disclosure is ia the public interest in the sole judgment of
the Commission, which judgment should not be overturned in any appellaue
proceedings, except upon a showing of gross abuse of discretion.

The Commission, regardless of its strong feelings about the praper
scope of gudicial review, adopted a rule wihich should preserve secrel
the information filed confidentially until a fiaal order of the Court.
This rule provides that information for which confideuntial treatment lLas
been requested shall not be disclosed until ten days have ¢lapsed from
the date of the Coumission's determination, if nade, that disclosure is
in the public iuterest. During this ten day period tue regastrant may
either withdraw its application in toto or may file notice of intention
to seek review of the Commissiou's determination, If such uotice is
filed, the information is not made public uutil sixty days from the date
of the determinetion or final dispositioca of any proceedings brought to
review the action of the Commission, whichever is the later. Thus, it
there is any right of revies of the Jommission's determination, it has
been preserved by affording the registrant adeguate- intverim protection
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against disclosure.

Approximately 3500 objections to public disclosure have veea made to
the Commission. DBy far the greatest numocer of objections were to uvhe
publication of salaries and remuneration contracts of the directors zand
principal officers, The next largest group coustituted objections to
disclosure of part or all of the profit aud loss statement. Yost of
these objections were only to disclosures of sales and cost of goods
sold. One registrant, however, objecited to disclosure of any portion of
}he proiit aund loss statement avpove the line "net income”.

‘o hearings were held in any case unless a requast for hearing was
made by the registrant. The proceedings were in the nature of an op-
portunity tao the registrant to show special circumstances of aciual or
potential hardship indicating that disclosure in iis case would not be
in the public interest.

Chairman Landis recently cousidered the arguments which have been
urged against disclosure:

"Privacy as to individual income is an understandable concerpt.

But in a public corporation, ard our largée corporations are truly
public in character, privacy as to cumpensation for work done
stands upon a different fooving. Thet compensation is frequently
uncontreolled, and is always payable from profits accruable to the
business as a whole. Whatever, argument cauL jJustly be made agaiust
such devices as pink-slip 1aws has no place here. I{ the sources
of a man's income are my pocket as a taxpayer or a stockholdzr,
some knowledge of wnat he 1s being permitted to vake 13 my COD-
cern., True, there can be littie guestion tbat the unovelty of tLis
type of disclosure has for the time oeing made it a wmatter of pudb-
lic comment by the curious and the i1dle. RBut livtle harm, if any,
has resulted and ivhe abuses tuat were ounce hLeld up as 2 pational
scandal will hardly recur. As the aovelty wears off, a fairly
safe prediction would be that the obyeciions to the disclosure of
this information will look as obsoleve to future Americans as
those raised by corporations in 1883 to the disclosure of any
financial informatiown”.

Unfortunately, time will not permit my dealing with the specitic
problems raised by the requests of companies to hLave answers to cartain
items kept from the public records. The extent to which the Commizsion
has this power of compulsory disclosure and the extent to wnich the powers
of Congress encompass this form of investor protection naie been raised
recently in the courts. Without expressing 2 view on this incressingly
difficult question of how American sovereiguty smas been divided up be-—
tween the state and the nation, 1t is quiteé obvious that no mavier what
our jurisprudential couacept of law may be, socliety Las by this method
indicated that the manageament of publicly owned companies must render an
account of their stewardsnip under pains and penalties, It 1s, T submit,
the minimum control to be required of a camplicate, corporale societiy.



IL saould be our earnest hope thatv the continued response of management
to this e¢asy stimulus will make unnecessary nore radical interposition
of the powers of the state,

We have another act to adwinister, It would be premature to deal
with the problews of this legislavion at least until the companies have
been gudicially declared subject vo thke law. 7There is one matter wuich
might Lave some interest for you.

In one of the Commission's recent investigations there was revealed
the ineredible leugth to which & hard-pressed maanagement was pregared vo
go in securing new capital for the eaterprise from tue unknow:ng public.
fmployees were drajooned to sell to all with whom they came in CORTEC L
linemen, meterreaders, iunstallution men, the traffic men, accouavants,
equipment wen, In fact, the absentee wanagement, uarespousive to ihe
cdecencies of public relationship "put the heat on" nearly every omployee
to sell preferred stock which had been fraudulently overvalued, Even
lowly janitors were expected te do their part in the "give till iv
hurts” campaign vo put bhe company over thc top. Appeals to cupiditye-
10 greede-to thrift--cli were resorved to, aided by misrepresentatious
waoica were evan uader the existiag law 1llegal. At omne point in tvhe
testisony there appeared evidence of e grucsome work of the nighepres-
sure gentry. A circular of the doldlhg company which controlled the
operating company read as follows

"Cpe result of Mr. Y's visit was in convincing the employees any

of them could sell stock. Ke went out with them and.called on a
number of different people aad developed what appeared to be 2
number of good prospects and helped one of the pipe-line lavorers
close two good sales. Tuis had vhe eflect of stimulating some of the
others who considered that 1f a chap in dirivy overalls all day

could go out after work and earan “12 comwission in two evenings,
they certvainly could do it too.”

In 122C wye sales canmpaifno vecame feverislh. .All the wmployees were
informed that the selliny drive wus to b& on a sort of playful plane. It
was to be regarded as a "piy game Luut", & rabbit was thz sale of one
share and counted five points, and so0 ou with various animals until it
reached the elcphant which represenived a sale of wweaty shares and a
score of 230 poinus. But there wer: hazards in vhat sport, too. One of
the Commission's exhibitvs from the files of the company was.a circular
on which there was a picture of a "shkunk". Iv read:

"Look out® for a skumk: deduct five points more than originally
scored”

In other words, a skunk was a purchaser who turned back the stouck
and demanded his money back. Although the records are silent, it is safe
to assume, unforuvunately, that the skunks were rare in that territcry.

The evidence went oa to show tnhat this customer ownership campaidn in-
volved sales to the public at 92 when the seme stock was selling onthe
market at forty points lower.
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Ooviocusly, there is an au3wsr today--bhe Securitizs Act of 1973
would require a registravioa statemenst, the furnishing of a prospectus,
and would visit civil and criminal penalvies for the kind of misinfor—
watron with whiclk our record abcunds. DBut that is nov encugh. I aa
sure that even with the burden of disclosure aud vhe risk of liability
there are maany who would try in more prosperous times to atiempt that
type of cruel imposition. The Puslic Uvility holding Company Act of
12°5 is an absolute safeguard ageinst corporate sinfulness of this nature
on thz part of the Uvilivy Holding companies. I suppose it is almost
treuson Lo meuvion that statute here in iew York where its existence is
recogaized only in condemnatory pnrases aand law suits, l'evertheless,
o Lopest critic will dare deny that this svatute comes to grips in re~
alistic fashion with the corporate sordidness which an apathetic lesgal
system Lad fosterad aad encourageds

Purpos=1ly I refraia {rom exteusded commenr about uie anew legislatvion
whiclh has resulced inour becoming guite chummy witi tue Uuicved Svates
Yarshals., Prescindin? lrom parvicular views, eituer legal or ecouomic,
wiich may be held vy counsel for coupanies on uvh,e one hand or counsel
Jor the jovernoment on the other, 1v 1s guive obvious that the tradi-
tional postalates of ihe cownon lav nave becu iupotent in the task of
putting limits wvo privute socialisw as evidenced oy the jlaat holding
companies. The svate Las delermined Lo puv resiraints upon & new power-
ful and aaagcerous lactor in the ecogumic life of tle natios.



